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UK Homebuilding
House builders and a ‘No-Deal’ Brexit

Ahead of the Withdrawal Agreement vote (11th Dec), we consider the impact of ‘No-
Deal’ on the UK house builders. We use three scenarios: an ‘orderly’ exit using our
Economics team’s estimates (‘A/ternative Brexit scenario: A no-deal rate cut’, 3 Oct),
and two ‘no transition’ alternatives (the ‘disruptive’ and ‘disorderly’ scenarios from
the Bank of England’s EU withdrawal document, 28 Nov). Long-term PER trends
imply that EPS cuts of c26-35% are currently being priced in. Our analysis suggests
this is commensurate with up to c8% off house prices and c30% off volumes.

e GDP and house prices. In our Economics team’s scenario, GDP doesn't fall,
though we have a mild intra-year recession in 2019. This suggests some
scope for house price weakness next year, though no crash. In the Bank’s
‘disruptive’ scenario, 14% off house prices seems optimistic to us, given its
expected GDP impact (-3%, worse than the early ‘90s recession). And in its
‘disorderly’ scenario, 30% off house prices is feasible if GDP falls 8% (dwarfing
the -19% and -6.3% experienced respectively in the financial crisis). Only in
this latter case would builders’ high intake margins fail to protect their TNAVs.

e Rates and affordability. Our economists see a 50bps rate cut to 0.25%, which
would promote affordability in the UK (and in London too for the first time in
several years, pp 7-8). But in the Bank’s two scenarios, the implications are
gloomier, as affordability is hit by rate hikes in the ‘disruptive’ (to 1.75%) and
particularly the ‘disorderly’ (to 5.5%) outcomes.

e Labour, build costs and unemployment. Supply is tight across most skilled
trades and Brexit sharpens the focus on migrant labour (>50% on London
construction sites). Although a ‘disruptive’ outcome is expected to reduce net
migration to +30k p.a., a fall of 100k p.a. in a ‘disorderly’ scenario is more
troubling. And with build cost inflation running at c3-4% p.a., a 25% fall in the
pound would amplify margin pressure. A rise in unemployment to 6-8%
would further threaten house building fundamentals.

e Housing volumes. In previous downturns, volumes have been hit more than
prices. In a ‘disorderly’ scenario, we believe they could fall by as much as 60%,
based on historical precedent, though the impact on new build activity would
likely be much less severe, given Help To Buy support.

e  What is the market pricing in? Comparing 2020E PER multiples with long-term
averages for four house builders implies EPS cuts of c26-35% are now priced in.
Although this is less extreme than either of the Bank’s scenarios, we calculate that
it is commensurate with up to c8% off house prices and c30% off volumes.

Barclays Capital Inc. and/or one of its affiliates does and seeks to do business with
companies covered in its research reports. As a result, investors should be aware that the
firm may have a conflict of interest that could affect the objectivity of this report. Investors
should consider this report as only a single factor in making their investment decision.

This research report has been prepared in whole or in part by equity research analysts
based outside the US who are not registered/qualified as research analysts with FINRA.

PLEASE SEE ANALYST CERTIFICATION(S) AND IMPORTANT DISCLOSURES BEGINNING ON PAGE 18.
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THE POTENTIAL IMPLICATIONS OF A ‘NO-DEAL’ BREXIT

Three ‘No-Deal’ scenarios

Let’s start with what this note isn’t. It isn’t an assessment of whether we think the Bank of
England’s (or our Economics team’s) estimates are accurate. Nor is it an attempt to suggest
how Parliament will (or should) vote. What this note does is explore the implications for the
housing market (and the UK house builders) in three ‘No-Deal’ scenarios.

Barclays Economics team — ‘No-Deal’/‘orderly’

Our Economics team published ‘Alternative Brexit scenario: A no-deal rate cut’ on 3rd
October. It forecasts a mild intra-year recession in 2019 (despite this, the calendar year sees
modest GDP growth), unemployment peaking at 6.5% by the end of 2020, sterling falling 5-
10% (2% of which has occurred since publication) and base rate falling 50bps to 0.25%.
This, as our team describes it, ‘sits towards the more benign side of the spectrum’.

Bank of England - ‘No-Deal, no transition’/’disruptive’

In its ‘disruptive’ scenario (see ‘EU withdrawal scenarios and monetary and financial
stability’, 28t November), the Bank expects GDP to fall 3% from its Q1 2019 starting point
(greater in magnitude than the early 1990s recession, though much less acute than the
financial crisis). Here, the Bank sees house prices down 14% (we consider this optimistic
should GDP fall by this amount), unemployment reaching 5.75%, sterling falling by up to
15%, and base rates rising to 1.75% (a 3-year average of 1.5%). It also expects net
migration to fall to +30k p.a. by 2021.

Bank of England - ‘No-Deal, no transition’/’disorderly’

In its ‘disorderly’ scenario (also viewed using the link above) - which we consider to be a
useful bear case - the Bank expects CGDP to fall by 8% from its Q1 2019 starting point (a
more acute downturn than even the financial crisis), house prices down 30% (broadly
consistent with this GDP fall, in our view), unemployment up to 7.5% and base rate up to
5.5% (a 3-year average of 4.0%). Significantly, the Bank expects negative net migration
(-100k p.a.) from 2021.

FIGURE 1
Three ‘No-Deal’ scenarios

Barclays/Bank of England estimates

Land Housingvols' Housingvols

GDP® House  Unemp. Sterling Bank rate Migration

oy values (overall) (new build)

prices fall (ave) (netp.a.) fall fall fall

BARC Econ. - 'orderly’ n/a’ n/a  6.50%? 5-10%  0.25%° n/a <=5% <=5% -

BoE - 'disruptive' -3%* -14%  5.75%' c15%° 1.50%°  +30k™ <=30% <=30% <=15%

BoE - 'disorderly’ -8%* -30%  7.50%" 25%°  4.00%°  -100k' <=60% <=60% <=30%
Notes:

- fromour estimated 2018 outturn of 1125m, * - by the end of 2020, ° - versus the US Dollar, * - fromits Q12019 starting point,

5 - three year period from 2019, with a peak of 175%('disruptive’) and 5.5%('disorderly’), © - 2 year period from2019,

7 - technical recessionin 2019, with GDP 2%lower by end 2020 ina'No-Deal' than in our Economics team's central scenario, 8 _maximum fall from starting point (Q12019), inreal terms,
 -innominal terms, *° - by 2021, ' - peak

Source: Bank of England, Barclays Research

In addition to the work undertaken by our Economics team and the Bank of England, we make reference to a similar

exercise undertaken by our Banks team, ‘Running the numbers on ‘No-Deal’ Brexit', published on 27t November.
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THE EXPERIENCE OF PREVIOUS ECONOMIC EVENTS

5 December 2018

What the early ‘90s recession and the financial crisis tell us

The table below shows the impact on a) house prices, b) housing volumes, and c) land
values from their peaks to their troughs in the last two major economic downturns: the
early ‘90s recession and the global financial crisis.

FIGURE 2
Previous economic downturns through a housing market lens (peak-to-trough impacts)

Early 90s Financial crisis
GDP fall (real, %)* -2.0 -6.3
Duration of down cycle (quarters) 5 5
House prices (nominal, %)’ -20.0 -18.7
Duration of down cycle (quarters) 13 6
Housing volumes (%)? -47.0 -56.9
Duration of down cycle (quarters) 16 20
Land values (%)* -58.0 -50.1
Duration of down cycle (quarters) 7 7
Notes

' - using the Nationwide house priceindex, ? - using DCLG/HM RC data, only for England
3 - greenfield land values taken from Savills data, * - using ONS data

Source: Nationwide, DCLG/HHMRC, Savills, ONS and Barclays Research

All three metrics likely to come under pressure in a downturn

It comes as no surprise that all three housing market metrics fell materially on both
occasions. However, based on these previous downturns, we highlight the following:

e Transaction volumes were more negatively impacted than prices. In both
previous downturns, there has been a greater impact on the former than the latter.

e Land values have been more negatively impacted than house prices. This likely
reflects in part the geared relationship that land values have (or at least used to
have) with house prices. Although this relationship has weakened since the crisis -
as increases in house prices have been accompanied by commensurate (rather
than steeper) rises in land values - significant downside risks present.

e The early ‘90s recession saw a bigger fall in house prices. Despite a more acute
economic event in the global financial crisis, the impact on house prices was
marginally less severe, likely due to the policy response (interest rates and
quantitative easing).

e The early ‘90s downturn had a longer duration, particularly on house prices and
volumes (this could also reflect the policy response to the financial crisis).
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OVERLAYING ‘NO-DEAL’ WITH CHART BOOK READ ACROSS

House price trends influenced by GDP

We consider house prices to be a geared play on wider economic conditions and, in the long
term (the chart below runs from 1975), house prices have significantly outpaced GDP.

FIGURE 3
Average UK house prices vs. GDP, rebased to 1974
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Source: Nationwide Building Society, Barclays Research

The chart below shows the annual movement in GDP and house prices since 1975. House
prices have not fallen materially in the absence of a fall in GDP in this period. Two occasions
in which they did fall meaningfully — during the early ‘90s recession and the global financial
crisis — are highlighted. On both these occasions, GDP fell materially in the same period.

FIGURE 4
Annual movements in nominal UK house prices and GDP (Q1 1974 onwards)
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Source: ONS, Nationwide
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Barclays Economics team — ‘No-Deal’/’orderly’

In our Economics team’s scenario, real GDP stays positive. However, it expects a mild
recession (two consecutive quarters of falling GDP) during 2019. This suggests to us that
there are some downside risks to house prices next year, though no crash.

Bank of England - ‘No-Deal, no transition’/’disruptive’

In this scenario, the Bank forecasts that house prices would fall 14%. Although possible, our
view is that this could be optimistic should GDP fall 3% (a downturn of greater magnitude
than the early ‘90s recession when house prices fell c20%).

Bank of England - ‘No-Deal, no transition’/’disorderly’

Here the Bank expects house prices to fall 30%, an unprecedented correction, the
consequences of which would spread far beyond the UK house builders. However, we
believe this is broadly consistent with its expectation of an 8% fall in GDP, more acute even
than that in the global financial crisis. Here, the implications would be significant, with
pressure on house builders’ NAVs (despite high intake margins on new land in recent times
- typically c24-25% at the gross margin level). Although the financial crisis brought a house
price fall of c19%, builders had been buying land on lower gross margins in the run up to
this period — c15% at best — leaving NAVs exposed.

Land prices would fall, despite post financial crisis trends

Since the crisis, land prices have risen commensurately with house prices, bucking the long-
term trend where they have increased more rapidly, as shown below. This reflects the
consolidation of the builders the demise of smaller players and the release of more land.

FIGURE 5
House prices vs. the urban land index rebased to Q2 2005
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Barclays Economics team — ‘No-Deal’/’orderly’

Consistent with the GDP impact expected by our Economics Team, we would expect to see
some mild pressure on land values (we estimate 5%).

Bank of England - ‘No-Deal, no transition’/’disruptive’

In this scenario, we would expect land values to come under significant pressure (we
estimate they would fall by 30%).
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Bank of England - ‘No-Deal, no transition’/’disorderly’

In this scenario, we would expect land values to come under intense pressure (we estimate
they would fall by 60%).

Base rate cuts and the impact on affordability

Our favoured affordability measure is the Mortgage Payments To Take Home Pay Ratio,
shown below for the UK. Mortgage payments currently occupy a smaller proportion (c29%)
of take home pay than the long-term average (c35%).

FIGURE 6
The Mortgage Payments To Take Home Pay Ratio in the UK
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Barclays Economics team — ‘No-Deal’/’orderly’

In its scenario, our Economics team estimates that base rate would be cut by 50bps to
0.25%. This would enhance housing affordability not just in the UK at large but in London
too. If we assume that 50bps off base rate is passed on by the lenders in full, then — all else
equal - lower mortgage rates would reduce the affordability ratio in the capital to 42.9%
(marginally below its long run average for the first time in c4 years).

FIGURE 7
The Mortgage Payments To Take Home Pay Ratio in London
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FIGURE 8
Overnight Index Swaps (OIS)
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Bank of England - ‘No-Deal, no transition’/’disruptive’

In this scenario, base rate rises to a peak of 1.75% (an average of 1.5% over a three-year
period). This would represent a higher base than at present, though not materially so,
particularly as financial markets are pricing in a further rate rise of 25 bps by early 2020 (as
illustrated by the chart below , which shows Overnight Index Swaps, a proxy for base rate).
Please note that the horizontal line represents the level that Overnight Index Swaps would
need to rise to if they were to increase by 25bps.
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Bank of England - ‘No-Deal, no transition’/’disorderly’

Here base rate rises to 5.5%, its highest level since late 2007, challenging affordability in
London and the UK. Furthermore, there could be significant implications in this scenario,
depending how the banks and other lenders react. Should they react by increasing their
margins, or restricting finance availability, the implications would run deeper, in our view.
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FIGURE 9

Labour and build costs

The chart below shows the proportion of construction labour represented by migrants by
region. Easily the highest reliance is in the capital. For this reason, we view pressures on
labour availability as a very London-centric issue.

Proportion of UK construction labour represented by migrants, by region

South West
North East
North West
Wales
Scotland
Yorkshire

N. Ireland

East Midlands
West Midlands
East of England
South East
London

0%

Source: DCLG

5 December 2018

T T T T 1

20% 30% 40% 50% 60%

m Proportion of UK construction labour represented by migrants, by region

Barclays Economics team — ‘No-Deal’/’orderly’

Our team does not estimate the impact on net migration of a ‘No-Deal’ Brexit.

Bank of England - ‘No-Deal, no transition’/’disruptive’

In this scenario, the Bank expects net migration to fall to 30k per annum by 2021. We would
expect there to be some implications for the availability of supply of migrant construction
labour.

Bank of England - ‘No-Deal, no transition’/’disorderly’

In this scenario, the Bank expects migration to turn negative, with a net 100k people leaving
the UK each year by 2021. This would have significant implications for population forecasts,
housing needs and, of course, the availability of migrant construction labour, particularly in
London.

Exchange rates and the impact on build cost inflation

House building is a largely domestic trade, though this is not exclusively the case and a
number of items are sourced from overseas, notably timber (from Scandinavia), steel,
sanitary ware (sinks, lavatories, toilet bowls) and some bricks and blocks. These items have
seen price inflation in recent times, partly as a consequence of weak sterling. Broadly
speaking, imports represent c10% of house builders’ build costs. For this reason, the impact
on overall cost inflation is fairly muted, though not inconsequential. Overall build cost
inflation is currently running at c3-4% p.a., with the lower end observed in London and the
upper end in northern regions. However, the impact of this is exacerbated by the recent
tempering of house price inflation, because it is the net effect of the two that impacts
margins.

Barclays Economics team — ‘No-Deal’/’orderly’

Our Economics team expects the pound to depreciate by a further 5-10%. It is worth
highlighting that, since it published its note on 3 October, sterling has depreciated by
around 2% against the US dollar.
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Bank of England - ‘No-Deal, no transition’/’disruptive’

In its ‘disruptive’ scenario, the Bank expects sterling to weaken by 15%. This would place
some further strain on imported material prices and overall build cost inflation.

Bank of England - ‘No-Deal, no transition’/’disorderly’

In its ‘disorderly’ scenario, the Bank expects sterling to weaken by 25%. This would place
significant strain on imported material prices and overall build cost inflation.

FIGURE 10

UK trade of construction materials with EU and non-EU countries, 2017
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Although the EU provides the majority of imports, the biggest individual source is China.
Germany is the most important source market in the EU, as shown below.

FIGURE 11
Top 5 construction materials import markets (Em)
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A spike in unemployment would pose a significant headwind

The chart below shows the unemployment rate since 2008. The current rate of
unemployment (c4%) is low relative to historical norms and some other European countries
(French unemployment is currently 9.1%, according to Trading Economics — see here).
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FIGURE 12
Unemployment rate (%)
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Rising unemployment poses risks for house builders as it shrinks the available pool of
potential home buyers (obtaining mortgage finance largely impossible without being
employed).

Barclays Economics team — ‘No-Deal’/’orderly’

In our Economics team’s No-Deal scenario, unemployment rises to c6.5% by 2020, over
50% above its current level. This is some way below the rate in France (and some way
higher than the near 38-year low rate of unemployment currently experienced in Germany,
according to Trading Economics — see here).

Bank of England - ‘No-Deal, no transition’/’disruptive’

In its ‘disruptive’ scenario, the Bank expects unemployment to rise to 5.75%. Although this
represents an increase, it would only take us back to the mid 2014 position.

Bank of England - ‘No-Deal, no transition’/’disorderly’

In its ‘disorderly’ scenario, the Bank expects unemployment to rise to 7.50%, its highest
level since mid 2013. This would represent a near doubling of the current level and could
have significant implications for house building fundamentals.

Housing transactions could fall significantly

The chart below shows housing transactions in England (the majority of UK transactions)
since 1960. Setting aside distortions caused by the 2016 SDLT changes, one clear
implication of the last two recessions was a collapse in housing volumes, as indicated by the
red arrows. Should this recur, this has implications for those with reliance on volumes,
notably the Estate Agents and retirement house builder McCarthy & Stone.


https://tradingeconomics.com/germany/unemployment-rate
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FIGURE 13

England housing transactions
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Housing transactions ('000s) - England

The impact on housing transaction levels has not been estimated by our three sources.
However, we believe that there would be a significant impact on volumes, based on
historical precedent.

Barclays Economics team — ‘No-Deal’/’orderly’

In this scenario, we estimate that housing transactions would fall 5% next year. Despite this,
we estimate that new build volumes would be flat, as the market is supported by the Help to
Buy scheme.

Bank of England - ‘No-Deal, no transition’/’disruptive’

In this scenario, we estimate that housing transactions would fall by up to 30% next year.
We assume that new build volumes would fall by up to 15%, as Help to Buy lessens the
impact on the house builders.

Bank of England - ‘No-Deal, no transition’/’disorderly’

In this scenario, we estimate that housing transactions would fall by up to 60% next year.
We assume that Help to Buy would lessen the impact on new build volumes, which would
fall by up to 30%.
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WHAT’S CURRENTLY PRICED IN BY THE MARKET?

We estimate the market is pricing in c26-35% off 2020E EPS

The table below shows long-term prospective PER averages for the four house builders
included in this note, together with the 2020E PER multiples they currently trade on (based
on our forecasts). Please bear in mind that house builders’ financial year ends vary, with two
of these companies (Barratt Developments and Bellway) having their year ends in June and
July respectively.

FIGURE 14
House builders’ PERs
Long termave. (fwd) 2020E % diff
Barratt Developments 8.7 6.4 -264
Bellway 8.3 5.4 -34.8
Persimmon 9.0 6.6 -27.0
Taylor Wimpey 8.9 5.8 -34.5

Source: Datastream, Barclays Research

What could the outturn look like in these three scenarios?

On the following pages, we illustrate the potential impact on house builders’ 2020 EPS
forecasts of different house price and volume assumptions, as outlined in our three
scenarios. These workings are illustrative and should not be treated as forecasts. We do
not make any assumption of overhead or other savings that would house builders would
likely seek should some of these scenarios play out.

Barclays Economics team — ‘No-Deal’/’orderly’

In this scenario, we assume that house prices are flat and volumes are unaffected. In other
words, we use our existing (and last published) forecasts.

Bank of England - ‘No-Deal, no transition’/’disruptive’

In this scenario, we assume that house prices fall by 14% (consistent with the Bank’s
estimate) and new build volumes fall by 15% (our own assumption, which we believe is
broadly consistent with the implied economic environment).

Bank of England - ‘No-Deal, no transition’/’disorderly’

In this scenario, we assume that house prices fall by 30% (consistent with the Bank’s
estimate) and new build volumes fall by 30% (our own assumption, which we believe is
broadly consistent with the implied economic environment).

5 December 2018 13
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Shares prices are discounting up to c8% off selling prices and
c30% off volumes

Barratt Developments

The chart below shows the theoretical impact on our 2020E EPS forecasts of changes in
selling prices and volumes (including the assumptions in our three scenarios, which are
highlighted in the grey shaded cells).

These numbers are illustrative only and do not represent our forecasts.

The red shaded area represents price and volume combinations resulting in more than the
amount we calculate is currently being priced in (in the case of Barratt Developments, this is
c26%).

For Barratt, we believe the market is factoring in a price and volume decline of up to c4%
and c22% respectively (or some combination of these two variables, which would have a
maximum 26% EPS impact).

FIGURE 15

2020 EPS sensitivity to changes in volumes and selling prices (Barratt Developments)

Change in volume

Source: Barclays Research
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Bellway

The chart below shows the theoretical impact on our 2020E EPS forecasts of changes in
selling prices and volumes (including the assumptions in our three scenarios, which are

highlighted in the grey shaded cells).

These numbers are illustrative only and do not represent our forecasts.

The red area represents price and volume combinations resulting in more than the amount

we calculate is currently being priced in (in the case of Bellway, this is c35%).

For Bellway, We believe the market is factoring in a price and volume decline of up to 6%
and 31% respectively (or some combination of these two variables with a maximum 35%

impact on EPS).

FIGURE 16

2020 EPS sensitivity to changes in volumes and selling prices (Bellway)
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Persimmon

The chart below shows the theoretical impact on our 2020E EPS forecasts of changes in
selling prices and volumes (including the assumptions in our three scenarios, which are

highlighted in the grey shaded cells).

These numbers are illustrative only and do not represent our forecasts.

The red area represents combinations of price and volume that result in more than the
amount we calculate is currently being priced in (in the case of Persimmon, this is c27%).

For Persimmon, we believe the market is factoring in a price and volume decline of up to
8% and 24% respectively (or some combination of these two variables that gives rise to a
maximum 27% impact on EPS).

FIGURE 17

2020 EPS sensitivity to changes in volumes and selling prices (Persimmon)
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Taylor Wimpey

The chart below shows the theoretical impact on our 2020E EPS forecasts of changes in
selling prices and volumes (including the assumptions in our three scenarios, which are
highlighted in the grey shaded cells).

These numbers are illustrative only and do not represent our forecasts.

The red area represents combinations of price and volume that result in more than the
amount we calculate is currently being priced in (in the case of Taylor Wimpey, this is
c35%).

For Taylor Wimpey, we believe the market is factoring in a price and volume decline of
up to 6% and 31% respectively (or some combination of these two variables that gives
rise to a maximum 35% impact on EPS).

FIGURE 18
2020 EPS sensitivity to changes in volumes and selling prices (Taylor Wimpey)
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