. “Bovis Homes' profits warning early this month blamed a 30 per cent drop in sales, and said it had received just 80 res-ervations
since March. And Redrow has already laid off 200 people, about 15 per cent of its staff. It is expecting to sell 20 per cent fewer
properties this year than last and reservations were down by a whopping 50 per cent this spring.”

Stewart Baseley, of the House Builders Federation, has noted the asymmetries implied by the slowdown:

"The Bank's £50bn special liquidity scheme is having precious little impact and the danger is that by the time anyone wakes up in
six months, it will be too late and there won't be an industry there to respond," (Independent 23™ May 2008). "It takes a lot
longer to put things back together again than it does to dismantle it so if the industry restructures itself to build far fewer homes
then it won't have the infrastructure of people and skills to put its foot back on the accelerator again in the future." (Arnott, 2008)

The timing of the UK slowdown could be particularly unfortunate if it coincides with a continued rise in
input costs, consumer price inflation and government debt. The combination of these factors will make it
difficult for the UK government to justify US-style fiscal expansion and interest rate cuts to prop-up the
housing market. Recent strikes by teachers over pay and by Grangemouth refinery workers over pension
restructuring could be a portent of further industrial unrest and stagflation. In short, the Chancellor is caught
between the devil of inflation and the deep blue sea of a housing market — and possibly wider — recession.
In the words of Woody Allen:

"More than any time in history mankind faces a crossroads. One path leads to despair and utter hopelessness, the other to total
extinction. Let us pray that we have the wisdom to choose correctly."

What can we learn from the unfolding crisis?

It is, perhaps, too early to draw firm conclusions — the crocuses are only just starting to come up. However,
there are some indications emerging of where we went wrong and what we need to do to put it right.

1. Encouraging the notion of housing as an investment opportunity is problematic under current financial
regime.

—  Indivisibility of housing combined with investment demand potentially makes entry-level submarkets
into a financial football

—  We need to develop financial products that encourage investment diversification across housing sectors
to avoid the potentially disproportionate effects of speculation on entry level housing.

—  We need to tax future capital gains in order to make renting a more attractive option for both low-income
and mainstream house purchasers, and dampen the house price cycle by curtailing speculative motives.

2. Beware of targets — crude housing supply targets can easily exacerbate the problem, resulting in a fall
in quality and a glut of high density new-build depressing the price of entry-level housing.

—  Supply policy should focus on quality, location, elasticities and demography
3. The policy of encouraging low-income households to become homeowners is ill thought through:

—  There are fundamental incompatibilities between mortgage and labour markets for low-skilled workers.
As a result, there is a high risk of these households facing the short-run costs of homeownership without
reaping its long-term benefits.

—  There is a need to develop financial products that allow low-income households to avoid the short-run
costs and risks of homeownership but reap its long-term investment benefits.

4. Regulation of mortgage markets needs to be re-written:

— A more extensive regulatory regime has to be developed that encourages lending innovation and
development but curtails its propensity to lend cheap mortgage credit at the peak of the housing cycle.

—  The importance of getting the regulation of the mortgage sector right is becoming more apparent by the
day as the debt crisis starts to impact on the real economy (falling construction, rising unemployment,
falling demand for housing and for the services of transactions-based industries (estate agents, surveyors,
mortgage brokers)).

—  The case for rethinking the regulation of mortgage finance is further supported by the fact the landscape
has changed so much since the last debt crisis: the advent of securitisation, growth of homeownership,
BTL, ISMI reform, greater interconnectedness of world credit (cf credit crunch) — all point to a
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reconsideration of the adequacy of the existing regulatory framework, irrespective of the housing
slowdown.

Cynics might say that the only thing we learn from credit cycles is that banks (and governments!) never
learn from credit cycles. Let’s hope they’re wrong.
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