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2.1

The Purpose of this Study

4NW commi ssioned the preparation of a oO6short t
influences the viability of affordable housing delivery in the North West. The specific aims of
the study were that it should:

I Raise awareness of the how the market downturn is influencing the viability of residential
development, and the implications for affordable housing provision

1 Improve the understanding of the key drivers of viability in the new market environment,
including the impact of S106 obligations on scheme viability

9 Identify the key challenges for policy makers (particularly 4NW and local authorities) in
devising robust and flexible policies for affordable housing and potential solutions

1 In the context of the above, to explore the merit and practicability of a region-wide viability
study as a means of informing decisions about the setting of regional and housing market
area affordable housing targets; and providing context for local or market area viability
studies to inform LDF policies

9 Establish whether it would be possible in principle to develop a common methodology for
economic viability assessments that could be endorsed by both local authorities and
developers.

The Study Process 1T Opportunities to Comment and
Participate

The key elements in preparing this final report were as follows:

1 Preparation of a Position Paper and Electronic Consultation: In February 2009 a draft of
this paper was posted on the 4NW technical website and stakeholders were invited to
submit comments by email in response to the specific questions presented at the end of
this paper, or raising other issues pertinent to the study objectives.

1 Stakeholder Workshops: DTZ facilitated three workshops of up to 15 participants with
different stakeholders as follows (a note of these workshops and the presentations given
can be found at appendix 2).

- Workshop with local authority officers (planning and housing enabling), held 24"
February.

- Workshop with RSL senior staff, held 9™ March.

- Workshop with house builders/developers, held 11™ March.
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3.1

3.2

3.3

3.4

3.5

Stakeholders were identified through the Regional Affordable Housing Expert Group
(facilitated by 4NW), DTzZz6s <clients and tabased held bysthe &ontk
Builders Federation and the National Housing Federation.

Final Report: This Report will be published on the 4NW website and all those who have
participated in any way with the study will be alerted by email when the report is made public.

The Challenge of Housing Delivery in the Downturn

In the past year the housing market across the UK has entered a significant downturn. In the
North West house prices at February 2009, as recorded by the Land Registry House Price
Index (released 27" March 2009) have fallen by 17% from the same period last year to
£114,622. A similar magnitude of decline can be expected in 2009 (see Appendix 3). Sales

rates on new devel opment s across t he country

requirements for working capital. This is alongside a decrease in the availability of funds
which seems set to continue, at least in the short term.

Across the UK, and the North West is no exception, new residential developments have been
shelved as falling values affect viability or access to finance dries up. Many housebuilders
have been left with unsold stock and have been working hard to find solutions to unlock the
cash in such developments. In the current environment there is a significant issue with the
viability of housing development as a whole. Work undertaken by the Joint Economic
Commission for the North West has identified that, as at March 2009, there were at least 400
key housing sites that are currently stalled, equating to over 80,000 units.

This has major implications for the delivery of affordable housing. Of the 3,700 new
affordable homes completed in the North West in 2007/08 26% was delivered in connection
with private housing development through Section 106 agreements (Source: Housing Strategy
Statistical Appendix 2008"). The broad expectation has been that an increasing proportion of
affordable housing in the region would be delivered through S106 agreements. However, if
private development is stalled this will not happen.

Moreover, the provision of affordable housing through Section 106 agreements, along with
other Section 106 obligations, has a significant effect on scheme viability overall. In many
parts of the country developers are starting to approach local authorities with a view to
renegotiating the Section 106 agreements that are in place to reduce the level of obligations
to be funded by the scheme. Reducing the level of affordable housing provision is one way in
which developers may seek to reduce scheme costs to increase viability. This was supported
anecdotally through the workshops held with local authorities who reported that a number of
S106 agreements were being renegotiated with a shift from apartment schemes to family
housing.

The situation is complicated by the fact that housing associations are less well placed now to
undertake affordable housing development than they were two years ago. They face higher
borrowing costs and more limited availability of credit; the scope for cross subsidy from
shared ownership sales has also been greatly reduced, if not eliminated. They are likely to
need higher levels of grant to deliver the same level of output as in the recent past.

! http://www.communities.gov.uk/documents/housing/xls/hssa08northwest.xls
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3.6

4.1

These problems are unlikely to be of a short term nature. The advice DTZ is giving to the

HCA and private investors is that prices will continue to fall in 2009, and are likely to remain

static for three years thereafter. It is easily forgotten that in the market downturn of the early

1990s, prices peaked in 1989, fell over a three year period by 25% in nominal terms and 35%

in real terms, and did not start to rise until early 1996. The recession we are entering is likely

to be deeper and more prolonged than that of the early 1990s. (see Appendix 3 f or DTZ6s
national house price scenarios).

The Challenge for Policy Makers

The new market environment presents policy makers as well as developers of both market
and affordable housing with huge challenges. The particular concerns that have prompted
this study, commissioned by 4NW, are:

1 4NW, with its joint responsibility for regional strategy development, will need to develop
affordable housing targets for the region and constituent housing market areas. Recent
work in preparing a Regional Strategic Housing Market Assessment (SHMA)2 provided
some indications of what these targets should be based on a modelled assessment of
housing need but there is a need to assess whether these are deliverable, which means
that viability considerations need to be taken into account.

1 Throughout the North West, local planning authorities are developing their Local
Development Documents and, in connection, their policies for affordable housing in terms
of the quota of affordable housing they will seek on major sites, and the site or scheme
size (threshold) to which these policies will apply. PPS3 indicates that such policies need
to take account of the economic viability of residential development as well as affordable
housing needs. Many draft affordable housing policies were formulated prior to the
market downturn and local authorities are aware that these policies may well face
challenge on economic viability grounds. The issue for local authorities is exacerbated in
that there is no CLG guidance on how economic viability should be tested and hence
there is uncertainty about what work needs to be undertaken prior to LDDs being subject
to Examination in Public.

1 Some clarification is emerging as Examinations in Public on Core Strategies start to
emerge and the Planning Inspectorate starts to provide public feedback on what they
expect in terms of the evidence base for affordable housing policies. They now expect to
see an assessment of viability in line with PPS3, as a way of justifying affordable housing
policies in Core Strategies or relevant DPDs. The affordable housing target and
thresholds set need to be tested, even where Authorities may accept lower levels of
affordable housing in certain circumstances. In view of the current market conditions, the
view of the Planning Inspectorate is that Authorities should set policies in relation to what
could be considered a 6 n or ma | 6andnt@ mdaitott policy and respond/change as

http://www.nwrpb.org.uk/documents/?page id=4&category id=272 and
http://www.nwrpb.org.uk/documents/?page id=4&cateqgory id=273
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necessary, assuming the higher target/threshold had been tested as part of policy
development®.

4.2 4NW, in its role as Regional Planning Body, has an interest in both the formulation of regional
policy alongside assisting local authorities in implementing those policies. In relation to
affordable housing, 4NW has an interest in ensuring economic viability is addressed in a
consistent way and therefore helping to establish best practice is important. One potential
way of addressing this would be, as with the region-wide SHMA, to undertake a region-wide
economic viability assessment if this was seen to be practicable and useful.

4.3 These issues would have been important to address even in the absence of the market
downturn now being experienced, but they are now much more pressing. At both the regional
and local level, emerging policy has been developed largely in a period when house prices
and land values have been rising. We are now in a fundamentally different market
environment for development and all the old rules of thumb about the viability of residential
development have been overturned.

4.4 Policy makers across England need to seriously engage with the question i what level of
affordable housing (and other obligations) can be delivered in the new market environment?
We are now in a period when people need to think deeply about the viability of residential
development and be realistic about what can be achieved in terms of affordable housing
development in the immediate future. There is the real prospect that, without a fundamental
re-think, Section 106 will not deliver any significant volume of new affordable housing in the
next five years.

4.5 New models are needed for development. With the prospect of improvement in the residential
market in the longer term, public authorities need to be thinking about how to capture value
enhancements in the future if they are maki ng | and av avaluatbdayg or awhen
entering into revised S106 agreements or approving new development applications. Planning
policy is long term and needs to be able to accommodate both the current economic climate
and future improvements in economic conditions.

Topics for Discussion and Key Questions

4.6 Consultees were invited to respond to the five general questions below, and were also asked
to comment on 15 more detailed topics which were contained in the 4NW study brief to DTZ.
The five general questions were as follows:

1 Would there be merit in a region-wide study that helped to examine how the viability of
residential development has changed as a consequence of the downturn in the housing
market?

1 What issues or policy questions would you like such a region-wide study to address?

1 What challenges or difficulties would you see in undertaking such a region-wide study?

*http://www.wakefield.gov.uk/NR/rdonlyres/6BEBD325-D93F-4CB9-91B2-
97309F2A19F1/0/Inspectors _Report Wakefield Core_Strategy.pdf (Specifically para 3.3.23
onwards)

Assessing the Viability of Affordable Housing in the North West Page 4
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4.7

1 How would you see this region-wide study supporting or relating to economic viability
studies commissioned by individual local authorities or groups of authorities working on a
sub-regional basis?

1 Do you have any other comments on the issues and detailed questions highlighted in the
working paper?

15 topics were also identified in the study brief and these are set out below. The questions
fall broadly into two categories:

1 Q1-10 pose questions about the practicality of undertaking a regional viability study: can it
be made to work? How?

T Q11-15 asks specific questions that address the value a regional viability study: how will it
inform policy development at regional and local level?

The questions and topics were discussed and debated in each of the workshops and

responses were also received in relation to these

website.

Q.1 What is meant by viability?

Q.2 To develop a robust methodology for a regional/sub-regional viability study what key
variables would need to be considered?

Q.3 Can the data necessary for a regional/sub-regional viability study be accessed?

Q.4 To what extent do land values, and in particular the residual land value linked to house
prices, influence viability and how would any methodology in a regional/sub-regional
study account for that?

Q.5 How critical would the mix of social / intermediate units be to a regional/sub-regional
viability study and how could this be taken into account?

Q.6 How critical is it for a regional/sub-regional viability study to allow for variation in the
type, size and mix of a development? How could the methodology for a regional/sub-
regional viability study take this into account?

Q.7 How critical is it that the location of the site (brownfield / greenfield / urban / rural /
regeneration area) be taken into account and how could it be taken into account in any
regional/sub-regional viability study?

Q.8 How critical is the availability and amount of grant / subsidy / equity share / to the
assessment of viability in a regional/sub-regional viability study, and how would the
methodology take this into account?

Q.9 What are the limitations of assessing viability at the regional or sub-regional level?

Q.10 How can a regional/sub-r e gi on al viabilipyocsffadd the &duumue e

into consideration variations in viability as economic and other conditions change (e.g.

Assessing the Viability of Affordable Housing in the North West Page 5



4.8

4.9

4.9

4.10

what impact might the introduction of the Community Infrastructure Levy have,
recognising that this currently excludes affordable housing)?

Q.11 What lessons from regional/sub-regional viability studies could be applied to plan-wide
assessments at the local level?

Q.12 What would the impact of implementing section 106 agreements that were specific
about the type and tenure of affordable housing to be delivered be?

Q.13 s it practical to expect all affordable housing within a district to be delivered through
s106 agreements?

Q.14 What i mpact does the suite of 6asksod (e
standards, other demands for developer contributions etc) have on the viability of
affordable housing targets?

Q.15 How should any Regional and Housing Market Area targets for affordable housing be
monitored and how does this relate to the need to ensure that the assessment of
viability remains relevant?

In relation to the five main questions set out in paragraph 4.6, the workshop discussions and
formal feedback gave similar thoughts on the merits of a region-wide viability assessment.
The feedback from stakeholders to each question is set out below:

Q.1 Would there be merit in a region-wide study that helped to examine how the viability of
residential development has changed as a consequence of the downturn in the housing
market?

Overall, stakeholders felt that key to this debate was an up to date understanding of the
issues which impact residential development viability, particularly the provision of affordable
housing. This was seen as vital in the current market climate but also as important over the
lifetime of any policies developed which may impact on viability. It was also considered to be
critical that all partners have an understanding of the issues across sectors. The general
consensus of consultees was therefore that it was important to develop a regional
understanding our view of those elements which affect viability

However consultees did not necessarily see the merit in modelling financial viability at a
regional level. The Local Authority group specifically commented that the North West is not
sufficiently homogenous for a regional model to be useful. It was also felt that authorities
would inevitably need to undertake viability assessments at local level in line with their SHMA
and also on a site by site basis by planning application in many cases. This view was
supported by both the RSL group and the private sector stakeholders. They were also unsure
as to how a regional model would reflect rapidly changing market circumstances and felt that
this would be easier to deal with at a local level. The general feedback was that a regional
financial model would be overly complex to understand and update.

Although an actual tool or financial model to assess regional wide affordability was not
generally supported, all of the groups and stakeholders that provided comment agreed that
there would be merit in establishing a set of guiding principles or a methodological
framework for all partners to agree to when undertaking economic viability

Assessing the Viability of Affordable Housing in the North West Page 6
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assessments. Concern was expressed around the lack of central government guidance on
how viability assessments should be undertaken and those involved would look to the regional
planning body to provide the principles on how these should be undertaken at a local level.
The elements of what the framework may include are set out later in this report.

Q.2 What issues or policy questions would you like such a region-wide study to address?

4.11  Any region-wide guidance or framework on viability was seen to have a role in moving
towards addressing the issue of the lack of central Government guidance on the production of
viability assessments, as set out above. Some responses noted that regional guidance may
help to manage the expectations of local Members and Officers in regard to delivering
affordable housing against the issue of development viability. Work at a regional level should
also provide a basis for consistency between regional, sub regional, local and site specific
viability assessments and for consistency between Local Authorities in their approach,
particularly as several housing markets cross administrative boundaries.

4.12 A common approach may also allow for consistency in approach for Authorities to respond to
requests to re-negotiate existing S106 agreements and for those requesting the change to
understand what will be considered in the appraisal. The use of viability assessments could
also be used as a tool on which to base discussions with the HCA on investment required to
bring stalled schemes forward.

4.13 A region-wide approach would also need to be flexible and adaptable to local circumstances
and market changes. It would be helpful if it enabled partnerstoident i fy oO6trigger poir
impact viability such as levels of affordable housing required and the tenure mix, densities and
changes in build costs, build rates and revenues.

Q.3 What challenges or difficulties would you see in undertaking such a region-wide study?

4.14  Some of the challenges and issues are identified in the comments above, in addition,
workshop attendees and those that submitted comments also highlighted the following:

1 Buy in T One of the initial key issues in considering a region-wide study or guidance on
economic viability will be in ensuring buy in from all stakeholders on the principles to be
used. Although it is certainly not exclusive to the North West region, there is a general
mistrust between local authorities and the private sector. The guidance must therefore
seek to address this mistrust by providing a common, agreed approach.

1 Data/Information availability 7 If a model were to be constructed at the regional level,
one of the challenges would be in resolving the issue of the range and quality of data
available and the inconsistencies which may occur in the various types and sources of
data which could be used/be available from individual local authorities.

1 Delivery mechanisms - One of the difficulties highlighted, particularly by the RSL and
private sector groups, was that the production of a region-wide study may overlook the fact
that there are several mechanisms through which to deliver new affordable housing, with
S106 being only one of these. The RSL group estimated that only around 20% of their
overall delivery programmes came through units delivered through S106 agreements.
Therefore, it may be appropriate to consider a wider range of delivery mechanisms and
their viability, not only where affordable housing can be delivered though S106
agreements.

Assessing the Viability of Affordable Housing in the North West Page 7



4.15

4.16

4.17

4.18

1 Other Section 106 requirements i In addition to the point above, there were also several
discussions which considered the relative priority of delivering affordable housing through
S106 agreements against other items, such as highways, education or open space. One of
the issues the region-wide study could consider and give guidance on is the relative weight
given to the delivery of affordable housing alongside other requirements which also affect
development viability, although clearly priorities will be set by individual Local Authorities.

i1 Site by Site assessments i The majority of stakeholders commented that it may be
inevitable that site by site economic viability assessments will need to be undertaken as
part of planning negotiations. One of the issues that any regional guidance would need to
address is whether there is sufficient scope built in to support assessments both at the
local authority level and on a site specific basis.

Q.4 How would you see this region-wide study supporting or relating to economic viability
studies commissioned by individual local authorities or groups of authorities working on
a sub-regional basis?

As outlined above, there was a consensus agreement between the respondents that any
region-wide work should be specifically designed to support the undertaking of economic
viability assessments at the sub regional or local level. Most saw that this would take the form
of a set of guiding principles which Authorities could follow which would cover elements such
as approach, sources of data on items such as build costs and revenues and the sensitivities
and variables which a locally based model could consider.

One of the issues discussed in the workshops was the fact that the North West could
potentially be the first to produce guidance or appraisal model and therefore be somewhat of
a test case of this type of work and how it is distilled to the local level.

As well as the comments and feedback on the specific questions, we set out below our
thoughts on each of the 15 topics identified in the brief, which have been informed and
updated by the feedback from the consultation events and other feedback (minutes from the
workshops and formal feedback received can be found as Appendix 2 to this report). The
majority of feedback received was in relation to the five questions above but where we have
received comment on the topic areas these are covered below.

The comments reflect the DTZ study t eambsgic
viability model for the whole of England on behalf of the Homes and Communities Agency
(HCA) which was designed to model the impact of the market downturn and the new
development environment on the National Affordable Housing Programme, particularly in
relation to S106 schemes. We also draw upon our experience of undertaking local authority
viability studies, the North West context and various strategic viability models which are in
use.

Assessing the Viability of Affordable Housing in the North West Page 8
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53

5.4

55

5.6

Establishing the Principles: Initial Considerations

Understanding what is meant by economic viability and identifying the key variables

Viability fundamentally exists where there is a developer willing to develop a scheme that is
capable of securing planning permission, and there is a landowner willing to make the land
available for development. Sometimes of course the landowner and the developer are one
and the same, or the landowner seeks to secure permission and will then sell on to
developers. Fundamentally viability only exists where there is sufficient financial incentive for
land to be released for development to occur.

Developers often use different means of measuring viability or determining the profit they
would seek from a development. Some assess viability by reference to whether it delivers a
target profit on cost, margin (% of Gross Development Value) delivered, the Internal Rate of
Return on a scheme or Return on Capital Employed. A challenge in all viability work is to
establish what is deemed to be a reasonable return to the developer and how this is defined.

The other common measure of viability is to calculate residual land value; that is the Gross
Development Value (total scheme revenues), less all costs including profit and overhead and
S106 contributions. If a scheme has a residual land value below its existing use value, or
where an alternative form of development could secure permission (alternative use value)
then it will not proceed. Life is complicated by the fact that some form of uplift over existing
use value is normally required to persuade a landowner to bring land forward, but there are no
clear rules of thumb as to what level of incentive is necessary. In terms of comment on this
issue, one response stated that:

firhe residual method of land valuation is nearly universal in its use by the house
building industry. Internal Rates of Return and Return on Capital Employed are
additional viability measures but the key

Viability is therefore a tricky concept. The key issues are what target rates of return the
developer requires to invest, which may well be determined now to a large extent by their
bankers; whether the value of land is sufficient to persuade a landowner to bring it forward
(taking account of existing use value, and expectations of value recovery); and the obligations
placed upon the developer as part of the planning permission, which have a material bearing
on costs. Different developers and landowners very likely define viability and sufficient return
differently, and may set different target rates of return for different schemes, at different times,
or depending on the requirements of their bankers.

The key elements of any viability assessment are to capture data on revenues, both for
market and affordable housing, which vary by dwelling type and size, and geography, and in
the current context of declining prices, the time at which they come to market; costs, in terms
of land acquisition, remediation, infrastructure, build costs, marketing costs, and S106 costs
other than affordable housing, and finance cost (which have fundamentally changed in the
downturn); and land value which can be taken as an input, or calculated as a residual.
Assumptions also need to be made about target rates of return.

All of these are the standard inputs to any of the different viability models that currently exist
(the GLA toolkit, the HCA Economic Appraisal Took Kit, Circle Developer etc). However very
few of these are well adapted to assess viability in the current context where sales rates have

Assessing the Viability of Affordable Housing in the North West Page 9
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5.7

5.8

59

5.10

halved, prices are falling and cost of capital increased (and in parallel, the availability of debt
finance has reduced).

To assess viability in the new economic environment DTZ believes it is important to use a
cash flow based model (capable of calculating returns as rates of return, return on cost or
expressed as residual land values), and to make assumptions about the timing of costs being
incurred and income being received. Where DTZ have undertaken viability studies in other
areas®, we have used a percentage Internal Rate of Return as the benchmark for viability.
This approach has been supported through consultation and examination by the Planning
Inspectorate.

The view from stakeholders, particularly those in the private sector, was that land values have
a significant impact on scheme viability and therefore the ability to deliver affordable housing
and see this as continuing at least in the short to medium term.

i The problem with land values in the current market environment is threefold.

First, there are parts of the country where

developer could make their target rate of return and the land value would be well above
existing use value; but where development is stalled because land value has not been
written down fully.

1 Second, even where there appears to be a sufficient margin of land value in a scheme
above existing use value, many landowners will not sell. This is because they have no
immediate need for cash, and expect values to improve. Many are patient investors and
would rather sit out a decade of low prices than sell now. This is particularly relevant
when land has an income producing existing use.

1 Third, there are parts of the country where development is in all respects unviable i that is
with current costs (including Section 106 obligations) land value is negative or so low
there is no incentive at all for the landowner to sell.

In the current environment with falling prices and much reduced sales rates many schemes
across the country do not deliver target rates of return where land is taken at its purchase
price or at its former valuation. However in some locations such schemes could be viable if
land value were written down to current market value, or where land was acquired at values
prevailing some years ago before recent house price inflation. The value placed on land is
therefore one particular area where different parties may differ significantly in their
assessment of viability.

One should also bear in mind that around a third of all land suitable for residential
development is in public sector ownership. The public sector could, if it so wishes, behave
differently to private landowners, bringing land forward subject to overage agreements,
whereby as landowner the local authority can capture at a future date some element of any
uplift in land value associated with development. Alternatively, a local authority could use
Joint Venture mechanisms that would deliver a return as and when land values recover.

4 Wakefield Strategic Housing Market Assessment Economic Viability Appraisal, October 2008

http://www.wakefield.gov.uk/NR/rdonlyres/50015D4C-B8B1-44ED-940A-
05ED4ACD2DD9/0/233SHMAEconomicViabilityAppraisalReport.pdf
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5.12

5.13

5.14

5.15

5.16

In terms of producing guidance on how to undertake assessments, the elements of the
framework for analysis will need to be agreed and set out, particularly the viability tests to be
employed. The data sources for the key components would also need to be set out, whether
this is taken from general sources such as the Land Registry for house prices or the Building
Cost Information Service for construction cost data, for example. This is considered in more
detail below.

Data

Where a viability assessment is being undertaken for an individual site it is not too onerous to
collect site specific data, although this may require specialist knowledge. In developing an
area wide (local authority, sub-regional or regional) viability assessment there is a choice as
to whether to model viability on real, but typical schemes; or create hypothetical, but
representative development archetypes which are representative of the types of development
anticipated in that area.

The work undertaken by DTZ for both the HCA and Wakefield has developed representative
development archetypes. Such an approach does, however, make a number of simplifying
assumptions. It requires a number of different value areas to be identified, and viability to be

modelled for a particulars ui t e of archetypal sites that reflect
is more manageable at a local authority level although there will still be a need to agree what
the market areas/typical site types arwgesalsdssumptii

have to be made which reflect industry benchmarks. Viability in the new market environment
is complicated because many of the industry rules of thumb relating to revenues or costs no
longer apply (e.g. cost of finance, what RSLs pay developers for affordable homes etc).

Mix, type, tenure and location of sites

The impact of affordable housing mix on viability is an important consideration, though the
evidence is that it does not greatly affect overall scheme viability in the current environment,
where demand for and ability to access shared ownership has fallen dramatically. It has
however affected viability in that an RSL& ability to cross subsidise social rented units through
shared ownership is much reduced and therefore their ability to take on more development
(without grant) is severely affected. The financing of intermediate rent needs to be done on a
different basis to that of shared ownership and will be more akin to the valuation of social
rented schemes. There is an important need to establish what the RSL sector is likely to pay
for affordable housing units in the future whether or not they receive grant.

Equally the density of development will have a significant impact on viability. The evidence
from across the country is that, for a variety of reasons, lower density developments of houses
are now more viable (especially on smaller sites) than dense, urban apartment developments.
Differential sales rates, values, perceived risks and hence cost and availability of capital are
the key considerations in an environment where cash generation and minimising of borrowing
are key objectives for developers. One approach to dealing with this issue is to take this into
account in the definitions of different development archetypes i typical schemes with different
densities and dwelling mixes.

Variations in site type, location, contamination and topography can introduce very substantial
variations in costs and revenues particularly with regard to remediation and infrastructure
costs, land costs, sales values per sq ft, sales rates, S106 costs other than affordable
housing, and site coverage (density ratios). Any modelling can only partly capture the
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5.18

5.19

5.20

5.21

5.22

5.23

inherent variability in sites and it has to do so by modelling different scheme archetypes
(schemes in different types of location, different densities, different infrastructure/land
remediation costs etc) in different value areas. This does, however, mean that affordable
housing and other S106 costs need necessarily to be negotiated on a site by site basis in all
cases.

Grant and Subsidy

I n DTZ6s view this is a vital aspect to incl

undertaken at the regional or sub-regional level would be of interest to and used by the HCA.
In our view the starting point should always be to assess viability without public sector funding
and that grant or other funding may be part of the solution to making a scheme happen. This

is consistent with the former Ho u s Dénsifes,Qrant por at i o

should always secure additional affordable housing output or quality. In practice payment of

grant has, in DTzZ6s view, often all owed RSLs

outputs, and de facto leaked back into land value.

Consultees also recognised the key role that HCA grant is now playing in unlocking residential
development and welcomed a methodology which could measure the level of grant which may
be needed in an area to allow viability.

Section 106 Agreements

There is clearly an important relationship between S106 agreements and grant which any
strategic modelling wild.l need to take into
the level of affordable housing delivered through section 106 agreements is likely to be
significantly reduced in many areas for the next few years unless there is a limited
requirement for new affordable housing in a District or substantial public funding is available.

As we have seen, the feedback from RSLs was that only a small proportion of their
development programme has come through units provided through S106 schemes in recent
years, even prior to the current market downturn.

A general understanding of the amount of S106 paid on recent agreements within an area will
be an important variable in any viability assessment as this will give an indication of additional
costs on top of land purchase and construction costs.

Section 106 agreements could be specific about the type and tenure of affordable housing to
be delivered, which would give more certainty about costs and would involve less time and
effort in establishing precisely what form of affordable housing is being asked for. However
local authorities and the RSLs involved would not always want an identical mix of affordable
housing on every site for the duration of the plan period. There is clearly a need for the local
authority and the RSL to be able to negotiate the best mix of affordable housing to meet
housing need while taking into account the overall character of the scheme and the
surrounding social environment. This would also reduce the flexibility in negotiation around
one of the elements of the scheme that can affect overall viability.

Ot her o6asksbod

There is clear evidence from a number of studies that the Code for Sustainable Homes (CSH)
and the range of other obligations being placed upon developers increases costs without
commensurate increases in revenues. Since these are to be requirements, there is less land
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5.24

5.25

5.26

5.27

5.28

value enhancement available to meet the costs of providing affordable homes. The provision
of affordable housing also 6competesdé with
seek T contributions to school improvements, leisure facilities, open space etc. In essence all
these elements have to be funded out of gross development value, while leaving sufficient
value in the land to encourage landowners to make it available for development. A strategic
viability assessment can model these impacts by reflecting the impact on either build costs, or
introducing a specific cost item linked to delivery of particular standards. Where feedback was
given in this area, consultees agreed that items such as CSH have a significant impact on

development viability and any assessment would need to take account of this.

Future-proofing

A regional or sub-regional model needs to build in sensitivities which can be used to test the
impacts of changing circumstances and assumptions. These need to cover issues such as
changing build costs, revenues, build rates, amount and mix of affordable housing and
thresholds for affordable housing delivery.

Future potential policy changes, for example the introduction of the Community Infrastructure
Levy (CIL) can be readily included provided it is expressed as a cost per unit/plot/mz. In effect
CIL is another charge on scheme gross development value and residual land value.

However more relevant is how the policy developed from the evidence base can embrace the
likelihood within the time frame of LDDs and the RSS that the viability of development will
change from what it is currently as sales rates improve (with the unfreezing of mortgage
lending) and prices start to recover. It is straight forward to devise a strategic model that
allows one to assess the impact of rising prices and sales rates. The challenge is how policy
should adapt to changing market conditions.

Monitoring and Implementation

There is already an established regime for monitoring housing delivery through the Annual
Monitoring Report regime. The issue for debate is how policy makers can establish what it is
realistic to deliver given the different affordable housing delivery routes (Section 106, direct
build, acquisition of unsold stock through the HCA clearing house etc) and the current market
conditions that impinge on viability. Initial thoughts are that there has to be an active element
of programme management of new affordable housing provision that adjusts policy swiftly to
market changes and opportunities to deliver an overall programme target. For the
foreseeable future the HCA is the body to do this, and should have an interest in all affordable
housing delivery rather than the delivery that it is involved in funding.

In our view any targets for affordable housing to be delivered through S106 agreements
established before the market downturn are unlikely to materialise and the returns made
through the Annual Monitoring Report regime should begin to reflect this change. There is
likely to be a need to develop alternative methods of delivery. The National Clearing Scheme
established by the HCA could deliver significant new affordable homes by a route not
envisaged when the 2008-11 National Affordable Housing Programme was drafted. However,
wholly new models of delivery also need to be developed. It will take time to test these
models, and for them to deliver any volume. The whole basis for delivery of affordable
housing over the next few years needs to be reviewed to determine what is achievable and
the specific successful models for delivery.
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5.29

5.30

6.1

6.2

6.3

Overall Limitations

Viability assessments at the regional or sub-regional level and even the local authority level,
will always be a simplification of real life. Each individual site will have its own particular
circumstances, costs and revenues but this should be reflected in the value attributed to land.
Strategic schemes, be they urban regeneration schemes or urban extensions, will often also
be associated with a wide range of costs for infrastructure, remediation or community
provision that are wholly scheme specific and the economics of these schemes may be
fundamentally affected by the O6obligations
the barrier to viability. The scale of these individual scheme costs are hard to reflect in any
generic modelling.

Plan wide viability assessment is however a vital tool for understanding the drivers of viability
and establishing broad indications for the level of S106 obligations that may be secured in a
particular area. As we have seen, stakeholders questioned the merits of a region-wide model
for the reasons set out above but were supportive of the provision of guidance to assist in the
development of viability models at the local level. A region-wide model, while perhaps of
limited use to local authorities and individual developers, could however be useful in policy
development at the regional level. It would therefore be of most interest to 4NW with its
responsibility for strategic planning and housing policy and the HCA with its remit for delivery
of new market and affordable housing.

Summary

As set out in this paper and the accompanying appendices, the initial thought piece and
presentations at workshops were well received. Those involved welcomed the opportunity to
consider and discuss with their peers experiences of the changes in the residential market
and the specific elements which influence development viability. They also welcomed the
opportunity to be exposed to new market intelligence and lessons from other areas.

Whilst a regional viability study was seen to have merit, the practicalities of developing a
O0mat hematical 6 model for undertaking this

real benefits. Rather, those involved supported the production of guidance on the approach to
viability assessments which could be applied at the local and site specific levels. Importantly,
the guidance was seen as something which would need buy in from a range of groups
including local officers and members, RSLs, developer and landowners and there may be
merit in re convening the workshop groups to test principles and emerging guidance with

them, should this be produced through 4NW.

A summary of the key elements being used in the national viability model developed by DTZ
for the HCA are set out in the diagrams below. The challenge in any economic viability
modelling used to inform policy development is the correct evaluation of the inputs to the
model, and how to generalise given the variability of sites and types of development across a
local authority or larger area. DTZ would recommend that 4NW and the HCA consider
whether a regional viability assessment, which identifies a number of different value
geographies within the North West, would be a valuable tool in the development of regional
policy and funding allocations.
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6.4

Viability Modelling - the building blocks

Framework for Key Components Key Variables for Viability tests
Analysis testing

Market prospects — Revenues (price of Market prospects — Internal Rate of Return
house price/ sales rate market and affordable different scenarios (target 12.5%)
scenarios homes)
Value geographies —12  Costs (build, non-AH Percentage of % Profit on Cost
value areas across 5106, marketing and Affordable Housing
England finance costs)
Development Land value (can be an  Level of Affordable Residual land value
archetypes — 12 input or an output) housing grant (using land value as
different scheme types output)
KEY INPUTS NOMINAL REVENUES AND COSTS VIABILITY/SCHEME PERFORMANCE
Value Bands (LA Groupings) Revenues Performance Measures
£ per sqft sales values by type & tenure Revenues from market housing Total revenue
£ per sqft build costs by type and tenure Revenues from affordable housing Total costs
Payment of grant Total surplus
Total profit
NPV
Archetypes (Urban/Suburban/Market Town) Costs IRR (key measure - viability threshold 12.5%)
Dwelling type and size mix Demolition costs
Density/dwellings per hectare Construction costs (market and affordable)
Average site size Non-affordable housing section 106 costs
Floorspace assumptions Sales costs

Interest

Land value/price 1

Land value/price 2
Acquisition on land costs
Professional fees
Inrastructure Costs

| — | E—

In this paper we have started to explore some of the principles which we believe it is important
to establish in assessing economic viability. These are summarised below:

a. Land value T our recommendation would be that in any assessment of economic viability
consideration should be given to both the Internal Rate of Return and residual land value,
but that in the current economic climate, where the availability of finance and cash flow
are the prominent issues, Internal Rate of Return (IRR) is the more critical measure. The
level of IRR for different archetypal sites will need to be agreed and this would need
further discussion with stakeholders.
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e.

Real or hypothetical sites i our recommendation would be to use hypothetical sites in a
strategic viability assessment which can look at a range of different circumstances and
can be easily updated. It is recognised that the use of hypothetical sites requires a
number of assumptions to be made but this is perhaps appropriate in a strategic viability
assessment. There was recognition through the consultation workshops that site
assessments would still be required in relation to planning applications.

Data sources i there are several areas where sources of data which would be used as
an input to any assessment work would need to be agreed:

1  Build costs i data from the Building Cost Information Service is the most commonly
used data source, and we would recommend using this as the input on build costs.
A local index can be used to ensure that the data used is relevant to the area in
question.

9 Build rates 7 inputs on build rates should reflect local data on the number of
completions, and should take into account current rates and previous build rates
under different market conditions. This is an important input reflecting the inherent
link between delivery of market housing and affordable housing.

1 Development densities 7 these should reflect local variations but should also be
varied to test the impact of density on viability, using high, medium and low
variations of density assumptions.

1  Development mix i this should reflect local variations and a number of different
development mixes should be used within the suite of hypothetical sites developed.

1 Revenue i this can vary between market and affordable housing and will need to be
developed looking at recently sold properties and properties on the market in the
surrounding area. Revenues generated by market and affordable housing will differ,
so data would need to be agreed for both.

1 Impact of section 106 agreements i the cost of section 106 agreements per unit can
be estimated using a sample of recent applications. This will give a feel of the
additional costs over and above land purchase and construction costs.

Sensitivities T in any economic viability assessment work a number of variables should
be tested to understand the relative impacts on viability and provide a stronger evidence
base. Itis recommended that sensitivities are tested in relation to :

Build costs

Revenue

Build rates

Amount and mix of affordable housing
Thresholds for affordable housing delivery

=A =4 =4 -4

Consultation 7 our recommendation would be to involve developers and RSLs in the
development of any economic viability assessment work as early as possible to get
support around the inputs and sensitivities to be used, and a common understanding of
the rationale and limitations of the work.
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6.5 Further work should be undertaken to explore these specific issues with developers and RSLs
and reach some level of agreement on inputs, assumptions and sensitivities. Once further
developed these should be set out in a guidance note, which should also draw on best
practice in this and other regions and also be cognisant of any national view or modelling,
such as the HCAG6s recent wor k omguidance froml thet y t e st
Planning Inspectorate or CLG. This should result in a clear set of guidelines for local
authorities to follow when undertaking or commissioning viability assessments and also
provide a basis for agreeing the approach to site specific assessments undertaken by the
private sector and provided to the local authority.
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APPENDIX 1

HCA National Viability Model, Value Band Geographies

LA Value Bands - Aug 2007
Local Authorities by Value Band

1 3
(5)
14)
8)
(9)
(22)
(22)
(29)
9 (57)
10 (88)
11 (76)
12 (40)

NN EeEWLN

BEEOBOCOC0DOEDER

Regional Boundary

(Numbers in brackets = total data felds
in band)
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Appendix 2- Presentation and Workshop Minutes

|‘ e

Assessing the Viability of Affordable Housing
Delivery in the North West

Establishing the Principles

2P/ The downturn has affected residential development -
How will key players respond?

The local authority

The developer

The housing association

The landowner

New behaviour
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DTZ
‘i Context: Housing Delivery In a Downturn

Going Down:

* Prices

« Sales rates and starts

« Availability of finance

« Planning permissions

« Ability of RSLs to deliver

Going Up:

 Need for affordable housing &
waiting lists

« Cost of finance

* Impact of AH on viability

« Renegotiated S106 agreements

« Time before recovery

Annual House Price

i
" The Developer

Change
Dec 07-Dec 08
Prices Source:;
Land Registry
Sales rates

Finance cost

HA contribution
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DTZ . .
The Housing Association

Prices l
Sales rates l

Finance cost '

Risk '

DTZ
The Landowner
]
1D“flin prices = C. ED-SD%lin land value

Affordable Housing Requirements

MNon AH Section 106/ CIL costs
Environmental standards

Incentive to bring forward land

- =) =) =)
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‘ New Behaviour

Cash, not profit

Small sites, not large

Houses, not flats

Greenfield, not urban?

Intermediate rent, not shared ownership
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