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A HUNG MARKET

 

“With the ongoing Eurozone sovereign debt crisis, and with the UK seemingly 
under threat of infection from a similar market response, the result of the General 
Election was probably the worst imaginable option for the UK economy. While a 
stable Conservative and Lib Dem coalition should go a long way to minimising 
the risks to the housing market from higher interest rates, the short term outlook 
has become markedly more uncertain.”  

Liam Bailey, Head of Residential Research, Knight Frank

Residential Research

Residential 
Market Update

Housing market update
The election took place against the background 
of a cooling housing market. This slowdown has 
been apparent since early March, with the flow 
of actual mortgage lending for house purchases 
(latest three months on the previous three 
months) declining by 21.3% in March, and 
mortgage approvals for house purchase 
declining by 16.3% in April on the same basis 
(Bank of England).

Although house prices have been relatively 
resilient - according to the Nationwide prices 
rose 1% per month in March and April, reversing 
a 1% fall in February - we do seem to be in a new 
phase for the market with prices becoming more 
volatile on a month-on-month basis.

Against this more uncertain backdrop we need 
to consider how the political landscape will 
impact on the market. The fear at the current 
time is that the electorate has unwittingly 
created the conditions for a housing market 
reversal.

The logic for this argument is that a hung 
parliament causes a lack of investor confidence 
in the UK’s willingness to tackle the budget 
deficit in a meaningful way, which in turn pushes 
the pound lower and increases yields on UK 
gilts. This could put pressure on the Bank of 
England to increase the UK base rate before it 
would ideally like to have done so – increasing 
the costs of mortgages and undermining 
affordability in the market.

It doesn’t sound an appetising prospect, but on 
Friday 7 May, the day after the election, we saw 
how quickly it could become a reality. As soon as 
the financial markets realised that a hung 
parliament was the result of the election –  

the pound duly fell, even against the sickly euro, 
and UK gilt yields rose.

We ought not to get too concerned about 
inflation concerns. While the pound did fall 
following the election, this fall only partially 
reversed recent growth against the dollar and 
against the euro, the pound is still stronger than 
it was in mid-March. Additionally there is still a 
degree of space capacity in the economy which 
should help contain inflation growth over the 
short term.

The Bank of England’s decision to keep the UK 
base rate at 0.5% in May was unsurprising, 
there was little chance of a surprise move so 
soon after the election. However even before the 
politicians began their campaigns there have 
been small but growing signs that the MPC has 
become more nervous over the prospects for 
rising inflation.

Despite the fact that the bank is well aware that 
there would be a fiscal squeeze under just about 
any government coalition, which would temper 
some of the inflationary pressures in the 
economy, there is still the issue of the weaker 
pound sucking in inflation through higher import 
prices. So the response of the foreign exchange 
markets is critical to the future direction of UK 
interest rates.

The seriousness of the current concerns over the 
impact of the hung parliament and also the Euro 
crisis is underlined by an increasing number of 
reports that point to the volume of bank lending 
to consumers, businesses and each other, 
beginning to tighten again.

With the situation changing day by day in 
Westminster, we have painted two scenarios 
which examine the risks and opportunities 
presented by the hung parliament. 

“The fear at the current time 
is that the electorate has 
unwittingly created the 
conditions for a housing 
market reversal."
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What does a hung parliament mean to the housing 
market? – scenario 1 
At the time of writing the most plausible option 
appears to the be a coalition of sorts between 
the Conservatives and Lib Dems whose 
combined tally of seats would provide an overall 
majority in the House of Commons. Although 
little detail has emerged, the limited amount of 
comment from both parties so far has at least 
suggest that the economy, and critically the 
need for a bold deficit reduction plan, is at the 
top of the agenda.

If David Cameron were able to create a 
sustainable coalition, he seems likely to be 
more radical in his attempt to cut the deficit 
than he alluded to during the campaign. The 
Conservatives are likely to try to reduce the 
deficit to below 4% of GDP within five years, and 
potentially even below 3%.

It seems likely that spending cuts would be 
favoured over tax rises, and these cuts would 
need to be large. The result of this scenario – if 
it could be carried off effectively – would be to 
underpin the value of the pound and even help 
to contain bond yields.

There is no doubt that rising unemployment from 
lost public sector jobs, and lower wages from 
pay freezes and even cuts, would put some 
downward pressure on the housing market. So 
too would the negative impact of the wave of 
strikes that would undoubtedly accompany this 
process.

These negative trends would, however, be offset 
by the lower interest rates and mortgage rates 
that would hopefully be safeguarded by this 
more confident approach.

This scenario would still mean that while we 
expect house prices in the UK to end the year 
down slightly, these falls ought to be modest. 
We would also expect to see growth, albeit 
slow, in sales volumes over the year, reversing 
the pre-election slowdown.

What does a hung parliament mean to the housing 
market? – scenario 2 
No alternative to a Conservative/Lib Dem 
coalition offers as neat a solution to the 
arithmetic around the need for a majority of 
seats. A minority Labour or Conservative 
administration could still be an option if the 
current talks break down, But the deal making 
required to conjure up a working majority from 
such disparate groups as the Scottish 
Nationalists and Ulster Unionists would be likely 
to seriously limit the room for action on the 
deficit.

The involvement of these various nationalist 
parties from Northern Ireland, Wales and 
Scotland would undoubtedly lead to negotiations 
to protect spending outside of England, meaning 
that English public spending would be need to 
be cut severely to make any impact on public 
sector debt.

At the current time the alternative to the 
Conservative/Lib Dem coalition seems more 
messy and potentially more unstable. The risk in 
this situation would be that investors’ belief in 
the UK would be undermined and the risk of 
higher interest rates for house buyers would 
become very real.

A hung parliament and housing 
legislation
With more significant issues at stake, it seems 
unlikely that any government will devote as 
much attention as it might have done to 
legislation related to the housing market. 
However, there are still some issues from the 
manifestos that might make the first Queen’s 
Speech. 

As both the Lib Dems and the Conservatives 
agree on the need to abolish  the unloved Home 
Information Pack, this would be a simple change 
to enact which it could be argued would increase 
flexibility in the housing market. 

With the Lib Dems unable to capitalise on their 
apparent surge in popularity during the election 
campaign, it seems unlikely that their proposed 
“Mansion Tax” and VAT on new-build housing will 
see the light of day – much to the relief of estate 
agents and housebuilders. 

The fairly radical Conservative plans for 
overhauling the planning system may just 
feature – but they would seem an easy 
candidate for delaying if they proved a sticking 
point with the Lib Dems. 

Conclusions
If the above comments are unavoidably hedged 
with uncertainty, we can at least say with more 
confidence that the current trend towards a two-
tier market, split between an active mid and 
upper end and a more depressed lower end, will 
continue.

Mortgage availability will remain tight over the 
next two years, especially as the banks begin to 
repay government loans extended through the 
Special Liquidity Scheme at the height of the 
credit crunch. The banks will also continue to 
ration mortgages using sharply differentiated 
lending rates depending on deposit levels.

“With the Lib Dems unable to 
capitalise on their apparent 
surge in popularity during 
the election campaign, it 
seems unlikely that their 
proposed “Mansion Tax” and 
VAT on new-build housing 
will see the light of day – 
much to the relief of estate 
agents and housebuilders."
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Despite all the uncertainty we find ourselves in 
after the election, with the assumption that the 
Conservatives and the Lib Dems are able to 
work something out, we stand by our current 
forecast that house prices in the UK will end the 
year 3% lower when compared with the start of 
the year, and that prices in the central London 
prime market will rise by 3%.

.“Mortgage availability will 
remain tight over the next 
two years, especially as the 
banks begin to repay 
government loans extended 
through the Special Liquidity 
Scheme at the height of the 
credit crunch."
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Recent market leading research publications

 

View the Wealth Report 2010 PDF here 

 

View the London Residential Development 
Review 2010 PDF here 

 

View the Retirement Housing Review 2010 
PDF here
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