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Executive Summary

INTRODUCTION

After decades of decline, private renting has sthrd expand again in some European
countries, often as owner-occupation falls. Twgents supported bthe Knowledge Centre
for Housing Economics have looked at the reasonddoline and for increased interest in
the sector as well as the factors which might eadcreased investment in private renting
into the future.

The first project looked at how regulation of thevpte rented sector (PRS) had developed
since the 1980s in 11 European countries, and askether and how regulation and changes
in regulation affected the scale of private rentegoss countries. The findings were clear:
deregulation generally does not lead to growtihenRRS. With the clear exception of
England, deregulation has generally been assoondtbaontinued decline in private

renting. On the other hand, countries that stMehkarge PRSs are generally quite highly
regulated, but with sophisticated regulatory frarae which provide considerable certainty
for both landlords and tenants.

THE CURRENT RESEARCH QUESTION

The current research concentrated on achievingterhmderstanding of the drivers of
change and particularly on the incentives facetidnyseholds to become owner-occupiers or
tenants and for different types of landlord to isivie private rental housing.

The core research question was:

‘How do incentives and constraints around privatgal provision work in different
institutional, economic and policy frameworks, avitht factors might incentivise
investment in private renting and produce an edfficand flexible sector to meet
household requirements?’

Unlike the original project, which compared expede across a large number of countries
but did not attempt to make recommendations, ttemtion in this project was to concentrate
on in depth analysis of a small number of counttie$ook to the future and to suggest
lessons for the Danish system where appropriate.

METHODOLOGY

The approach involved detailed literature and dewgews of private renting in Denmark,
England, Germany and the Netherlands as well a&sstadies supported by country
specialists and roundtables with academics andipoaers in England, Germany and the
Netherlands. A core element of the research wasiaw of the literature on the
determinants of economic and financial decisiortalnlyg in the context of user cost analysis.
This formed the starting point for a statisticahlysis of user costs of private renting as
compared to first-time buyers for all four coungri@ogether these elements allow us to look
at the factors determining the role of private irggnin these very different environments, to
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suggest future scenarios and, particularly to boagimplications for the Danish housing
market.

The main drivers of the size and role of the PRSdantified in the literature and at our
roundtable discussions, include:

the PRS regulatory framework and changes in thatémwork;

the tax and subsidy framework for the PRS and lterraative tenures;

the economic environment in which decisions areeanad

the interaction between economic variables andraticentives- notably the tax
framework;

constraints on households’ entry into other teruaed

6. attitudes of landlords and tenants to the sectsingrfrom past experience, the type
of stock available, terms and conditions and othetors.

PwbdbrE

o

It is these factors which frame the detailed analg§private renting in the four countries.

THE CURRENT POSITION OF THE PRIVATE RENTED SECTOR | N THE FOUR
COUNTRIES

The private rented sectors in these four coun&iegiverse in their size — ranging from
under ten per cent to over 50 per cent - and coitipos Patterns of growth and decline are
also specific to each country. The extent to wipighate renting is seen as a mainstream
tenure varies greatly — with private renting segtha ‘normal’ tenure for all types of
household in Germany; while in other countries vgitaller sectors it tends to be
concentrated more on younger more mobile but adeogw households.

Nevertheless, there are similarities in terms efltitation of the private rental stock (mainly
in cities and large urban areas) and the profilernfate landlords (overwhelmingly
individuals rather than large companies or ingong). The country that stands out as
different here is the Netherlands where longstajmdompany landlords are an important part
of a declining sector which is now the smallesiMastern Europe.

New-build dwellings, either purpose built for prigaenting or simply purchased by
landlords, generally account for a relatively snpalit of overall housing output. In England,
new purpose-built private rental dwellings are raBely-to-let interest only mortgages have
played an important role in expanding the propartbnew build going into the sector
Housing associations have also become increasimgbved in providing market rental
housing. In Germany new rental units may simil@&dypurchased by owner-occupiers or by
private landlords - either as blocks of flats argy. There has been almost no new build
provided in the PRS in the Netherlands for manysiedhe fact that higher valued units are
not regulated has not significantly changed thisitpmn.
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HOW THE PRIVATE RENTED SECTOR HAS DEVELOPED IN THE FOUR COUNTRIES

To some extent the housing systems in each obilrecbuntries have passed through similar
stages of development, although particular polisiese implemented at different times and
trajectories have been significantly different esakty with respect to private renting.
However, the demand for private renting has beewigig recently partly because of
increasing affordability problems, the impact of global financial crisis on access to
mortgage finance and the consequences of the resessboth individual incomes and
public revenues.

It is also clear that rent deregulation is not #ficgent condition for the stimulation of private
investment in the form of either new constructiomemovation and repair in the PRS.
Moreover, where regulation remains strong it mail tae constraints on movement out of
the sector and the lack of other options which belmaintain the supply of private rental
housing.

DRIVERS OF CHANGE IN THE PRIVATE RENTED SECTOR IN E NGLAND

The post war English housing system has been &gpify four main periods strongly linked
to political change. The four stages we identifiee all associated with particular
governments and their different ideologies. Gowegnts pursued their policy goals by

» changes in regulation — not just of the PRS bwt afghe finance market, which
modified households’ capacity to choose tenure,drsbcial sector powers and
responsibilities with respect to homelessnesstigie to build and the Right to Buy;

» changes in subsidies to the social sector, to cwoenpiers and to tenants; and

» tax changes, notably with respect to owner-occopand the PRS.

However, the importance of particular policy intemtions varies with the economic
environment, notably income growth, which open$apsing and investment choices to
government and consumers alike; inflation, whidienacts with the tax system massively to
change the incentives for households to be in gcpéar tenure; and macro-economic
volatility, which changes both interest rates dmelrisks around tenure choices and interacts
with macro-stabilisation polices to expand or ligtibices notably in response to the global
financial crisis.

In the English context, the most important evehtd tould be expected to change incentives
were:

* 1957 when major rent decontrol was introduced fasset increases for PRS tenants;
returns on landlord investment increased - butmebmpetitive levels);

* 1974 when income related benefits for private ténamere introduced (net user cost
for PRS tenants falls);

e 1977 when the Homeless Persons Act was passedjdgogdal authorities
responsibility for re-housing those accepted asdiess in later periods {increases
demand for PRS);

* 1980 when there were regulatory changes both t@R® and to the finance market
for owner-occupation plus the Right to Buy for coiitenants came into force
(reducing demand for PRS - but in later periodsaasing supply);
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» 1989 when full decontrol of rents and short tercgusy of tenure were introduced
and at the same time the economy and the housirigetrfaced a major downturn;

* 1996 when buy-to-let mortgages first became aviilalhile there were continuing
innovations in finance for owner-occupation (in@eéthe number of landlords able
to invest though may not have affected expectedans for individual investors);

» 2007/8 the global financial crisis resulted in masshortages in credit availability,
reduced transactions in the owner-occupied seatbpashed both supply and
demand into the PRS; and

* 2015 when changes in subsidies and tax reliefs imtnaduced (returns to small
individual landlords reduced and incentives to eatener-occupation increased).

Even so, private landlords have remained in aivelgtpoor tax position both as compared
to owner-occupiers at least with respect to cagiahs and as compared to investments that
allow depreciation. The 2015 changes worsenedpibsition.

DRIVERS OF CHANGE IN THE PRIVATE RENTED SECTOR IN G ERMANY

In general, subsidies and tax incentives are tenewgral, except during 1997 to 2005 when a
one-off subsidy programme was introduced to ina@desneownership. Overall, after
significant cuts in government expenditure, thereday very little subsidy to homeowners
or landlords (private or social) in Germany.

With reunification Germany experienced a seismidipal change that had no parallel in the
other three countries studied. Nevertheless,ané¢alm of housing policy on the whole the
picture has been one of steady, incremental chahges were few fundamental shifts in
direction.

Over the last several decades tenants have expediensteady relaxation of rent controls,
from frozen rents in the 1950s to cost rents amnd fneely-set initial rents anMlietspiegel-
based rent rises. This relaxation never reachefuthdecontrol seen in England, for
example, and recently the relaxation itself hasibegersed with re-imposition of controls on
initial rents in some high-cost cities. Those pplibanges that might be expected to affect
relative user costs for tenants, landlords and owoeupiers include:

e 1954 rent law, allowing increases in previouslyz&o rents

e 1958 — 1971: gradual relaxation of rent control

e 1965: introduction of housing allowance

e 1971: introduction of comparable rents system

e 1976: tax concessions for owner-occupiers buyingtieg buildings
* 1990 onwards: incorporation of eastern Germanyitgribusing

* 1997 -2005Eigenhaimzulagsubsidy for first-time buyers

e 2015: new initial rent limits in high-cost areas.

DRIVERS OF CHANGE IN THE PRIVATE RENTED SECTOR IN T HE NETHERLANDS
The PRS has shrunk enormously in the post-war gegeen though one could speak of a

tenure-neutral subsidy policy between social amehpe renting. For many decades
organisational (in particular institutional) invest have retained market share because of this
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policy. However, many private individual landloraave sold their stock. In recent years,
even institutional landlords are finding returnsnfr renting less attractive, and their market
share has fallen more or less in line with the céiduas in bricks-and-mortar subsidies. On
the demand size, the subsidisation of homeownexsaimcome tax drove down demand for
private renting.

With falls in house prices and construction, séridban regulation and stricter allocation of
social rental dwellings, all the signs seem to ptwrincreased demand for private renting.
However, with the introduction of a landlord levyforce until 2017 and an uncertain future
thereafter, the expansion of the PRS is questienabl

The major changes in policy that could be expetieaifect user costs for tenants, owner-
occupiers and/or landlords include:

e 1967: rents could be raised on new tenancies @oage for subsidised new-build);

» late 1960s: housing associations assume majoirrolew housing construction,
including for market homes;

* 1968: bricks-and-mortar subsidies made availablmkgto social and private
landlords; tax exemptions for corporations invegtmrented homes;

e 1970: introduction of housing allowances;

e 1989: liberalisation of rents for new dwellingsap of market followed in 1994 by
rent liberalisation for higher valued existing gnithen the tenancy changes;

e 1990s: ‘grossing and balancing’ operations—govemtmeote off both social and
organisational landlords’ debts and paid them tlesgnt value of the future subsidy
commitment, then stepped back from direct support;

* 1992: tax exemption for corporate landlords wasawed for new construction and
for existing stock in 2004;

» 2009: state aid considerations meant that sogidldads must focus on low-income
tenants.

USER COST: THE QUESTIONS
User-cost analysis can shed light on three sasiestions:

* what are the relative consumer user costs of rgriimd owning in each of the four
case-study countries, and what does that implhéoisehold tenure choice?

» what are the relative returns from investing irsérg residential rental property and
alternative assets, and how does that affect thavbeur of potential investors?

» given each country’s taxation and regulatory systemould an investor want to add
to the stock of privately rented property?

User costs are not fixed but vary frequently assalt of changes in economic variables such
as interest rates and house prices and policyeckladriables which can exhibit sharp
discontinuities including taxes, interest ratestof letting (e.qg. if standards are
changed/imposed) and the proportion of price boeye.g. if LTV limits are
changed/imposed).
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For each country we produced a qualitative timeli@atifying important changes in policy
or regulation affecting the PRS or other tenurBlsese could produce inflection points or
discontinuities that might change relative incegsgiv

USER COSTS: THE EVIDENCE

The starting point is: prospective tenants will ab® between private renting and owner
occupation based on the relative user costs, amtoials will invest in private renting if the
expected risk-adjusted return is higher than what/ailable on alternative investments.

The user cost approach allows us systematicallyetatify and quantify the various elements
that contribute to the end cost of housing, anchioy out hypothetical exercises to see what
would happen to relative costs if certain assunmgtiwere changed. As such it provides a
basis for cross-tenure comparisons within countriess could also, in principle, allow
comparison across countries.

However there are practical difficulties includidgta availability; timescale as adjustments
are not immediate; whether we wish to analyse ¢éx @anex post - ie before or after decisions
are made; and influences that are hard to quastitin as cultural attitudes to home
ownership and the timing of initial house purchabke;individual’s expectations about job
security; and the degree of tenure security irPRS.

While the user-cost analyses give some very gemetaations of the relative benefits of
different tenures over time, this technique hasessarious drawbacks when used to
investigate these questions. Some of the isswwhgde:

* aproper comparison between owning and renting dvbalbased on identical units,
but we know that in fact the typical dwellings rettwo tenures are often very
different;

» the question of whether to live in a property art®ut is generally answered at the
time of purchase. Equally the investor can onlg iiv one unit. This question, then,
is better addressed by examining how profitabknigis compared to other possible
investments;

* user costs are measured at a point of time - treep@ present-value calculations as
would normally be employed by investors; and

» our calculations are generalix postalthough decisions have to be maaeante.

Importantly direct comparisons between the foumtoes are not possible not only because
of differences in data availability but in the fuamdentals of how each system works. It
would require a far more formal assessment in eaahtry before statistical comparisons
could be made. While the findings are necessaniitdd, they suggest that

* most changes in policy, tax, regulation or the ecoic environment are ‘slow
burners’ — their impacts are not immediate, bubbee apparent over the course of
many years;

» there are often too many changes going on at tine siane to allow us to isolate the
impact of an individual one - the system works aghale;
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* Dbecause housing and investment systems are oely rdrever, in equilibrium when
changes occur, the impacts may not be as largeeoria the direction expected; and,
perhaps most importantly,

* changes in the economic environment affect theos@ebre obviously than tweaks
of policy levers.

The analysis identified only one case of a chanigfe an apparently clear immediate impact:
the 1996 introduction of the buy-to-let mortgagdéimgland. This overcame an important
credit constraint and clearly contributed to a togrpoint in the growth of the sector. It
should be noted that this was a private-sectaatiie rather than a government policy.

In comparison, several countries have introducédips aimed at incentivising institutional
investment in the PRS. These have as yet had almaaffect, suggesting that rental rates of
return are not yet high enough to change the bebawi this class of investor.

IMPLICATIONS FOR DENMARK

Denmark is unusual among European countries imigavisystem where the tenure of
dwellings is determined at the time of constructibenmark is also unusual in that national
rent deregulation enacted in 1991 was limited to heildings. Pre-1991 units are still
subject to strong rent regulation and all typeeseatal housing are also subject to local
regulations in some areas.

The evidence from the three other countries oretfexts of rent regulation varies, but
suggests that traditional rent controls will norip&icentivise landlords to exit the market by
selling into owner-occupation or some form of comitdum as relative rents decline.
However German experience suggests that a moressicpted approach to providing a
stable framework giving landlords and tenants @reegrtainty can work well in a low
inflation economy.

The extent ohewinvestment in the PRS — whether into newly builtsjriransfers from

other tenures or investment in repair, maintenamceimprovement — reflects investor
choices based on the expected rate of return emiestment compared to other possible
opportunities. Many European governments seekd@ase institutional investment in the
private rented sector sometimes with the helpfeétiefs, guarantees and other support.

So far the evidence is that very little has acyulaéen invested. It is generally accepted that if
they are to invest, institutions require four cdiaahs:

» asuitable stock of purpose-built units to allovgtcefficient management and provide
flexible accommodation for tenants;

* rents that rise with tenant incomes, so matchiegsthucture of the institutions’
outgoings;

» the assurance that they can gain repossessian tiétlant fails to meet the terms of
their contract; and

» astable tax and regulatory framework.

The country that best meets the requirements &ituional investment is Germany. Even
so, most landlords in Germany are individuals ocalsocompanies and there has been little
institutional activity, except to the extent thaivpte equity has purchased social rented
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stock. In England there has been rapid growtherstgttor but there is little existing stock
that meets institutions’ requirements; most newessiére multi-tenure and there is very little
purpose-built PRS stock.

Finally there is the question of demand. In alethcomparator countries there is evidence of
growing demand for private renting, at least inonajties. In England the increased
demand is evident nationwide.

The growth in demand is driven by a number of fesstmcluding in particular (i) shifts in
economic activity that have increased the incestfee younger people and more mobile
households to locate in big cities and universityris; (ii) the very considerable growth in
the number of students (both national and inteonat) in higher education; and (iii)
evidence that younger households are increasifglgsing to rent, partly as a result of the
more risky labour market environment; partly beeaosincreasing credit constraints; and
partly because of better choice in the sector.

In much of Denmark there is social housing avaddbt the sorts of households who would
be private tenants in other countries - which isthe case in either England or Germany.
Most of the new demands are concentrated in Cogemhavhich has some new
developments for upmarket rent.

Overall the potential, and in some cases actuaortance of private renting is growing
rapidly. However none of the four case-study medthals yet demonstrated the ability to
generate significant additional investment. Indfe@athose countries where units can be
readily transferred between tenures, high relatterns has led to increased transfers rather
than to dedicated new construction. In other coesitespecially those where there are calls
for and in some cases legislation on strongeraentrols, new tenants are finding it harder to
access rented housing at rents they can afforcewtstitutional investor interest in particular
has flagged.

Into the future, as younger households make diftdite choices, access to credit remains
restricted and government budgets for social hgusiime under increasing strain, private
renting is likely to grow. The objective must loeprovide a tenure neutral environment in
which tenants, landlords and investors are allposition to make the choices that best meet
their objectives. This requires considerable nevestment particularly in thriving central

city areas. Most importantly it requires governnseiotprovide stable regulatory, subsidy and
taxation frameworks that allow all tenures to makKective contributions to ensuring
adequate housing for all.
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Chapter 1: The research question

1.1 INTRODUCTION: THE OBJECTIVES OF THE PROJECT

In most European countries, the private rentecbs€PRS) had been in decline over the last
few decades at least until the turn of the centiirgept for those parts of the sector that
provide for better-off mobile households and yopegple (especially students), private
renting has a relatively poor reputation in manyraddes. There are exceptions — notably
Germany and Switzerland — where the tenure is ae@ppropriate more generally and where
the types of household that live in the social@eot in owner-occupation in most other
European countries are well housed by private aadl

Over the last few years, the position of privat&ireg has begun to change. The PRS is now
growing in many European countries, for both pesiand negative reasons. On the one
hand, owner-occupation has become more difficudicitess, especially since the global
financial crisis, while social renting has facedrgasing pressure from the impacts of
recession and public expenditure cuts. On the poséive side, labour is becoming
increasingly mobile, and this mobility is often besrved by renting privately. There is also
growing demand from households who see owner-oticupas not for them, at least for the
moment. Again, the exceptions are in Germany amitz&rland, where owner occupation
now appears to be growing at the expense of priesing.

This revival has brought two issues to the forgstFas the scale of private rental grows,
housing often does not meet the aspirations ohéve groups entering that market with
respect to standards, rents and security of teriangland is a good example here in that
large numbers of family households are now connigre in the sector while the level of
tenure security and physical attributes of thesuare often unsuitable (Whitehead et al,
2012; Hulse et al 2011). Equally, landlords doheove strong incentives to provide that
guality at an acceptable rate of return. The sg&eoajor problem is that increased demand
has not translated into investment in additionaldiag. In many of the countries where
private renting is expanding, overall investmentasidential construction has declined and
new building is not keeping pace with demographespures (Lunde and Whitehead, 2016).

In most countries, the additional supply of privegated units comes largely from dwellings
that were previously owner-occupied or in the daeated sector. Moreover, the existing
stock is being used more intensively — with fewacancies and higher occupancy levels.
This in turn means that housing market pressuigiigy, reducing households’ ability to
achieve the standards of housing to which theyr@spA number of governments are now
introducing policies to support the constructiorgobd quality purpose-built private rented
housing that can play a larger role in the ovédrallsing market while at the same time
looking to ways to encourage long term stable tustinal investment in the sector, but most
such policies are only in the early stages of imm@etation (see eg Scanlon et al, 2013).

Given the growing political interest in enablinggth in the sector, the Knowledge Centre
for Housing Economics at Realdania funded our paliesearch project looking at the
effects of regulation on the scale and nature ®RRS across Europe (Whitehead et al,
2012a). The emphasis on regulation in that projeeirticularly of tenure security and rents -
arose because it is seen by many market orientedhentators as the main reason for the
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decline in private renting — and therefore deretjuias seen as the answer. The report made
it clear that the picture is much more complexamsestypes of regulation hastened decline
while others improved the operation of the markealso showed that many other factors
need to be taken into account when assessing that@b role of the sector in well operating
housing systems.

This second project takes on this broader perspeby examining the full range of factors
and how they have acted together in different emvirtents to generate different outcomes
and prospects. It concentrates on only four casjtallowing a more in-depth analysis of

the drivers of private rental demand and supplylan they constrain or support a well-
operating private rented sector. The goal is b&ttenderstand these processes in different
institutional and market contexts and specificedlylraw lessons about what could be done to
help Denmark’s private rented sector to work mdfectively.

1.2 FINDINGS FROM THE FIRST PROJECT

The first project looked at how regulation of tHiR$’had developed since the 1980s in 11
European countries, and asked whether and howatguland changes in regulation
affected the scale of private renting across caestrThe findings were clear: deregulation
generally does not lead to growth in the PRS. Witdnas done, notably in England, more
than a decade elapsed before the sector grewisagttify, and a number of other constraints
had to be removed before significant expansion tdake. Mostly, deregulation has been
associated with continued decline in private reptaithough there have been exceptions as,
for instance, in Ireland. On the other hand, coesthat still have large PRSs are generally
quite highly regulated, but with sophisticated fdegary frameworks which provide
considerable certainty for both landlords and té&mand involve rent stabilisation based on
defined indices as in, for example, Germany andZ&nand.

What these findings indicate is that the regulatoagnework is not the only — or even the
main — incentive or constraint affecting the tenstreicture in different countries. Effective
and responsive regulation that improves the opmratf the market rather than limiting rents
below market levels would seem to be a necessamgitoon for a well-operating PRS of
whatever size — but it is not the only determinafrgécale and the suitability of the sector for
different types of households.

This report therefore looks in more detail at thetdrs that determine the overall tenure mix
in each of the four countries, the size and rolthefPRS — and particularly at those affecting
the level of new investment. It is clear that tekative importance of the various factors
varies by country. Different legal and administratframeworks, demographic structures,
income distributions as well as policy approaclmesugh tax, subsidy and regulatory
systems all generate very different outcomes. Bgueusing systems take long periods to
adjust to changing incentives so what we obsermetigienerally the fundamental outcome
of these recent pressures but may simply contioweflect disequilibrium and slow
adjustment processes. In order to unravel théagamships, we need to study the evolution
of particular housing regimes over time and evallaé relative effects of the main drivers.
For this reason we concentrate on understandinfatters that may have impacted on on
landlord and tenant incentives over the last twéng/years.
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1.3 THE CHOICE OF COUNTRIES FOR THE CURRENT PROJECT

One important aim of this project is to providesiass from other countries that are relevant
to the current situation in Denmark and that suggbst might have to change in order for
investment in private renting to increase.

We therefore decided to examine the sector in Dekianad three other countries. These
have very different experiences and characterjdiigseach has attributes that are relevant to
understanding how best to ensure that the PRS rtieteeds of households and investors.
The four countries chosen were:

0] The Netherlands, where the emphasis has been @i saiber than private rented
housing but which has an integrated system ofresqulation, based on a points
scheme which mainly takes account of dwelling ctiaréstics and applies
equally to social and private renting. Rents faellings in either the social or
private sector with points above a certain levelengeregulated around 1990, at
much the same time as Denmark deregulated reneswrbuild private rented
units — so the Dutch example may provide valuataiesferable experience.

(i) Germany, where the large scale and relative stinesigghe PRS have remained
fairly constant over the last 30 years, as hastieationally stable regulatory
framework. Germany is seen to provide the cleaesinple of a well-operating
private rented system. However, the way it fumidepends on the specifics of
the regulatory and tax/subsidy framework, the ctooxas under which private
renting and other tenures operate and the attsmftdwellings and tenure.
Moreover, while the system still works well in lgg®ssured areas, there are now
considerable signs of stress in some major cities.

(i)  England, which, almost alone among the countrielsided in the first project
experienced both massive liberalisation as welleaig considerable growth in the
PRS (but see the latest evidence from Finland,as Bt al, 2014; Eerola et al,
2013), In England, much of this growth occurredaaesult of changing
conditions in other tenures and sector-specifiouaions in mortgage finance,
rather than directly as a result of deregulatidtost notably from the point of
view of this project, the growth in private rentings not apparently led to
significant additional investment in new housingsly. Currently, there is
considerable policy emphasis on developing a fraonkewn support institutional
investment in new, purpose built private renteddmag, but this has yet to
generate large scale outputs (Bate, 2015).

(iv)  Denmark, where in 1991 there was deregulationmfkrat the national level for
units built after that date (although consideraigmplexity at the local level
remained). This appears to have had relativelg inpact on levels of
investment even though there is a growing needdod quality private rented
housing, especially for younger and more mobileskbolds in cities.
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14 THE RESEARCH QUESTION
The core question for the research project is:

‘How do incentives and constraints around privatgal provision work in different
institutional, economic and policy frameworks, avitat factors might incentivise
investment in private renting and produce an edficand flexible sector to meet
household requirements?’

Answering this involves, first, identifying the ewmic, financial, public-policy and legal
factors that have helped to shape current conditiothe PRS in each country; second, to the
extent possible, measuring the relative effecthefdifferent drivers and in particular how
they interact with one another to generate cumrentlitions; and third, looking to the future,
clarifying what conditions and policies might hétpensure that private renting plays an
effective role in meeting housing requirements. tWarefore have increasingly focused on
understanding what the incentives for new investritethe PRS are and how they operate;
why, in all four countries, there appear to be t@msts on such investment; and what
policies might be introduced to expand output.

Unlike the original project, which compared expede across a large number of countries
but did not attempt to make recommendations, ttention in this project is to concentrate
on in depth analysis of a small number of counttie$ook to the future and to suggest
lessons for the Danish system where appropriate.

Unpacking the core question, the research aimadwer five sets of more detailed
guestions:

0] what is the current position of the PRS in eactgyhow has this position
evolved; how have the drivers changed over thedesades; and how can the
drivers and outcomes across the four countrieobgared? To address these
guestions we identify the determinants of supply demand for private rented
housing, look in particular at how the tax and silypframeworks affect investors,
consumers and other tenures; and place the evigetioe broader economic and
social context;

(i) over time, how have the user costs/rates of reitiprivate rental investment,
ownership and consumption changed incentives tesinwm and consume private
rented as compared to owner-occupied housing? eTiheasures provide a base
for understanding the incentives to locate conswon@nd investment in the
different market tenures. Of particular importaheee is (a) the scale and role of
social renting and demand side subsidies and éxttier investment
opportunities available to investors;

(i)  what might be changed to increase the supply of prévate rented housing,
including regulation, tax and subsidy; land avaligh and policies associated
with other tenures and types of investment? Herdoek at both opportunities
and barriers to investment;
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(iv)  what conclusions can be drawn about the positidch@PRS in each country, the
role that different policy instruments play in deténing that position and its
likely future projection?

(v) finally, what lessons can be drawn about how Dekmaght support a better
operating PRS?

15 STRUCTURE OF THE REPORT

The report is in four sections. The first sectfohapters 1 - 3) provides a short description of
the attributes of private renting in the four coied and then gives an overview of its post-
war development and the major changes that havadrag on that development. Based on
these descriptions we are able to set out an imhplicdel of the factors affecting the scale
and role of private renting as a framework for mieéailed analysis. Section 2 (chapters 4 -
6) provides a more detailed analysis of how théosd@as developed in England, Germany
and the Netherlands. Section 3 (chapters 7 - @artrates on a quantitative analysis of the
drivers of tenure choice and examines the questfiovhether major changes in regulation,
tax and subsidy in particular have had clear dieffeicts on the sector. Finally section 4
(chapter 9) brings the material together to idgntéssons for the private rented sector in
Denmark and particularly the factors that miglidl¢o additional investment especially in
new units in the private rented market. A numlfearmexes provide more detailed
information on particular issues.
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Chapter 2: The current position of the private rerted
sector in the four countries

This chapter describes the existing housing testiteture in each of the four European
countries and discusses the current position adedifdhe private rented sector (PRS). The
information comes from questionnaires prepareddumntry experts, from academic, policy
and more ephemeral literature, and from roundtaidédin each country (see annex 2). The
information is presented in summary form and cotre¢es on comparing the four countries.
More detailed material on policy developments andhe supply of and demand for private
renting in the four countries is presented in Céepb to 8 where we analyse the factors that
have helped determine the role and scale of therseceach country.

2.1 CURRENT TENURE STRUCTURE

The latest available statistics show that owneupation is the dominant tenure in three of
the four countries, with the exception being Gernn@nig. 2.1). Germany has the largest
PRS (53 per cent in 2013 on a broad definition)evthie Netherlands has the smallest (9 per
centin 2012). In England the private rental stk per cent in 2014) is now larger than
social rented (17 per cent). In Denmark, on tieiobhand, the social rental stock is larger
(21 per cent vs 17 for private renting in 2015).

Figure 2.1 Dwellings by tenure in Denmark, EnglandGermany and the Netherlands
100%
90% ® Other or unknown
80%
70% O Social rental
60%
50% O Private rental
40%
30% ® Owner-occupied
20%
10%
0%
2015 2014 2013 2012
Denmark England Germany Netherlands

Sources: Denmark — Statistics Denmark BOL101: Digdl by region, type of resident, type of dwellitenure,
ownership, year of construction and ownership; Bndl- DCLG Live Table 104 Dwelling stock: by tenure,
England; Germany — Eurostat; Netherlands — Boelleowand Priemus (2014) Table 1.

Our previous report for Realdania showed that iadlof the four countries the PRS went
through long periods of decline since the seconddwear as a result of regulation, the tax
position of landlords and tenants and increasingpdpnities in other sectors (Whitehead et
al, 2012). Table 2 of that report shows that fittw early 1980s to around 2010 the decline
was more than a third in Denmark and almost 5@&est in the Netherlands. Since then the
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size of the sector continued to fall in the Netleds but there has been an upturn in
Denmark. England differs in that the upturn stadkeavly in the 1990s and speeded up from
the turn of the century — doubling in size betw2600 and 2014. Finally Germany saw
consistent growth in the private rented sector ftbenearly 1980s to around 2010. However
there is now evidence of decline as the propoifoowner-occupation increases (while it is
falling in the other three countries).

The role of the PRS is affected by its scale b&n &ly the mix of tenures. In general the
smaller the sector the more it concentrates onmactmating more mobile and younger
households - ie those who are entering the maikegpEqually the size of the social sector
helps to determine the extent to which the PRSranwadates more vulnerable households in
that the larger the social sector the more oppdsyttinere is for vulnerable households to
gain access to subsidised rental housing.

So for instance in Germany, where the PRS is therhatenure, the sector accommodates a
full range of households. The lack of a significaocial rented sector in particular means
that poorer households of all types from new mitgan older pensioners are accommodated
in private renting. In the Netherlands, on thesotiiand, with a small PRS and a large social
sector, most more vulnerable households can asoegd housing while those looking for
higher quality/valued unit would normally buy. TR&S is therefore mainly a legacy except
in shortage areas where more vulnerable househwgdave to find accommodation in the
PRS. In Denmark, the emphasis in the PRS is edthé¢ihnose who have benefited from
lifelong security or more mobile households and e@ivants to the housing market. In
England, the PRS has accommodated younger mordenmhiseholds. However it also
provides for vulnerable households who cannot algearce social rented housing. Since the
turn of the century and especially since the fimararisis the growing sector has

increasingly accommodated families and those whaladvisaditionally have preferred to buy
a home.

2.2 THE ATTRIBUTES OF PRS SUPPLY

In all four countries the PRS stock is concentratddrger cities. As shown in Table 2.1, at
least 30 per cent of dwellings in the countriesjanaities are in the PRS except in the
Netherlands, where the PRS accounts for only arddnokr cent of dwellings in Amsterdam.
In contrast, in the four largest cities in Germaig, PRS amounts to more than 60 percent of
the total stock.

Table 2.1 Spatial concentration of the PRS stock
National | Cities with high concentrations of PRS

Denmark 17% Copenhagen: 20.7%, Aarhus 24.1%; Odense 25.4%
London: 27% (Westminster: 40%); Bournemouth: 29%gl@on & Hove:

England 20% 29%
Germany 53% Berlin: 84%; Hamburg: 76%; Sachsen: 67%; Meaukleg-Vorpommern: 62%
Netherlands 9% Amsterdam and Utrecht: 17%

Sources: England — 2011 Census of Population; Germélikrozensus Wohnsituation 2011; Netherland3BS, WoON
2012; Denmark — Statistikbanken 2015.

In big cities in all four countries, the typicaliyate rented dwelling is a flat (Table 2.2). In
England the typical non-urban PRS dwelling is a-bedroom terraced house while in the
three other countries it is still a flat. PRS dvigjs in all four countries also tend to be
smaller than those in the owner-occupied and soeidhl sectors. New PRS dwellings are
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typically larger than existing ones in three of tber countries. In Denmark for instance the
typical new purpose-built private rental flat isarblock located in areas with green
surroundings, such as a small park, and has tareeit bedrooms and 80-100 square metres
of floor space. In England, on the other hand, pawpose-built flats are smaller and have
fewer bedrooms than the existing stock.

Table 2.2 Characteristics of PRS units in Denmarkizngland, Germany and the
Netherlands
Type of Denmark England Germany Netherlands
unit
Typical Flat London: purpose- | 60-80 n%; multi- Apartment with less
(overall) built 2-bed flat family building than 3 rooms (75%)
(40%); outside
London: terrace/end
of terrace 2-bed
house (35%)
New- 80-100 n3; block of | 50-69 %, purpose- | 86 n?; multi-family 82 nt; apartment; 3
bui flats; 3-4 bedrooms | built flat; 3-4 building; 2-bedroom | habitable rooms
uild X
habitable rooms
60 n?; block of flats; | 70-89 n3, terraced 70 n?; multi-family 70 n¥; apartment;
Existing built before 1940; 2-3 house built before building built 30-40 | built before 1989; 3
bedrooms 1919, 4-5 habitable | years ago; 1-2 habitable rooms
rooms bedroom

Source: country questionnaires

One important attribute that tends to distinguish English PRS from that of other European
countries is that each unit in a block of flate@mally sold separately. Dwellings can also
readily move between tenures. At the other extremBenmark, the tenure of buildings is
generally fixed and difficult to alter, and entbreildings are usually owned by a single
landlord. In Germany there may be multiple ownarpurpose built blocks although many
are owned by a single landlord. In the Netherlgrat$ of the sector consists of small blocks
of flats which are usually company owned.

Table 2.3 Average monthly private and social rents
Average private rent Average social rent
Denmark €91 per sq metre (2010) €89 per sq metre (2010)
England £720/€972 (national); £369/€498 (national);
£1,461/€1,972 (London) £465/€628 (London)
Germany | £1,119 (3-bed apartment in city centrg)not available
Netherlands | €586 (national); €450 (national);
€599 (Amsterdam & Utrecht) €429 (Amsterdam & Utrecht)

Note: Exchange rate based on Bank of England’y dpibt exchange rates against Sterling on 5 Ma$ 28durces:
Denmark: prs http://www.bvc.dk/SiteCollectionDocurtg#Analyser/DREAM_rapport_2012_Huslejerequlering. sdtial
dwellings excluding special needs https://www.|kfrdedia/33119/husleje-_og_udgiftsstatistik_20100p@aENngland —
Valuation Office Agency Private Rental Market Stétis Table 1.7: Summary of property type ‘All cateigs’ monthly
rents recorded between 1 Apr 2013 to 31 Mar 201Rédxyion for England and DCLG Live Table 704 RentsiaRe
Registered Provider (PRP) rents; Germany — http Wwambeo.com/cost-of-living/country_result.jsp?coynrGermany;
Netherlands — CBS, WoON 2012

Finally, rent determination differs between therfoauntries. In Germany there is a ‘mirror’
system which relates new tenancy rents to thosedfauthe locality while rents within the
tenancy are indexed. In the Netherlands rentsdoral and private tenancies are determined
by a points system across the two sectors upeateof 700 euros per month. In Denmark
rents are regulated with considerable local vama&xcept for properties built after 1991. In
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England rents are market determined. In Engldrelgap between private and social rents is
large (Table 2.3), and in London private rents loaithree times social rents. In the
Netherlands, because of rent regulation, the @iffee between private rents and social rents
is relatively small. The differences lie in the pootion of the private rented sector which is
above regulation limits — now accounting for peshamuarter of the sector. In Germany no
real comparison is possible because of the snzalddithe social sector. In Denmark there is
no comparative data available.

2.3 WHO LIVES IN THE PRS?

In Denmark and England, the biggest group of peitahants is younger people under thirty.
In the Netherlands, both younger and older peapler(65) tend to be private tenants (Table
2.4). In Germany, private tenants include peopkvary stage in their housing careers, with
an average age of 52.

Table 2.4 Characteristics of PRS tenants in DenmarkEngland, Germany and the
Netherlands
Denmark England Germany Netherlands
Age Below 30 25-34 (48%) Average age: 51|9 BelOw&3above
65
Household type Singles & couples Singles & couplgsA wide range of Singles (51%)
(50%) households
Income level Income below A wide range of A wide range of Income below
average incomes incomes average
Employment Employed/retired Employed/unempl&mployed Unemployed/retired
yed
Proportion 40% 26% n/a 35%
receiving
housing
allowance
Average length | 1.2 years 3.5 years More than a decade  Over 1% yea
of occupancy

Sources: Denmark, 2005, “Den almene boligsekterstid”, Bilag 4a, Socialministeriet (2006); Engien DCLG (2015);
Germany and the Netherlands — Scanlon and Kocltdr,. 2

In all four countries there are those that wishv® in the PRS and those who cannot gain
entry to other tenures. The proportions differ ggge&owever. At one extreme the proportion
in Germany wanting to live in private renting igyéigh, while at the other in England there
are many tenants who would rather be in eitherasoenting or owner-occupation. In the
Netherlands and Denmark where there are lifetimarteies there are also numbers of older
tenants for whom remaining in private renting hasrbthe obvious choice.

Except in Germany, private tenants are dispropoatigly likely to be:

* Smaller households: single persons and couplé®utitchildren.

* Households with below average incomes. Howeverrgéent expansion of the PRS
in England has enabled it to accommodate more eithdome households (Ball,
2011; Whitehead et al, 2012). Equally there isa@prtion of mainly more mobile
better off households in the non-regulated pathefsector in the Netherlands,
especially in Amsterdam.

» Economically active, in part because of the dispropnate number of younger and
more mobile people in the PRS. However, in Dennaauk England, many private
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tenants are unemployed with large concentratiorssunfents while in the
Netherlands, they are more likely to be either upleged or retired.

» Claiming housing allowances — 35 per cent of pauwahants in the Netherlands and
26 per cent in England claim housing allowancesthBountries have social rented
sectors that accommodate large proportions of e mulnerable households.
However the private rented sector also accommodadasg just coming into the
housing market and those in high demand areas amwot access social housing.

* Employed/retired in contrast to the other threentoes, Germany’s PRS
accommodates a wider range of household typesdifdrent income levels — in part
simply because it is the majority tenure and irt pacause there is a very limited
social sector to accommodate poorer householdgeral), private tenants in
Germany are more likely to be employed and wolde 1o stay in their home as long
as they can - very different from the younger, nmagbile sector which dominates in
the other countries.

2.4 WHO INVESTS IN THE PRS?

The supply of private rental dwellings in the faauntries, as in other countries around the
world, is dominated by small individual landlorat institutions. Small providers can be
‘amateur’/non-professional or professional indivatilandlords (Oxlet al., 2010).

Amateur landlords usually own only one or two dwgl$, while many professional

individual landlords set up private housing compand buy either new build properties or to
buy older existing housing — in England this willem be ex-social housing. There are some
larger companies that specialise in private rgmtaperty but these are relatively rare. The
Netherlands has the highest proportion of companglbrds who have been in place for
decades and are now often looking to leave th@iseGhere has been very little new
institutional investment in the last few decadasGermany some of the largest companies
have purchased their whole social sector housmzkdtom local authorities. Institutional
investors, such as insurance companies, pensi@mss) sovereign wealth funds or social
security schemes, do invest in Germany and to dreomaller degree in the Netherlands.
They have also begun to enter the market in Englamickthey tend to operate in particular
parts of the rental market and have small overallket shares. Even in Germany, financial
institutions own only 12 per cent of the housinge&t(Eichholtz, et al., 2014). In Denmark,
institutions own about 7 per cent of the PRS (Aader 2010).

Inflows and outflows of existing units

Given that the research question concentrateseomtientives to supply and to live in
private renting, it is important to understand fllogvs into and out of the private rented sector
in each country.

Table 2.5 shows the sources of existing privatéatatwellings in the four countries. In
England, during the long decline in the sector PRI were either demolished or went to
owner occupation. Since the 1990s much of the dtuatkhas entered the PRS has come from
owner occupation particularly since 2007 but aisother property slumps (Crook and

Kemp, 1996; Whitehead and Scanlon 2015). Propenaee also come from the Right to

Buy (a policy that allowed sitting social tenarasbty their homes at large discounts from
1980; over time significant proportions have theerbsold on into private renting (see eg
Sprigings and Smith, 2012; Copley 2014). Sincedine of the century there has been an
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increasing supply of good-quality PRS dwellings emlouy-to-let mortgages (Thomas,
2014).

In Germany, much of the PRS is purpose-built resttadk— in some instances, originally
built as time-limited social housing before reuagtio the private sector or sold by local
authorities to private landlords. The sector Hag attracted some newly built units and,
because properties can transfer between tenuedy.flealso includes properties that have
been owner-occupied, although the proportion isllsma

In Denmark, dwellings when they are built have findel tenure so a large proportion of the
existing stock has been purpose-built as rentasuAiny building with more than three units
is likely to have been purpose-built for the PR&erEso there has been some transfer from
and indeed losses to the owner-occupied sectore3i891 the rents on newly built privately
rented properties can be set by negotiation — whashresulted in some additional
investment.

The picture in the Netherlands has been one ofgtloantinuous decline, with properties
transferring to owner-occupation or being demolisti&sen so some owner-occupied
housing has transferred to private renting maimlyigher demand inner areas. Small
numbers of social sector units have also trangfeg@metimes via tenant purchase and re-
sale.

It is important to note that following the globaldncial crisis, there were larger flows from
owner occupation into the PRS in Denmark, Englartithe Netherlands where owner
occupiers were unable to sell their propertieseairdd prices and became ‘reluctant
landlords’ or ‘property slump landlords’ instead.

Thus, across all four countries a significant prtipa of dwellings entering the PRS have
been existing dwellings rather than new-build.adtdition there is the long standing stock
(often much depleted by sale to other sectors lumd slearance) which is mainly made up of
dwellings that were originally purpose-built foiyate renting (whether legally or market
determined) before the second world war.

Table 2.5 Sources of private rental dwellings in Demark, England, Germany and the
Netherlands
Previously Previously New-build Purpose-built
owner-occupied | social renting private PRS
Denmark XX X XXX
England XX XX X X
Germany X XXX X XX
Netherlands XX X XXX
Key: XXX = many
XX = some
x = a few

The current role of new-build

New-build dwellings, either purpose built for prigaenting or simply purchased by
landlords, generally account for a relatively snpalit of overall housing output. In England,
new purpose-built private rental dwellings are rafesmall proportion of new rental
properties may be created by renovation or conmersi former single-family properties into
flats. The vast majority of new build private rieigt however, comes from purchase of new
units which could equally have been purchased hyeswoccupiers. Buy-to-let interest only
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mortgages have played an important role in expanitia proportion of new build going into
the sector Housing associations have also becoeneaisingly involved in providing market
rental housing since the financial crisis, in partross-subsidise social sector provision.
(Walker, 2014).

In Germany new rental units may be purchased byeowncupiers or by private landlords,
either as blocks of flats or singly. The flow ofmbaousing into private renting continues but
has fallen over the last few years.

There has been almost no new-build provided irPlR8 in the Netherlands for many years.
The fact that higher valued units are not regulatsinot significantly changed this position.

2.5 CONCLUSIONS

The private rented sectors in these four coun&iegiverse in their size — ranging from
under 10 per cent to over 50 per cent — and coitios Patterns of growth and decline are
also specific to each country. The extent to wipighate renting is seen as a mainstream
tenure varies greatly — with private renting segtha ‘normal’ tenure for all types of
household in Germany; while in other countries githaller sectors it tends to be
concentrated more on younger, more mobile but@soer households.

Nevertheless, there are similarities in terms efltitation of the private rental stock (mainly
in cities and large urban areas) and the profilernfate landlords (overwhelmingly
individuals rather than large companies or ingong). The country that stands out as
different here is the Netherlands where longstajmdompany landlords are an important part
of a declining sector. Finally, growth and declinghe sector comes more from shifts of
properties to and from other tenures than dirdotign new build. This appears to be true
even in Denmark which designates the tenure ofmald properties.
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Chapter 3: How the private rented sector has
developed in the four countries

This chapter looks at how the scale of privateingrnihas changed over the decades. It places
the private rented sector in an understandingefitider housing system and traces some of
the key political changes that have affected thmpluand demand for private renting in the
four countries. These key changes can be dividedtihose that affected the PRS directly —
including in particular the regulation of the sectaxation of rental incomes and subsidies to
landlords and tenants — and those that affectiediitectly, such as new policies directly
affecting other tenures.

3.1 THE CHANGING SCALE OF PRIVATE RENTING

We start by looking at how the size of the PRSdsged over the last decades. Around
1950, the PRS was the majority tenure in EnglaBdog cent) and the Netherlands (60 per
cent). In both West Germany (48 per cent) andniak (40 per cent) it was the largest
although not the majority tenure. At that timegrdhwas heavy regulation in all four
countries, with rents held usually at pre-war lsv&his was associated with rapid decline in
three of the four countries, England, the Netheltaand Denmark, as other tenures became
more accessible. However in West Germany therébkad little change in the relative
importance of the sector even though there wasiadgoef almost complete de-regulation,
followed by the introduction of a more flexible rdgtory system which allowed some
managed rent adjustment to market pressures. Babkhows how the importance of the
PRS has changed from around 1980 onwards. Theqguos very different between the four
countries. The reunified Germany has seen an atigsahd proportional expansion during
the 40 year period (although there are now sigrieoline in some cities). At the other
extreme, the Netherlands shows continual declireetow 10 per cent of the total stock, at
least to 2012 (the year to which the latest dapdyap In Denmark, the PRS continued to
decline but relatively slowly. The pattern of chang England was totally different, with
declines in the 1980s, limited increases in thed$hd rapid expansion since the turn of the
century especially after 2008 — resulting in acetitat is twice the size it was at the turn of
the century.
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It is the reasons for these divergent trajectdhas we are looking to clarify in order to
understand the relative economic benefits to lamdland tenants as well as the constraints
they have faced and thus the drivers that havergtatethese very different patterns of
change.

3.2 PRIVATE RENTING WITHIN THE WIDER HOUSING SYSTEM

In looking to understand how the PRS has developedthe post war period we need to set
that development in the broader context of housysgems. To this end this section identifies
four main overlapping stages in the developmefitonfsing markets across the four countries
and the place of private renting in this changengscape, stressing in particular the
changing role of regulation, factors affecting tenmix and the relative importance of new
build as compared to the existing stock. The féages are very much a stylised picture
based on European trends — the specifics of eaghtrgadiffer both in timing and the relative
importance of different drivers.

Stage 1: New housing supply together with stragmiation

For a long time before the second world war, th& RRs the dominant housing tenure in all
four countries, as in much of the rest of Westarope. During and after the second world
war, there was strong government intervention, walcy directed towards massive
subsidies for housing construction and large doalese building programmes. At the same
time, strict controls on rents and security of tenwere maintained.

After the war, the general emphasis in all fourrdaes was on trying to deal with the
backlog of housing supply. There had been almo$tuilding during and immediately after
the war. There were massive shortages and mangha@re in very poor condition. Given
these shortages, the immediate need was seertdagbatect households from excessive rent
increases and eviction — generating little inaanto invest in new supply. There was
virtually no new purpose built construction for tRRS in any of the four countries. In
Denmark, England and the Netherlands, extensiveidigls were given to the public or non-
profit social rental sector. In West Germany, sdies for new housing construction were not
only available to public-sector and non-profit himgscompanies but also to private landlords
and owner-occupiers equally. After an agreed petiwe subsidised dwelling units could be
transferred into the private market, which formiee basis for a PRS. In England and the
Netherlands, particularly strong emphasis was lidoed on the owner-occupied sector in
making up the post-war housing shortage. Becalfe@enerous subsidies, both the
owner-occupied and the social rental sectors gtemgly in the four countries. Heavy rent
regulation limited the incentives to invest in RS while lifetime security of tenure meant
that landlords who wished to disinvestment fourttaitd to do so. Within the rental sector,
the share of social housing was larger than the PRS

Compared with the subsidy for owner-occupation sodal renting, financial support for the
PRS was very small and consequently, new consbruatithe PRS was relatively limited.
While strong tenure security limited outward moveingf privately rented housing stock,
there were increasing incentives for private laraido sell their dwellings either to the

sitting tenants or on the open market when theginecvacant. There were also programmes
of slum clearance which usually involved privatednted dwellings. Thus not only did the
proportion of private rented dwellings in the hawgsstock decline, but the absolute number
of private rented dwellings also fell in all fouruntries.
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Stage 2: Improvement in the housing stock angjtbeth of homeownership

Once the housing shortage had largely been elisdngovernment policy was directed, to
an increasing extent, towards improving the qualftthe existing housing stock in addition
to new construction (Boelhouwer and van der Heijd®92). Increasing attention was
devoted to the old, poor-quality private rental tings in inner cities. At first, policies
concentrated on demolition and rebuilding (slunadace) although later the emphasis
moved towards renovation. In both cases the inveist was often accompanied by a change
in tenure to social rented housing particularly wheplacement was involved and to owner-
occupation when properties fell vacant and couldelbevated by the new owner. Both
clearly resulted in decreases in the size of th® Barloe, 1985). The relative emphasis on
social versus private improvement depended heaniliaxation and subsidy systems — with
Germany providing a more neutral approach and tier dhree countries concentrating more
on social renting.

In addition to the rehabilitation of the existingek, governments began to relax the rules on
setting rents in the PRS. As shown in Table 34 eixtent of rent deregulation, the pattern of
changes and their timescale were all very differetiie four countries and this has
continued over the whole period of analysis. Englstarted the process first moved slowly
but inexorably towards complete decontrol by 198@st Germany took the strongest
decontrol measures in the early 1960s but a ddetetemoved to what is called third
generation rent control which has been maintaived gnce. Denmark and the Netherlands
have maintained controls for most rental propeftigisintroduced exceptions aiming to
increase investment.

England was the first country to remove rent cdatfar dwellings above a certain rateable
value in 1954, but rent control was resumed infoine of ‘fair rents’ from 1965. It was not
until 1988 that private rents were fully deregutiatén West Germany, rents in so-called
‘white districts’ (regions in which the housing stame was below three per cent) were
deregulated incrementally from 1961 onwards. Rentrol was finally abolished in 1971 but
was immediately replaced by a more sophisticated fuf rent stabilisation which affected
all privately rented tenancies. In Denmark andNléherlands the very strict rent regulation
continued until 1991 and 1989, respectively, wheregulation of newly constructed rental
units was introduced in Denmark and the upper étldeomarket was deregulated in the
Netherlands (see Whitehead et al, 2012 for detdiisked to the issue of rent regulation was
that of security of tenure — and therefore bothpsition of existing tenants and of those
entering or moving within the sector.

What should also be noted is that at this stage thas relatively little movement to
deregulate housing finance markets, so only wélkotiseholds with a good savings record
could expect to obtain a mortgage to purchase tveirhome and development finance came
mainly from banks that saw housing developmentkmively risky. Investment was thus
framed mostly by local authorities or by governmsutsidy regimes.
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Table 3.1 Changes in rent regulation in Denmark, Egland, Germany and the Netherlands

Period Denmark England Germany Netherlands
1954: rent decontrol for
1950s dwellings over a certain
rateable value
1966: major changes in 1961: rent deregulation
rent legislationRent to b in some lower demand
1960s |determined in relation tg districts
the value of the rented
dwelling
1975: major changes in 1971: rent control
rent regulation -cost abolished but a local
1970s :
related rent introduced comparable rents system
introduced
1988: all rents to be 1989: rent deregulation
market determined and the uppeend of the rentg
1980s introduction of assured market for both the PRS]
shorthold tenancies for and social rented sector
new leases

1991: removal of rent
control for dwellings
constructed after 1991;
1996: rents allowed to
increase to the ‘value of
the rented dwelling’ whe
major improvements
completed

2004: market rents
allowed for new roof-top
apartments in rented
buildings

1990s

>

2000s

2002: introduction of
2000s Rent Table and cap on
rent increases

2011: reduction of annu2010: higher rent

rent increases; increases for higher
2015: additional income tenants; 2011:
constraints on rent maximum rent increases
2010s increases including renfraised in 10 areas whereg
brake in regions with a |housing supply is scarcs;
tight rental market 2014: Rent freeze on

regulated tenancies for
three years

Stage 3: Reducing and rebalancing housing subsidie

As absolute shortages were overcome and the Eurdpaian increasingly emphasised fiscal
constraint, nearly all countries in Europe statteceduce their public spending on housing
investment (Turner and Whitehead, 1982). At theesime, as incomes rose,
homeownership began to grow, especially as it waspted via direct and indirect tax
incentives. However, from 1970 fiscal concessi@nswner-occupiers began to be cut back
in some countries even where there was often asstiemphasis on expanding the sector by
other means. Subsidies were shifted away fromihgu®nstruction and social housing
providers towards rent subsidies to low-income téhan the PRS and social rented sector
and sometimes also to low-income owner-occupidng 3hift from supply subsidies to
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income-related subsidies benefitted private tenahts became eligible for support. All of
these pressures helped to shift the tenure mixgllysiowards a greater emphasis on private
provision.

In some ways the German experience was ratherdgliffein part because of the pressures of
reunification. Large-scale subsidies for socialding construction were reintroduced in 1989
but were terminated in the early 2000s with soniesislies shifted to the modernisation of
the existing stock. A one-off eight-year grantfiest-time buyers to construct owner-
occupied housing was also introduced in 1995 bthdgawn in 2005.

In England, the ‘Right to Buy’ was introduced in8D9which required local authorities to sell
their social rental dwellings to sitting tenantaatiscount and resulted in nearly two million
units being transferred to owner-occupation. Rufolinding to social housing has been cut
dramatically since 1988. In West Germany, indigdisidies via the tax system (mortgage
interest deduction and imputed rent taxation) wedeiced, and the tax privileges for non-
profit housing companies were abolished in 1986thé Netherlands, operational subsidies
to social rented housing and housing constructiereterminated in 1995, and the tax
subsidy to owner-occupation was reduced signifigant2001. In Denmark, unlike the other
three countries, supply subsidies to social houssngain an important part of current
government support for housing.

Even though the emphasis in national policies wasing towards privatisation, the size of
the PRS continued to decline during the 1970s hed 880s except in West Germany. The
volume of new production in the PRS remained saxaibss all four countries. In West
Germany, however, the PRS grew as a result oféimsfer of previously social rented
dwellings as the subsidy based rent restrictiorodeended However, the subsidy to new
construction accompanied by rent restrictions lentsteadily decreasing, replaced by
subsidies and tax breaks to encourage the renovattiexisting buildings (Fitzsimons,
2014).

Stage 4: Housing pressures and the role of the &#R&source for affordable housing

Partly because of the reductions in governmentifgnbr housing construction and
particularly social housing, there have been shhegaf sub-market housing in all four
countries and, except in Germany, increasing pressan house prices and affordability.
Even in Germany, regional housing market pressuasgs begun to appear in urban regions
with strong economic growth.

With continuing cuts in public expenditure on sbbtiausing, the PRS in Denmark, England
and the Netherlands has taken on an expandedirtie housing system, supplementing the
role of social housing in accommodating low-incamo@iseholds. This was made possible
by the availability of income related subsidiesogsrthe rented sectors. More generally new
entrants to the housing market whether studentotred young people or migrants (both
expanding groups) mainly rely on the private rergector for accommodation — so there is
increasing pressure for additional supply.

The 2008 global financial crisis pushed housingk®isracross Europe into recession with
impacts on prices and investment. Even in Germémre the housing market remained
relatively stable, housing construction declin@®kcause of the growing demand for private
renting, political pressures from existing tendrdse pushed governments in Germany and
the Netherlands to strengthen their regulatioregt least parts of their PRS (see Table 3.1).
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Germany has increased its rent control and ren¢@ses in high pressure areas. The
Netherlands has relaxed its very strict rent regaria so that higher-income private tenants
pay higher rents, but the government are now lapkarreintroduce rent control for the lower
segment of the private rental market. In contithstfocus of governments in Denmark and
England has been on special measures to stimdaténvestment in the PRS, particularly
investments from financial institutions.

3.3 DEVELOPMENTS IN LEGISLATION AND HOUSING POLIC IES IN FOUR
COUNTRIES

The comparison of the four countries set out alsaggests that there are both similarities
and dissimilarities in how governments have tre#tedPRS. It also suggests that how the
PRS'’s role has changed can be as much an outcopodiciés with respect to other tenures
as it is to how the PRS itself is treated. To §Jasbme of these issues we need to look more
closely at government intervention across tendrethis section we identify some of the
most important legislative and policy changes atasusing systems which impacted
directly and indirectly on the PRS in each country.

Denmark

Table 3.2 highlights the legislation that has intpd®n the role of the PRS in Denmark over
the last four decades. The most notable politlygsl 975 Housing Regulation Act, which
introduced cost-based rents for private and stamallords — and made it impossible for
private landlords to increase rents in the face@feased demand. This made investment in
the PRS unattractive. Later, rental property kaifite 1991 was exempted from national rent
controls, creating two separate private rental migrk

Table 3.2 Timeline of legislation and government itiatives affecting the PRS in Denmark

Events with direct impact Events with indirect impad
1960s | 1966 housing agreement allowed some rent Government subsidies to new house building
adjustment Mortgage interest tax relief for home ownership

Housing benefits introduced
1970s | 1975 Housing Regulation Law allowed cost-based Tenant cooperative housing associations to buyimuilt
rents in private and social rented sectors unit buildings enabled

1975: Phased out subsidies to social housing
construction

1980s 1987 tax reforms — regulated investment in housing
and demand. Reduced the value of deductible intefest
payments from 73% in 1987 to 52.2% in 1993
1990s | All dwellings constructed after 1991 exempirf rent | 1994—-99 tax reforms reduced the value of deductijle
control interest payments from 52.2% to 32,2% in 2001
1996 allowed rent increases for modernised PRS ynits

2000s | 2002 pension funds and insurance compdioesed | 2000 imputed rent taxation of owner-occupiers
lower corporation tax on PRS income abolished and replaced by a real estate tax
2004: New roof-top apartments on existing rented
buildings exempt from rent controls

Throughout the last decades, the Danish housingahhas been heavily regulated. It has
also been subsidised through indirect tax subsidigssidised construction, housing
allowances and rent regulation. There has beeadugl transition away from support for
housing supply towards support for households, gigater use of housing allowances and
less use of subsidies to construction, for exanbp&abolition of subsidies to construct new
co-operative dwellings. To encourage investmerivate rental housing, the government
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increased tax incentives for pension funds to inweprivate rental properties, although there
has been relatively little impact (OECD, 2006).

England

Table 3.3 sets out the major legislative and haupwolicy changes that have impacted on the
role of the PRS in England since the 1960s. Thstmatable ones are the Housing Act of
1988 which included full rent deregulation of a#hmtenancies and the creation of the
Assured Shorthold Tenancy (AST) which gave a mimmai only six months security and
the introduction by the finance industry of buykdmortgages in the mid-1990s which
enabled purchasers to obtain an interest-only raga@gainst the rental income stream. The
first provided a framework that potentially enabiexlv investment in the sector while the
second provided an easily accessible funding mestman

An important consequence of the Right to Buy hastibat, although initially these
properties were owner-occupied by the sitting tenaereafter they might be sold on into
private renting. This has been an important elénmetne expansion of the PRS. During the
period from 2001 to 2011 the size of the privatded sector doubled mainly as a result of
transfers of properties from owner-occupation aoaas renting together with a proportion of
new build. Rising house prices and worsening a#fbiiity from the turn of the century
fuelled demand for private renting from those uedblaccess owner-occupation while
landlords invested in the PRS in expectation @fdarapital gains. At the same time,
homeless families and individuals who would haveeeted to enter social housing in the
past were increasingly housed in the PRS with ith@fahousing benefit.

Table 3.3 Timeline of legislation and government itiatives affecting the PRS in England
Legislation and government initiatives with Legislation and government initiatives with
direct impact indirect impact

1960s | 1965 Rent Act introduced fair rents in the
unfurnished PRS

1970s | 1974 Rent Act extended to the furnished PRS; | 1972 Fair Rent extended to the social rented settor
1974 introduction of housing allowances for and the introduction of rent rebates to council
private tenants tenants: 1975 Removal of Fair Rent in council
houses: 1977 Housing (Homeless Persons) Act
Liberalisation of housing finance

1980s | 1980 Housing Act; Assured tenancies 1980 Right to Buy1988 ; Mixed funding regime fpr
1988 Housing Act; Assured shorthold tenancies| housing associations; 1989 Large scale voluntary
1988 Business Expansion Scheme supporting | transfers:

individual investment From 1980 liberalisation of mortgage finance

1990s | 1996 buy-to-let mortgages: (non- government | Mortgage tax relief set to decline rapidly
initiative)
2000s | 2004 Licensing of houses in multiple occapati | 2000 Removal of mortgage interest relief for
2005; Real Estate Investment Trusts: 2008 Localowner-occupiers ;

Housing Allowance:

2010 - | 2013/2014 Build to Rent and guarantee initiativgs2011Affordable Rent regime in the social rented

for new build in the PRS sector: Local authorities enabled to build new
2013 Restructuring welfare support - universal | council housing

credit Capital subsidies for social housing reduced
Introduction of Build to Rent and guarantee for

funders 2013 and 2015 Subsidies to new build for owner-
2015 Tax relief reductions for PRS, particularly | occupation

buy-to-let

Understanding the role of private renting: A four-country case study Page 31



Germany

Table 3.4 sets out the major legislative and haupwolicy changes that have impacted on the
role of the PRS in Germany. Rents were initiabytcolled at pre-war levels, which reduced
the incentive to invest in the sector. In 1958, government allowed landlords to deduct
depreciation from rental incomes for tax purpopesyiding a clear incentive for private
landlords. The severe post-war rent controls wepiaced with a rent system based on the
rents of comparable properties in 1971 so thahbymid-1970s, landlords could charge rents
that were close to the local average and closetiomal market levels. Tenants benefitted
from the fact that under normal conditions tenaseiere indefinite.

Table 3.4 Timeline of legislation and government itiatives affecting the PRS in Germany
Legislation and government initiatives with Legislation and government initiatives with
direct impact indirect impact

1960s | 1965 housing allowances for low-income
households

1970s | 1971 Tenants’ Protection Act abolished rent mortgage interest reduction and imputed rent
control and introduced the comparable rents systeaxation

1980s | 1981 increase in tax deductions for depieniat | 1985 removal of subsidies for new social hogsi
construction; termination of tax exemption for ngn-
profit housing companies; after 1989 reunification
resumption of large scale subsidies for social
housing construction

1990s 1995 introduction oEigenheimzulagea one-off
grant paid over 8 years for first-time buyers to
construct owner-occupied housing

2000s | 2001 Tenancy Reform Act distributed rights and 2005 termination oEigenheimzulage
responsibilities more equally between tenants and
landlords

2001 Housing Subsidisation Act introduced
maximum rent and rent increases

2004 cut back on the rate of depreciation deduction
2010s | 2011: additional restrictions on rent insess2015
Rent brake (introduced the possibility of rent
ceilings)

Also important for Germany was the large scale trangon of rental units which, in
exchange for subsidy, were rented as social hougslly for an initial fifteen year period.
Thereafter these properties when they fell vacaaldcbe let at market rents, although local
authority owners usually maintained the propemigiselow market levels. There were also
subsidies to allow owner-occupiers to add a ‘grasmmyex’ with could be let at market rents.
In addition, the Tenancy Reform Act in 2001 digatitdd rights and responsibilities more
equally between private landlords and tenantsirbiihg maximum rent increases and
specifying notice periods more consistently.

Recently, there have been strong political presstaréighten rent control in some cities
where rents (and house prices) have been risindlyag=irst, in 2011, the capping limit of
annual rent increases was reduced from 20 pemadnh three years to 15 per cent. Since
then there have been moves further to restrictinenéases. For new tenancy contracts, a
new law, the so-called rent brakdiétbremsg came into force in mid-2015 which enabled a
rent ceiling to be introduced such that the initeit cannot exceed 10 per cent of the
reference rentietspiegel in the locality. There is an exemption for newbgnstructed
dwellings. The decision to enforce these new rapsds made by theinder. So far they
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have only been introduced in Berlin, Hamburg amdimber of cities in Bavaria. About four
million rental dwellings are located these areasr(€lius and Rzeznik, 2014).

The Netherlands

The housing sector in the Netherlands has long beaped by government intervention in
the areas of housing, urban renewal and physieahpghg. The long history of public
involvement in the housing market and of highlyementionist housing policies has
contributed to the growth of homeownership anddineclopment of a large social rented
sector (Hgj, 2011).

Table 3.5 lists the major legislative and housioligy changes that have impacted on the
role of the PRS in the Netherlands. Importandygé subsidies were available to owner
occupiers and housing associations for new cortgtrudHome ownership has also enjoyed
mortgage interest tax relief at the marginal tag.rRrivate landlords did not receive
equivalent subsidies or tax breaks and were taken/@stment rates. Strict rent regulation
has kept rents well below market levels since 1&&&®pt where demand is declining. The
PRS is subject to exactly the same form of rentrotgiand security of tenure as the social
housing sector. In both sectors rents on propgeviteere the points system that determines
rent would result in a rent above 700 euros pertmare now deregulated.

Table 3.5 Timeline of legislation and government itiatives affecting the PRS in the
Netherlands

Legislation and government initiatives with Legislation and government initiatives with
direct impact indirect impact

1960s | deregulation of control over initial rentslan
gradual rent relaxation from 1967

1970s | 1971 re-regulation of initial rents basegboimts
system and rent increases determined annually oy
Parliament.

1970 Housing allowances introduced for both
private and social rented sectors

1980s | 1989 deregulation of rents in the upper éitideo | 1980 mortgage interest relief for homeowners to
rental market in both private and social sectors | promote homeownership

1990s | 1997 Housing Allowance Act increased rent 1992 ended subsidies to housing associations fqg
subsidies to tenants operational deficits 1996 Grossing Operation:
ended subsidies for social rented sector overall
National Mortgage Guarantee system to promote
homeownership

2000s 2001 some limitation of mortgage interest
deductions

2010s | 2010 a large rent increase for tenants ihitifeest | 2013 National Mortgage Guarantee system
income-tax bracket; increase in maximum rents] modified 2011 new limits on mortgage: loan to
2011Quality added to points in high demand ardagalue ratios and use of the interest-only mortgage
2012 Landlord levy on rental properties with a | restricted
regulated rent at 2% of rent rate; 2014 three year
rent freeze on rent controlled properties

=

In 2010, the new coalition government of Consevesatand Christian Democrats started to
shift the Dutch housing system more towards thekatawith a social rental sector focused
more closely on those in need. When the governfedinh April 2012, the only proposal
that had been accepted by Parliament was for cenitals to take more account of the
popularity of dwellings: in areas where dwellirage scarce a number of quality points will
be added allowing for higher rent levels once nemahts move in. However, a new
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Landlord Levy was also introduced in September 2011 Pental properties with a regulated
rent. This further discouraged commercial residéntal estate investors from building new
rental properties (Boelhouwer and Priemus, 2014013, a change in regulation was
introduced to allow landlords to increase rentsiigher income tenants and latterly a freeze
on regulated rents until 2017. These changes thavpotential to shift additional properties
into the market segment by undertaking improveraadtshould in principle increase
incentives to supply above that level. (Haffnealet2014).

This analysis suggests that there have been veyy &ale changes in government housing
policy in all four countries. In the PRS it is nost a matter of rent regulation and security of
tenure but also includes tax incentives to suppegstment and housing allowances to
enable tenants to pay the rent. The social see®provided for large proportions of mainly
lower-income households which clearly impacts angbtential role of the PRS. In the early
years direct government investment in social hausocurred in all four countries — but
there are considerable differences in how thegbbocial housing has evolved. At one
extreme much of social housing has become privaéglied over time in Germany and there
is little or no new investment in the social sectbr the other three countries there have been
significant reductions in available subsidies amthe UK in particular policies to transfer
stock to other tenures. But possibly the most ingydrfactor affecting the incentives of both
landlords and tenants to be in the PRS has bedaxtand subsidy treatment of owner-
occupation together with more general financiakdatation enabling households to buy.

Both the extent of policy change and its timing Hefered greatly between countries. As
table 3.1 showed, modifications in rent regulatiawe taken place at very different times
across the four countries and in some cases tlasrbden deregulation and subsequent re-
regulation. Equally all countries have introduceadising allowances but at very different
times and covering varying groups of household Gig ‘external’ issues relate particularly
to the changing (usually declining) levels of suppor new investment in social housing and
to the package of tax and sometimes subsidy berseféilable to owner-occupiers. These
differences all suggest that we should observermifit patterns of growth and decline in the
PRS across the four countries as well as diffarer@ntives to expand or reduce investment
in new PRS dwellings.

3.4 ATTITUDES TOWARDS THE PRS

Government attitudes to private renting dependifsogmtly on the fundamentals of each
country’s political economy. Denmark has been deedras being a ‘Nordic socialist state’
(Abrahamson, 2003) with egalitarian objectives am@xpectation that housing would play a
key role in social welfare. The political approdas put the emphasis on regulation and
tenant welfare but also on local government poweshape the market. The outcome has
been continuing emphasis on the provision of sdmaking, continuing regulation of private
renting together with generous income related stra a complex web of local
regulations which impact on incentives to investhia sector differentially across the
country.

Post-war England had a similar, although more edéiséd, approach but this was modified
very significantly with the introduction of a lik@r(some would say neo-liberal) government
in the 1980s. The result was the privatisation @ gulation of much of the economy,
including the PRS, but a continued commitment ®ueing minimum standards through
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demand side subsidies available across the reatédrsWider deregulation particularly of
the finance market together with an emphasis oswwoer choice has pushed demand
towards owner-occupation while public expenditurtbacks, transfer policies and greater
targeting of subsidies have reduced the capacitiyeo$ocial sector to provide (Berry, 2014;
Whitehead 2014; SAGE ).

The model in West Germany has traditionally beestdleed as corporatist (Esping-
Anderson, 1990) while that in communist East Geryrsaw housing as very much part of
the social wage involving low rents and strict a@lbon policies. Since reunification strong
regulation with respect to housing finance hastéchopportunities to enter owner-
occupation even though there have also been peasicglshsidy to expand such investment.
Equally there has been an acceptance that altheagial housing investment was necessary
to expand total supply that investment could beaively managed by the private sector. As
a result private renting has been the obvious ngto both households and investors.

The Netherlands is seen as having a hybrid of kdemmocratic and conservative models of
government (Kammer et al, 2013). Within housing tlas generated a neutral regulatory
framework for the private and social rented sedboitsa generous tax relief system for
owner-occupiers. Equally there are government guiees helping to finance both social and
owner-occupied housing and financially powerful $iog associations.

It is also often argued that attitudes towardsRR& are important in shaping its role in
different countries: the English maxim that ‘argikshman’s home is his castle’ is said to
evidence a strong national preference for owneujpaion, as compared to Germany where
people are perceived to be happy to rent privditelyhe long term. However, repeated
attitude surveys show that German households d=ethdspire to home ownership, which
raises the question of why the homeownership sase iow (Kohl, 2014).

Except in Germany, where attitudes have been pegitroughout the period, the attitudes of
national governments to the PRS have shifted dweelatst few years from broadly negative
or almost uninterested to positive, as the sestapiv seen as a potential source of housing,
particularly after the global financial crisis. fe is increasing emphasis on promoting
institutional investment into the sector in EnglaDénmark and the Netherlands.

However, there is little evidence that attitudeshef general population have not changed
significantly, despite the growing demand for pteveenting. In Germany and the

Netherlands in particular, populist pressures ailaising rents have led to increasing rent
controls in both countries and there are similaspures in England especially in London.

3.5 CONCLUSIONS

To some extent the housing systems in each obilrecbuntries have passed through similar
stages of development, although particular poliesiese implemented at different times and
trajectories have been significantly different,exsplly with respect to private renting. From
the reconstruction period after the second worldtwahe 1970s, the PRS shrank in almost
all countries across Europe except Germany. Tdnsraction was associated with weak
effective demand and the sector’s relative disathgavis-a-vis the subsidised social rental
sector and the tax advantaged owner-occupied seldimwvever, the demand for private
renting has been growing recently partly becausearéasing affordability problems, the
impact of the global financial crisis on accessnartgage finance and the consequences of
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the recession on both individual incomes and publenues. New financial incentives to
stimulate investment in the PRS have been intradiuica number of countries and there is
pressure across Europe to try to promote institatiomvestment into new supply.

It is also clear that rent deregulation is not #ficgent condition for the stimulation of private
investment in the form of either new constructiomemovation and repair in the PRS.
Moreover, where regulation remains strong it mail ta constraints on movement out of
the sector and the lack of other options which belmaintain the supply of private rental
housing. Thus, while in principle the potentiab@act may seem clear, it will usually be
misleading to isolate the impact of a single polmyiative. The context in which a policy or
programme is implemented and its dynamic interactidh other policies will have a critical
bearing on observed outcomes.
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Chapter 4: Drivers of change in the scale and rolef
the English private rented sector

The post war English housing system has been &gy four main periods:

» the first under both Labour and Conservative gavemts, when the emphasis was on
increasing overall supply, particularly through sidlees to local authorities to build
housing to be let at sub-market rents and taxfsaieesupport home ownership;

» aperiod (running from the election of the Const@weagovernment in 1979 to the
mid-1990s) when the emphasis shifted towards psatn of the social sector and
liberalisation of mortgage markets enabling thed-gpowth of owner-occupation;

* athird period from 1997 - 2010 when owner-occupabecame less accessible and
private renting became more important; and

» afinal period since 2010 in which government sthtb support new investment in
the private rented sector more directly.

Even within the first period there was some potiogcted at improving the operation of the
private rented sector, notably through regulatdrgnge. In the second period decontrol was
completed. But it was not until market conditiohsueged in the third period that significant
growth in the sector occurred and was then follolwedovernment initiatives to expand new

supply.

In this chapter we trace the political and econochi@nges that affected the supply of and
demand for private renting in England in these foeniods, with particular emphasis on the
legislative and housing policy changes that haveduketo determine the current role of the
private rented sector (PRS) in the English housysgem. The final section clarifies that
current position.

4.1 POST-WAR - 1979: THE DECLINE OF THE PRS

The immediate objective of post-war housing polgtgrting in the early 1950s, was to
supply the maximum number of houses in the mininpemod of time to solve the severe
shortage problem (Wendt, 1962). The Labour goventrput emphasis on local authorities
building social rental housing with the aid of gowaent subsidies and low-interest-rate
loans across the country. Local authorities predunore than 2.9 million housing units in
the two decades after the War. This housing wistbihigh standards and was aimed
mainly at low- to middle-income households who daoaiiford the quite high rents charged
(Lowe, 2011, p.50). Much was in suburban and dreleinareas and consisted of terraced
and semi-detached dwellings with gardens. Themeamaincreasing emphasis on urban
slum-clearance programmes (implemented througkelacgle demolition and rebuilding)
and re-housing of lower-income inner-city populaigPower, 1993). This had a direct
effect on the amount of privately rented accommiodadvailable as most of the slums were
in that sector. The new housing was typically binilthe form of large estates and at high
densities, sometimes in the form of high-rise aparit blocks — where the slums had been
cleared — but also in estates at the margins @rudoeas. In addition, the role of local
authorities in housing was extended in the 1970khéyHomeless Persons Act 1977 which
gave them a more general responsibility to ensteguwate housing in their borough
(Boelhouwer and van der Heijden, 1992).
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The housing policy pursued by the Conservative gowent between 1951 and 1964 placed
more emphasis on promoting the private sectoriquéattly owner-occupation. In particular,
taxation of the imputed rental income of home ownetich had been in place since the
eighteenth century, was removed in 1963. Thisia®ed the tax benefits of owner-
occupation as compared to private renting. Howdhergovernment maintained local
authorities’ capacity to build with the help of @subsidies and rent surpluses, and
continued to support slum clearance programmes.

In the private rented sector rents had been madieat 1939 levels, but through the 1954
Housing Repairs and Rents Act the Conservative ovent allowed some limited
increases for dwellings in good repair. It als@é@ew and converted private rental units
from rent controls. These changes had little oeffiect on investor behaviour as the system
was so far out of equilibrium. Thus the Act did fead to significant new construction of
private rental housing or indeed to any large spedgramme of repair (Harloe, 1985).

The 1957 Rent Act was a much more comprehensiveuneatended to tackle five
problems in the PRS: under-occupation, lack oblamobility, the unwillingness of
landlords to make repairs, anomalies arising froaperties of similar market value having
different rents and the lack of adequate returnsem investment in the sector (Headey,
1978; Heath, 2013). The 1957 Act immediately déadied rents on more expensive
properties as well as across the market when thasea change of tenancy. This meant that
4.25 million properties out of the seven milliontire PRS were still subject to rent control
but it also enabled creeping decontrol when tenefttsThe Act showed how many landlords
had been held in the sector by regulation — anefieet of relaxation was to reduce
investors’ involvement in the PRS rather than tpagd investment. Large numbers of
properties were transferred into owner-occupatiwaugh sales, either to sitting tenants or
when they fell vacant, in part because of the fieat rent control would be re-imposed.
Tenants’ increasing access to building society gagés as incomes rose helped to support
this transfer.

The private rented sector as a political footbafittnued once Labour was re-elected. The
1965 Rent Act introduced a different form of reantrol in the form of ‘regulated tenancies’
with ‘fair rents’ for unfurnished private rentalqperties, the levels of rents to be determined
by local Rent Officers. Rents in the furnishedteeremained market determined until 1972
when the furnished PRS was brought into the sy$tesident landlords were however
exempted from regulation). After a number of scésmdhe 1977 Protection from Eviction
Act further constrained landlord powers to eviditlienants. In addition the 1974 Labour
government introduced a municipalisation progranbmehich local authorities could
purchase dwellings on the market, including largebers of privately rented properties,
often in disrepair.

Policies during this period helped to generateiooet decline in the private rented sector.
Indeed, the proportion of private rented dwelling&ngland’s total dwelling stock was
reduced from 32 percent of 11.7 million dwellingsl®51 to 12 percent of 17.8 million
dwellings in 1979 — an absolute reduction of sdn7® million units.

Other factors which reinforced decline includedtiekely rapid economic growth over much
of the period; rapid general and house price iitain the 1970s which favoured owner-
occupation because sales were not subject to tgpites tax as compared to private rented
housing; and, starting in the late 1960s, somediisation of housing credit. As a result the
role of the PRS in the English housing system veas s ‘residual’ — housing the young and
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mobile, providing accommodation with employment aeting as tenure of last resort for
those unable to find accommodation in the majdatures (Bovaird, et al., 1985).

4.1 Major drivers affecting PRS size and investmentl945 - 1979

Local authority Private rented Owner- Economic Outcomes for
sector sector occupation environment PRS
Large scale Slum clearance | Support for new | Economic Decline in sector
investment in new build growth in in proportional

building and Rents 1950s and and absolute

improvement deregulated, then| Sales from PRS | 1960s terms
modified re-

Municipalisation regulation Improved tax Rapid Almost no new

in 1970s reliefs inflation in investment in
Incentives to 1970s PRS

Income-related rent improve and new| Improved access
rebates from 1972 | construction in to mortgage

1950s finance especially
in 1970s

Standards

regulation

Income-related
housing
allowances from
1974

4.2 1980 - MID-1990S: EXPANDING OWNER-OCCUPATION AT THE EXPENSE OF
THE RENTED SECTORS

The Conservative government elected in 1979 adapteslising policy based on
privatisation and liberalisation, cutbacks in patd@kpenditure and restructuring housing
subsidies.

The Conservative government regarded owner-ocaupas an essential component of a
‘property owning democracy’ and promoted owner-@ation to all households except the
most disadvantaged (Saunders, 1990). The mostdimteepolicy to promote owner-
occupation was the Right to Buy. Introduced urtderHousing Act 1980, it required local
authorities to offer tenants the opportunity to Ibhgir council-owned houses at substantial
discounts from the market value. Between 19801&%¥ 1.3 million council homes in
England were sold, with a further 600,000 betwe@9i7land 2014 (DCLG, Live table 671).
The focus of the social rented sector was shiftealydfrom housing mainstream tenants to
provision for the most disadvantaged, such as hesedlouseholds, the elderly and the
disabled (Lee and Murie, 1999). Overall, the sesa# the Right to Buy had a profound
effect in changing the tenure structure in Engl@rmrest and Murie, 1988). In particular it
contributed to a significant growth in the ownercgied sector during the worst of the
economic recession in the period 1981-1987 (MaJd883, p.78). However by 2014 it is
suggested that more than one in three of thesdidgg} nearly 700,000 units — is now in
the private rented sector (Copley, 2014; Apps, 2014

The 1980 Housing Act also introduced new formsssiuaed and shorthold tenancies in an
attempt to help rejuvenate the PRS but these ttedilnmediate impact.
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Another important initiative which benefitted owrmrcupation was finance market
liberalisation which made it worthwhile for mairesam banks to enter the mortgage market
and resulted in much easier and cheaper accessrtgage finance for larger numbers of
households (Scanlon and Adamczuk, 2016). The malpr offsetting policy was a series of
restrictions on mortgage tax relief which signifidg reduced the value of this benefit from
1990 and phased it out completely in 2000.

Of more immediate importance was that from 198%/@0e was a major economic crisis

with rapidly increasing unemployment, large fafigéal house prices and a sudden decline in
inflation. The result was that many mortgagorsifetb negative equity and there were large
numbers of possessions, with the market not impgpuntil the mid-1990s. It was during

this period that owner-occupation started to failbag younger households, especially those
in their twenties.

The 1988 Housing Act introduced a range of maj@anges to the social and private rented
sectors. In the social housing sector, it intr@tba mixed funding regime. Housing
associations were to be provided with governmeamitgrand at the same time could borrow
on the private finance market. The Act gave assioris the freedom to set rents based on
costs up to market levels (Malpass, 2000; Whiteh&889; Tang, 2008), which supported
this commercial borrowing. The 1989 Local Governtrend Housing Act eliminated
central-government subsidies to local authoritydnogiand limited authorities’ capacity to
borrow for housing purposes (Malpass and Warbut6@3). It also provided the legal
framework (and incentives) for large scale voluptaansfer (LSVT) of local authority
properties to housing associations, further reduoimbers of council-social rented
accommodation (Malpass and Mullins, 2002; Pawsbal.£2009). The Right to Buy,
LSVTs and falling public expenditure together ledadpid declines in the local authority
sector housing which were only partially offsethusing association investment.

The 1988 Act also completely deregulated the PR8bolished rent regulation for new
leases signed from 1 January 1989. Landlords pemaitted to charge full market rent and
to increase rents as set out in tenancy agreemahts than by an amount specified by
statute. However, tenants could apply to the Resessment Committee if they felt
increases were too high. Existing tenancies bégfiore 15 January 1989 were still
‘regulated tenancies’ (subject to ‘fair rents’)helr1988 Act also introduced the Assured
Shorthold Tenancy (a minimum six-month tenancy wibhfurther security of tenure) which
subsequently became the default type of tenancgntheé 1996 Housing Act, and required
landlords to give tenants a minimum of two montinsice.

The government introduced one important short-tesxradvantage to the PRS in 1988. It
extended the Business Expansion Scheme, whichigesetives to small investors to get
involved in more risky business start-ups, inclgdio landlords of newly constructed assured
tenancies for the period 1988 - 1993. During tleaiqal some 81,000 dwellings were added
to the PRS stock, although a high proportion ofuthiés provided were only available to
students (Crook et al 1995; Hughes, 1995).

The very limited security of tenure introduced bg Assured Shorthold Tenancy together
with increasing competition among mortgage lendegated the conditions for the mortgage
industry to lend more easily to private landlof@sllowing a 1994 initiative by the
Association of Residential Letting Agents, the Baylet mortgage from July 1996 became
available to private landlords to purchase proptrtet. The loans were usually interest
only, based on projected rental income, with laawalue ratios of up to 85 per cent of
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capital values and at interest rates little abbesé for owner-occupiers (Rhodes, 2006; Ball,
2006).

A further initiative, housing investment trusts TI4) were introduced in 1996 in order to
bring pension and other long term funds into pelyatented housing, including existing
lettings. However major investors did not see tlasmvorthwhile and no HITs had been set
up by 2010. The introduction in 2005 of UK-REIE4f estate investment trusts) legislation,
based on the US model, made it possible for ligund publicly available property
investment vehicles to be available to a wide rasfgevestors, with the aim of encouraging
increased institutional and professional investneibbth commercial real estate and
privately rented investmefBall and Glascock, 2004)UK-REITs have been allowed to
operate since January 2007. Most invest in comaleand retail property, although a small
number also invest in rental accommodation. Asthetre are no REITs that are solely for
residential property

In 1980 the PRS consisted of some 2.1 million ysisnewhat less than 12 per cent of the
total stock. In 1996 the number of units was alneaactly the same, but accounted for only
just over 10 per cent of the stock. However inititerim there had been further decline, to
as low as 1.8m in the mid-1980s, and this lossamig slowly offset from the early 1990s.
Even then, Crook and Kemp (1996) pointed out thtdf the expansion during the early
1990s could be explained by ‘property slump laradowho were unable or unwilling to sell
at that time because of the state of the ownergedihousing market.

Table 4.2 Major drivers affecting PRS size and invg@ment 1980 - 1996

Local authority Private rented Owner- Economic Outcomes for
/social sector sector occupation environment the PRS
Right to Buy Introduction of Right to Buy Major The decline in the
_ assured and significantly economic and| sector showed
Reduced SU_bSIdy tOshorthold increased the size| housing crisis | signs of being
local authority tenancies 1980 | of the owner- 1989/90 reversed - even
housing leading to occupied sector though the PRS
higher rent Assured Large was roughly the
N Shorthold Liberalisation of | numbers of same size at the
Local authorities’ | Tenancies with | mortgage credit | possessions | end of the period
ability to borrow | minimum six o and as at the
and provide local | months security | Reductions in mortgagors in | peginning.
subsidies for introduced 1988 | mortgage tax negative
housing purposes relief equity The BES scheme
removed Business showed
, Expansion Improved access | | ow inflation | investment in the
Capital grants to | Scheme (BES) tax 0 mortgage environment | pPRS was possible
housing reliefs 1988 - finance especially| from early with significant
associations 1993 in 1970s 1990s tax breaks
Mixed funding Buy to let
regime for housing mortgages
associations introduced 1996
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4.3 1997-2010: WORSENING AFFORDABILITY AND STRONGGROWTH IN THE
PRS

The Labour governments of 1997-2010 continued thes€rvative’s market-driven housing
policy, supporting owner-occupation; increasingubke of private finance for social housing;
moving further away from rent-based subsidies tamseested, individual rent allowances;
and promoting ‘choice’ as a guiding principle obja service delivery (Le Grand, 2007).

In social housing, the 2000 Housing Green Papaality and Choice: A Decent Home for
All, set the framework for rent restructuring to med@s consistent across the social rented
sector in the 10-year period from 2002 to 2012 (BEhd DSS, 2000). Rents on existing
properties were allowed to rise by RPI plus onegeset and new tenancies were set in line
with national rules.

In the owner-occupied sector mortgage tax relies fwaally phased out in 2000 but the big
changes were in the finance market where selffzttiinterest-only and longer term
mortgages were introduced. However house pricas napidly especially after the turn of
the century and the numbers of first-time buyelidiem 2003. From 2008 credit

availability was extremely limited and required dsips rose from an average of 10 per cent
to 25 per cent. As a result the number of firstetiouyers fell even further, to as low as
200,000 in 2010 compared to 590,000 in 1999. kasd excluded from owner-occupation
the only options were continuing to live with paisear becoming private tenants. Equally,
many existing owner-occupiers could not easily tadlr homes so entered the rental market.

In the PRS, the main focus of policies was to skateuthe supply of private rental dwellings
by institutions rather than individual investorgee though the latter dominated — and
continue to dominate —the PRS. Initiatives inctlttee BES scheme noted above; the
Housing Investment Trust Scheme (HITs) (Crook £1898; Crook and Kemp, 2002) and
the introduction of Real Estate Investment TruREITS).

The government introduced regulations to improaadards of the PRS in the 2004 Housing
Act including mandatory licensing of private rertauses in multiple occupation (generally
those let to three or more unrelated people); ammyging fithess standard for the PRS; local
council powers to take control of a property thaswot being managed responsibly and
safely for the benefit of the occupiers; and arrapgd tenancy deposit scheme. However the
most important factor leading to improvements i BHRS came from the increased flow of
investment into newly constructed dwellings fromadirscale buy-to-let landlords.
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Figure 4.1. Buy-to-let gross mortgage advances, @B-2013
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Source: CML Table MM17 Buy-to-let gross advances.

Indeed the growth of the PRS depended almost gntiresmall investor activity, largely
financed through buy-to-let (BTL) mortgages. Fribrair introduction in July 1996, BTL
mortgage advances increased to over 346,000 in, 200va value of over £45.7 billion (Fig.
4.1).

A report by Rugg and Rhodes (2008) identified tlestimportant factors generating the
demand for private renting. They were:

. enhanced student numbers;

. increased inward migration;

. higher levels of relationship breakdown;

. increased demand that would otherwise have beenechfor in the social rented
sector;

. growth in the numbers of younger tenants rentimglifestyle’ reasons; and
. worsening affordability problems for those wanttogaccess home ownership.

This increasing demand was met in part from newhstructed dwellings, but mostly from
the transfer into private rental of existing uniitat had been in the social and owner-
occupied sectors. Although some 220,000 dwellmegse built for the social sector over the
period 1997- 2010, the number of units fell by he&60,000. Equally 1.6 million private
units were built but owner-occupation rose onlyabgund a million. In part this was because
of the growing numbers of Right to Buy dwellingsiethmoved into private renting; in part
because after the global financial crisis ownermpoers who could not sell became landlords
instead.

Overall in the period 1997-2010 the private reritedsing stock increased by some 85 per
cent, and as a proportion of the stock grew frosh qver 10 per cent to around 17 per cent.
By 2010 there were some 3.9 million privately rentaits — a figure last seen in the mid-
1960s. Far more of these additions were newlyt hoiines than had been the case since the
1930s. Although exact numbers are not known, &gouent analysis (HM Treasury, 2010)
based on a sample of BTL mortgages between 2002@0d suggested that BTL might have
contributed to 35,000 units a year, or aroundth bf all new completions.
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Table 4.3 Major drivers affecting PRS size and inng@ment 1997 - 2010

Local authority Private rented Owner- Economic Outcomes for
/social sector sector occupation environment the PRS
Right to Buy Growing Easier access to | Low inflation | Private rented

continued importance of buy mortgage funding| continued but | sector grew
to let mortgages | until 2008 when | house prices | rapidly mainly
Reduced subsidy tp became extremely rose rapidly | from existing
local authority Some incentives | difficult from early units
housing leading to| to institutional 1990s
higher rents investors Removal of A proportion of
mortgage tax Incomes buy to let
relief growth did not| properties newly
keep pace built
with house
prices No evidence of
institutional
Reduction in | investment
interest rates
from 2008

4.4 2010 ONWARDS — CONTINUIG EXPANSION IN THE PRS

The Conservative-Liberal Democrat Coalition Goveentrelected in May 2010 put the
highest priority on reducing the financial defioit imposing sweeping reductions in public
spending (Taylor-Gooby, 2012). This was also astegnd of the Conservative manifesto in
2015.

The 2010 Comprehensive Spending Review announcath®st three quarters cut in capital
expenditure on social housing (Jacobs and Man2i320New building was to be maintained
through a new ‘affordable housing’ model, underahhsocial landlords could charge rents
on new property of up to 80 per cent of marketgaWacant units could also be transferred to
affordable rent. Housing Associations were requicekinvest the additional income in new
housing. This allowed greater borrowing and gemreraround 180,000 new units up to 2015.
The funding model for local authority housing wésoamodified to enable additional
provision. Even so the size of the social housew@ continued to fal,l in part because of
the revival of Right to Buy.

A second element in the austerity package wastampat to control the Housing Benefit bill.
Over the period from 2010 to 2015 a large numbetetdiled changes were made to the
Local Housing Allowance (LHA, the PRS form of haugibenefit which applied to below
median rents in the locality) with the aim of regtng eligibility and reducing rents in the
PRS. The evidence suggests there was little impaotnts, and that tenants have borne the
brunt of these changes (Brewer et al, 2014). Asiféi 4.2 shows, benefits to private tenants
(which include both PRS and LHA) have continuethtvease.
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Figure 4.2 Housing benefit expenditure by tenure, €at Britain, 1994/95-2017/18

(£ million)
£ million
£30.000
m Local Housing
£25.000 Allowance
£20.000 Private Rented
Sector tenants
£15.000
Housing Association
£10.000++— — — — — — L . L Tenants
£5.000 - m Local Authority
Tenants
£0 - D O~ 00O OO0 d AN M T W OO0 O AN MS U0 O© N~
D OO0 O OO0 0000000 d d dd A A A d -
~ ~ ~ -~ ~ ~ ~ ~ ~ ~ ~ ~ ~ -~ ~ ~ ~ ~ ~ ~ ~ ~ ~ -~
S O O 00O OO0 d AN MITWM OO O AN MST W0 O~
DO OO OO OO OO0 O 00000 d oA d A A oA A o
D OO OO OO O OO OO O OO O OO0 OO0 OO0 O o Oo o
™ NN AN NN AN NN ANANNNNNNNNN
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Overall,LHA has acted as an important ingredient to supihedemand for privately rented
accommodationincreasingly, and especially since 2010, privatee@ dwellings have

become a major source of accommodation for homélesseholds and more generally a
substitute for council and housing association lmaur lower-income households (Kemp,
2011). Universal Credit will increasingly take thiace of the LHA, starting from late 2013
but not becoming important until 2016/17. It im&gs housing benefits into a broader based
income support system which will continue to maimthe PRS’s role in compensating for
the lack of social housing for the poorest hous#hol

The policy goal of attracting institutional investnt into private rental housing once again
came to the fore after the 2010 change of goverhmiEme March 2011 Budget contained a
set of measures aimed at creating a more tax-@fti@ipproach to large scale investment
through REITs (Stephens and Williams, 2012). Havenf themselves these changes did
not stimulate an incremental flow of institutiomayestment into new housing built
specifically for rent. After an independent reviefwvays to attract institutional investment
into the sector (Montague, 2012), the policy ptioshifted to the development of a new
‘Build to Rent’ scheme. This term describes lasgate purpose-built rental-only blocks that
are in single ownership, an industry model comnmomany European countries but not seen
in the UK since the 1930s (Pawson and Wilcox, 2@k&nlon, et al., 2013). The first group
of Build to Rent projects, announced on 16 April20will contain up to 10,000 new homes.
In addition the UK Government announced a £10drillebt-guarantee scheme to support
new build to rent developments in the UK (Wilso@12). Overall, these two measures
aimed to reduce the costs and risk of financeftgrdint stages of development and
ownership of the new private rental dwellings.
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Despite all these government efforts, the roleefiiutional investors in the PRS is still
negligible. Most of the institutional investmeirtdarge-scale rented housing are in London.
A recent survey of institutional investors by thedstment Property Forum suggested that of
a total £180 billion in property assets held byiFkitutions, only four per cent was invested
in residential, and of that under half in PRS ass&his was an extremely small amount,
compared to the total estimated £2.7 trillion ©2&K institutional assets under management
(CBI, 2013).

A number of studies have looked at why institutianaestors have not become significant
players in the residential property market and hgeugerally identified a common set of
factors (Daly, 2008; HM Treasury, 2010; Hut,al, 2011; Scanlorgt al, 2013):

* the difficulty that developers of PRS-specific ldinlgs have competing for land
against owner-occupation;

* lack of development finance;

* low risk-adjusted vyields;

* lack of investor experience in the sector togethiér the very limited performance
data on which to base decisions;

* the need for scale: Savills (2014) comments thatabk of large-scale purpose-built
private rental stock and the operational platfotongin them is the main barrier to
investors in PRS (see also Milligaet,al, 2013).

* negative investor and local government attituddbecsector: it has been suggested
that some local authorities have not adopted tbhegpowth approach of the National
Planning Policy Framework and have blocked the lsupfmnew housing in their
areas (CBI, 2013).

* poor quality and expensive management;

* reputational risk; and

* uncertainties around the regulatory and taxatigmres.

Finally, inthe owner-occupied sector the number of first tbugers started to pick up from
2012 assisted by the Help to Buy programme fron8201nder this scheme the government
provides an interest free 20 per cent equity laan@w homes for five years which allows
lower deposits and monthly repayments. By 201detiaeere more than 300,000 first time
buyers and this level has been maintained in 2Gdwever this is still well below the
average before the financial crisis. This is pattie to restrictions on mortgage lending
introduced in the wake of the mortgage market re\(ldontague, 2012), which took effect

in 2014, but also to continued concerns about tb@e@my and the fact that although
employment has risen there has been little impadhadividual incomes.

Neither policy changes nor market changes have gwmwh to slow the growth of the private
rented sector. Between 2010 and 2014 the privatedestock grew by around 675,000 units
while owner-occupation fell by around 185,000 aada housing grew by some 45,000
units. As a result the private rented sector nogoants for almost 20% of all dwellings.

Pawson and Wilcox (2013) argue that, although santed properties are newly built,
mainly entering the sector as Buy to Let purchag#s as yet, very limited institutional
investment, the recent expansion of the PRS iglaifgelled by transfers of existing homes
from other sectors. New building is still mainiyreed at social housing and the owner-
occupied market. If the housing market recovémsse dwellings may transfer back to owner
occupation (Scottish Government, 2013).
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Most recently the Conservative government haseshiolicy towards expanding owner-
occupation through the Starter Homes initiativegarmwhich developers are required to
provide homes for low-cost purchase rather tharakoc affordable rent, and the
continuation of Help to Buy. Dwellings are alsdomtransferred from the social sector into
owner-occupation through extending the Right to Buldousing Association tenants — and
the money this generates will pay for new houssagne of which will be for owner-
occupation. Small individual buy-to-let investors the other hand are to lose some of their
tax reliefs, in part for macro-stabilisation reas@tanlon et al, 2016). They will also be
required to pay higher transaction taxes on puehaginvestment properties to prevent
‘unfair’ competition with first-time buyers.

As at 2015 the relative tax position between owsmadpation and private renting can be
categorised as:

* owner-occupied housing is treated as a consumpgbod in that there is no tax on
imputed income but equally no allowances for mayeggand other costs. Most
importantly in the English context the principlen® is exempt for capital gains tax.
The government is also intending to exempt progesalued at under £1m from
inheritance tax if the property is left to the dnén;

* subsidies to support entry into newly built hormetude the Help to Buy 20 per cent
interest free equity loan for five years and stanomes available to first time buyers
with a 20 per cent discount on market value;

» tenants pay rents out of taxed income; low incoanants receive Local Housing
Allowance based on income, rent and household ceitipo;

* landlords pay tax on PRS income as an investmempirpetual asset — ie there is no
depreciation allowance and tax is paid net of casisse costs, including mortgage
tax relief at basic rate tax or company tax rates@her costs of renting out property

are deductable— with some constraints. Salesudnject to capital gains tax
* Developers building for the PRS may benefit from Build to Rent Fund and
institutional investors from low cost debt finarggaranteed by government.

. Table 4.4 Major drivers affecting PRS size and inv&ment 2010 -2015

Local authority /social
sector

Private rented sector

Owner-occupation

Economic
environment

Outcomes for the
PRS

and extended to
housing associations
from 2016

Reduced subsidy to
local authority housing
leading to higher rents

Right to Buy continued

Policies to support
developers and
institutional investors
in new PRS dwellings

Support for lower
income tenants
through local housing
allowance faced
increasing restrictions

Tax reliefs reduced
for Buy to Let
mortgagors

Transaction taxes
increased for small

landlords

Help to Buy initiative
to support households
into new dwellings
from 2013

Starter Homes
initiative

Mortgage Market
Review further
limiting access to
credit

Low inflation
Low interest rates

Slow economic
growth

Increased
employment but
limited income
growth

Private rented sector
grew rapidly mainly
from existing units

A proportion of Buy
to Let properties
newly built.

Some evidence of
limited institutional
investment.
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4.5 CONCLUSIONS: KEY CHANGES IN INCENTIVES AND CONS TRAINTS IN
ENGLAND

One aim of this analysis is to identify those motaewvhen incentives and constraints
changed, and consumers and providers modified blediaviour enough to affect the scale
and role of the PRS. We are looking particuladiydhanges in incentives to undertake new
investment.

The analysis points clearly to the importance ditipal change. The four stages we
identified are all associated with particular geweents and their different ideologies.
Governments pursued their policy goals by

» changes in regulation — not just of the PRS but afghe finance market, which
modified households’ capacity to choose tenure,@drsibcial sector powers and
responsibilities with respect to homelessnesstigje to build and the Right to Buy;

» changes in subsidies to the social sector, to owoeunpiers and to tenants; and

* tax changes, notably with respect to owner-occeopaind the PRS.

Not all of these were instrumental changes aimgxhdicular behavioural or economic
outcomes — many were driven by ideology. And winlestrospect we can identify the key
importance to the evolution of the PRS of certahqges (e.g. the 1988 Housing Act), we
cannot assume that policy-makers at the time irgéma foresaw those longer-term effects.

What is also clear is that the economic environnebanges the importance of particular
policy interventions and so generates outcomesthwiacy with that economic environment.
In this context the three most important factoes ar

* income growth, which opens up housing and investmienices to government and
consumers alike;

» inflation, which interacts with the tax system mesly to change the incentives for
households to be in a particular tenure;

* macro-economic volatility, which changes both iatrates and the risks around
tenure choices and interacts with macro-stabibsapiolices to expand or limit
choices notably in response to the global finanmigis.

In the English context, the most important evehéd tould be expected to have changed
incentives and behaviour were:

* 1957 when major rent decontrol was introduced fasset increases for PRS tenants;
returns on landlord investment increased — butasmobmpetitive levels);

* 1974 when income related benefits for private ténamere introduced (net user cost
for PRS tenants falls);

* 1977 when the Homeless Persons Act was passeddogal authorities
responsibility for re-housing those accepted asdiess in later periods (increases
demand for PRS);

* 1980 when there were regulatory changes both teR® and to the finance market
for owner-occupation plus the Right to Buy for coiitenants came into force
(reducing demand for PRS — but in later periodssiasing supply);

* 1989 when full decontrol of rents and short tercusigy of tenure were introduced
and at the same time the economy and the housirkgetrfaced a major downturn
(user cost increases foewPRS tenancies though more apparent in the long term
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than in Year 1, rental returns on landlord investmecrease, again more apparent in
long term, but offset by negative expected capj&hs)

» 1996 when buy-to-let mortgages, an industry init&ato expand the market, first
became available (helping overcome constraintaodlbrd borrowing and so
increased both the number of landlords able toshaed the amount they could
borrow);

» 2007/8 the global financial crisis resulted in masshortages in credit availability,
reduced transactions in the owner-occupied seatbpashed both supply and
demand into the PRS; and

e 2015, when changes in subsidies and tax reliefe woduced (reducing returns to
small individual landlords in particular and incse®y incentives to enter owner-
occupation).

What is very obvious from this list is that mostloé policy changes can be expected to be
slow burners and that they interact with one anadind sometimes pull in different
directions. As a result there can be no simplaupgctWhat is also clear is that there was
undoubtedly a turning point somewhere in the 199psobably starting from 1990 itself —
when demand moved more towards private rentinglaaicthis shift has accelerated since
2000 and again since the global crisis.

What is less clear is how much this change in dehias impacted on new investment. It is
clear that private landlords have remained in atiradly poor tax position both as compared
to owner-occupiers, at least with respect to chgdas, and as compared to investments that
allow depreciation. The 2015 changes worsen thsitipn. So whether or not it is worth
investing depends significantly on the relative artpnce of rental income and capital gains.
As compared to business investment the decisioardkgpon risk and return — which is why
the government is looking to bring in institutiomaestors interested in longer term
predictable rental returns. This has clearly notogen successful — arguably in part because
of the uncertainties surrounding the sector angtlee of housing which is mainly
determined by owner-occupier demand.

Understanding the role of private renting: A four-country case study Page 49



Chapter 5: Drivers of change in the size and rolef
the private rented sector in Germany

5.1 SEVEN DECADES OF HOUSING POLICY

The market economy in the former West Germany haglanned economy in the former
East Germany, each characterised by a distincalsgalitical and economic background,
were merged during reunification in 1990. Tod&g German housing system is
characterised by the following features. Firshas a large private rental seét@nd the
owner-occupied housing sector is smaller than inyriauropean countries. Second, social
housing programmes provide direct subsidies tarehbusing as well as to owner-
occupation. Unlike many European countries, puddlithorities make only a marginal
contribution to the social rented housing stockproximately one-third is provided by
private landlords and two-thirds belongs to housiagociationsGemeinniitzige
Wohnungsunternehmemhich became private landlords when their tax prges expired in
1989). Third, taxation favours investment in hagsgenerally, and there are only modest
differences between the different tenures.

This chapter identifies and traces the significamiceome general political and economic
changes that affected the supply and demand dditerrenting in Germany over the last 60
years. The review charts the development of then@e housing system in five timeframes:
1950s-1960s, 1970s, 1980s, 1990s, 2000s, mid-20¥@shen turn to the current tax and
subsidy system as it affects private rented housimjthe comparative position of other
tenures.

Post-war period: large subsidies for housing construction and gradual relaxation of rent
control (West Germany)

Directly after 1945, West Germany engaged in a massew construction programme to
compensate for the loss of some 5.5 million dwgtliduring the war years (Power, 1993).
First, rent control in the form of a nominal reredze was imposed. Then, the federal
government set out the First Housing Act of 195@\(ohnungsbaugesgtwhich marked the
beginning of ‘social’ or subsidised assisted hoggmGermany. The construction of social
housing was promoted by direct subsidies and pgjlazantees, declining-balance
depreciation (so that the depreciation charge ieslover the life of the building) and
exemptions from real property tax. The Act was iagieel in certain aspects in August 1953,
and further amendments were incorporated in 1968istinguished three types of housing
(Wendt, 1962):

i.  Social housing in receipt of direct subsidies ama-interest-rate loans from
public funds
Subsidies for new social housing development weadable not only to
municipalities and other public housing authoritigsblic (non-profit) and
private (for-profit) housing associations (&semann, et al., 2014), but also to
private builders. Those receiving such subsidiesewequired to charge social
rents for a fixed period which — depending on ttieesne — lasted for up to 30

! This includes the rental sector in former Eastn@ay, which was classified as private rental after
reunification although it had many features of abrented housing.
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years. Subsidised social housing was intendedgpilyrfor the broad masses of
individuals in the lower income groups. There wegrictions on dwelling size,
rents and tenant incomes. When the subsidy logefiod expires these
dwellings become subject to the regulatory regifh® private rented sector.

During the early days of social housing, a standantd was fixed by the
authorities. This rent was based on landlordsts;@slculated according to
defined principles, and in most cases was appriydmbow the market rent
(Voigtlander, 2009).

ii.  Other housing aided by tax concessions and tax jgtxens
Certain newly constructed dwellings were exempnftbe annual land tax for 10
years and any costs, including depreciation, cbaldet against income from any
source (Tomann, 1990). There was a dwelling-smg, lalthough housing
projects utilising tax concessions and exemptiarelly provided homes
larger than those in the subsidised social hoysioggcts.

iii.  Private housing funded entirely by private monethaut any financial
privileges.

The First Housing Construction Act of 1950 set algd producing 1.8 million new social
dwellings over a six-year period. This goal waacheed by 1956, and by 1959, social
housing accounted for 55 per cent of total dwellingmpleted (Wendt, 1962, Table V-6).

Recognising that the rent freeze at pre-war lewls holding rents at an uneconomic level, a
rent law was enacted in 1954 which allowed an eseeof 10 per cent in rents for all
dwellings constructed prior to the currency refami948, and an increase of 15—-20 per cent
for dwellings with central heating and other amiesit It also allowed landlords to charge
supplementary rents if repairs were made. Suppleanecharges for repair in older
buildings were not included in the standard rentwich the permanent increases were to be
calculated. The purpose was to prevent the digdd of older buildings. As a result of
these changes, the index of residential rentslifan@me groups rose rapidly to 120 per cent
of the 1945-50 level by 1958 (Wendt, 1962).

The Second Housing Law of 1996 WWohnungsbaugesétaromoted owner-occupied

housing construction according to similar princgpées those for social housing, but the
number of new dwelling units initially for the reimarket nevertheless always exceeded the
number of new owner-occupied properties in the $95Ihis is probably due to the fact that
the market for private mortgage financing had regrbestablished, which meant that
households wanting to buy a home had to find a siepbbetween 35 and 40 per cent of the
equity (Voigtlander, 2009).

A new rent regulation, effective from August 195Bnplified former rent restrictions on
approximately nine million existing dwellings (Wend962). Rents were deregulated
incrementally from 1961 onwards under the ‘Act ba Cutback of Housing Control and on
Socially-oriented Rent and Housing LegislatioBetetz Giber den Abbau der
Wohnungszwangswirtschaft und Gber ein soziales Mgt Wohnrecht_erbs, 2014) in so-
called ‘white districts’ (regions in which the haog shortage was below three per cent). At
first, only 52 districts were liberalised, but b96B, only Berlin, Hamburg and Munich still
applied rationing systems and rent control. Beeaiighe decontrol and subsequent soaring
of rents, housing allowanced/6hngeldl were introduceth 1965 (Tomann, 1990).
Additionally in 1960, the West German governmetmaleisshed the comprehensive tenant
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protection laws in the Code of Civil Law which inded rules governing protection against
eviction by landlords.

1970s. introduction of comparable rents and limits on rent increases (West Germany)

The inflationary period of the 1970s led to a baarhousing construction and excess supply
in the housing market until the end of the decaliso, the rent control system applied
throughout the 1950s and 1960s led to a widespedilem of derelict housing in inner
cities. To tackle urban decay in cities and to lsantand speculation, the Social-Liberal
coalition government created a new urban developpaicy in 1971 which included large-
scale social housing construction programmes.

The federal government also enacted the 1971 Riartenf Tenants from Arbitrary Eviction
Act (WohnraumkindigungsgesgtzThis prohibited eviction except under the faliog three
conditions(Borsch-Supan, 1994):

1. if the tenant severely breaches the contract (eg dot pay the rent);

2. if the landlord or a close relative wants to maw®ithe unit and has a just cause for
doing so; or

3. ifthe landlord is severely inhibited in the apmiafe economic usage of his/her
property (eg conversion into office space in aesssgned by zoning laws as a
business district).

The courts have been very restrictive on the twterda&lauses and rarely permit such
evictions.

The 1971 Act also abolished rent control and intoasdi a local comparable market rents
system Yergleichsmietenregeluijg The comparable rent is typically differentiatedtype,
size, condition and quality (including featuresatetl to energy use), as well as the location
of the building. Under this system, which is gtillplace today, rents can only be increased if
they have not been raised during the last yearjfahd landlord proves by referral to a rental
index Miethdhegesejar by reference to existing, comparable tenan@iestspiegel
translated as rent mirro@xley et al, 2010). Since the rental index is gfsvealculated on

the basis of past rents, the rent level is alwayswb the level in the actual market when rents
on the whole are increasing. Therefore, espedatliong-staying tenants, renting a new
apartment or buying a home can be unattractiveegimair current housing costs are below
market prices (Hubert, 1998). Complementing th& sgstem, rent adjustments for sitting
tenants are regulated by putting an upper liamt the rent cannot be raised within three
years by more than 20 per cent. Apart from ‘notmeadt increases, landlords are allowed to
increase rents after modernisation, including enpergdernisation, with a maximum of 11
per cent of modernisation costs (Cornelius and Rke2014). However, there is no
restriction on the rent level for a new letting.

In 1976, important tax concessions were extendeaviter-occupiers buying dwellings from
the existing stock. This promoted substantial epsions from rented dwellings to owned
condominiums, often at the same time as major ingreents (Tomann, 1990).

This period also saw the start of a shift in thrgeagroup for housing policy. From
subsidising broad sections of the population, haupblicy began to target lower-income
groups and particularly families (Haffner et a, 200

At the end of the 1970s, high inflation and intérases greatly increased the cost of social
housing construction, which fed through to increlgseblic expenditure. The Social-Liberal
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government and thendergovernments attempted to reduce expenditure liyrghfrom
capital grants to annuity payments. Also, subsiliients were increased in line with
inflation so as to keep costs under control (Tomase0).

1980s:. shift from supply subsidies to housing allowances (West Germany)

In the 1980s, the federal government executed atapnstabilisation policy to counteract
the moderate economic growth and rising unemploymegether with the deceleration of
inflation. However, the stabilisation policy lenld sharp rise in the long-term interest rate.
In this economic environment, the new Christiandtdd coalition government (since 1983)
promoted a fundamental deregulation of the housiagket. The government began to shift
the emphasis of housing policy from supply subsideehousing allowances. Also, after the
collapse of Neue Heimat (the largest housing aasoniin Western Europe), tax exemptions
for non-profit associations were abolished in thetext of a general tax reform. Mainly to
stimulate construction activity and economic grovidmporary tax deductibility of mortgage
interest for owner-occupiers was introduced betwi388 and 1987, and this successfully
halted the decline of housing construction activiBut the measure proved costly and was
cancelled as part of the tax reform (Tomann, 1990).

The 1980s saw the introduction of more market fared decentralisation. Central
government began to step back from providing dibeicks-and-mortar subsidies. The
mortgage interest deduction and the imputed redattitan were abolished in favour of a
depreciation deduction (Haffner et al, 2009). 8ih©688, federal andindergovernments
have steadily reduced their influence on the supjalg of the housing market, turning
instead to housing allowances and subsidies farisitign of existing dwellings (Droste and
Knorr-Siedow, 2007).

In 1988-89, however, West Germany was faced witimeinx of Aussiedler people of
German origin mainly from the former Eastern Blocictries. As the regular bricks-and-
mortar subsidy schemes could not cope, the governimereased its financial input into
social house building in 1989 (Tomann, 1990). mhmber of subsidised new-build
dwellings increased from 65,000 to 111,000 in 1@9&ffner, et al., 2009).

1990s. review of the Rent Act and abolition of subsidies for new housing construction
(Germany)

German reunification in 1990 involved the transfation of the East German housing
system towards a market-based economy, which iedllmrge-scale transfers of
predominantly state-owned multi-family buildingsdommunal housing companies and
housing co-operativés Such transfers set the stage for co-ordinatddpablicly subsidised
(dis-)investments in slab-built high-rise multifdynhouses that were economically obsolete
in many cases. The German approach of transforthagocialist housing system
substantially differed from most other post-comnstieconomies, which saw large amounts
of public rental housing stocks directly privatigedheir inhabitants. As a result, the
ownership of former East German rental housingmaratively concentrated, with 25 per
cent of eastern German housing units located inldibg owned by a communal housing
company or a housing cooperative. In some metitapohreas, this share reaches more than
50 per cent (Lerbs, 2014).

2 At the time of reunification, the homeownershigerim the former socialist part of Germany (Easdswabout
20 per cent while in West Germany it was over 40geat (Weinrich, 2014).
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After reunification there was an unexpectedly higimand for housing, especially new
single-family houses in suburban areas in the EBlsé immediate political reaction of the
new all-Germany government was to continue sulisglisocial rental housing and to
support construction by granting depreciation afloees of 50 per cent for new rental
housing in East Germany between 1991 and 1998, Aih effect from 1998, rent law and
regulations were harmonised throughout the Fedaplublic (Haffner, et al., 2009).

A new subsidyEigenheimzulagevas introduced in 1997 and ran until 2005 (Bisthnd
Maennig, 2012). The goal was to increase homeowipeby subsidising both the
construction of new single-family private housinglahe purchase of homes from the
existing stock. Almost all households in Germanyengigible, in contrast to the targeting of
social housing or housing allowance payments. stifisidy came in the form of a credit
against federal taxes that could be taken anntwllgight years. There was a basic
allowance of 1% of the construction cost or pureharsce of the building (up to €1,250 per
year), plus €800 per child per year. The allowdmsgan on the date of housing completion
or stock purchase, and individuals could claimnityance. When the programme started the
home ownership rate was approximately 39 per eat,it had risen to 42 per cent by the
end (Bischoff and Maennig, 2012). However the progne was estimated to cost €7.5
billion in 2004 (Ball, 2010), and because of thgng cost was withdrawn.

The result of the ending of this subsidy to homaenship was an increase in the supply of
rented housing (Westerheide, 2011).

2000s: reform of the Tenancy Act and the withdrawal of subsidy to social rented housing
(Germany)

At the end of the 1990s, roughly one million apans were vacant, of which approximately
30 per cent were located in cities (Bischoff ancektag, 2012). In 2002 and 2004, the
program ‘Urban Restructuring in East and West Geghaas implemented, and German
housing policy underwent several changes. Theaegds included the creation of incentives
for investment in the existing housing stock anading for the demolition of uninhabitable
stock.

The new bricks-and-mortar subsidy act of 200binraumférderungsgesetz; Wok@&hich
came into force on 1 January 2002, abolished teereat system for future construction,
although it remains in force for those social dimgi$ covered by the pre-2002 regime. The
2001 law says the subsidy contract between murityifzand landlord must stipulate a
maximum rent; this can be negotiated on the bddecal rent level. Annual rent rises and
other terms and conditions can also be negotiagégden the two parties (Haffner et al,
2009).

In the private rental sector, there was a reforthefRent Law, which came into effect on 1
September 2001. The aim of the 2001 Tenancy RefaniMietrechtsreformgesétavas to
allocate rights and responsibilities more equallimteen tenants and landlords. Contractual
freedom was enhanced to take account of individiiahtions. For instance, the notice
period for tenants was reduced to a maximum ofthmenths, while the notice period for
landlords varied depending on how long the tenadtlieen in the dwelling, with a
maximum of nine months. The new law also recoghisgious forms of cohabitation,
enabling a non-married partner to take over artiegisenancy, for example (Haffner et al,
2009).

54 Understanding the role of private renting: A four-country case study



This reform also allowed municipalities to imprabe collection of local rent statistics,
which serve as a benchmark for permitted rent as@e. So-called ‘qualifiddietspiegel’
calculations (a simplified means of mirroring tleats for similar properties in the locality)
are produced by statisticians and approved by tin&icipality or the umbrella organisations
of landlords and tenants. The calculations are tggdavery two years (eg by the rate of
inflation), and new data collected every four. Huawantage is that rent rises are easier to
implement than with a normMietspiegel especially where the rent is lower than the
maximum local reference rent according toMietspiegel(Haffner et al, 2008).

With effect from 2004, the rate of depreciation tiax purposes for landlords was cut to 2 per
cent. Furthermore, the subsidy element in thenggvscheme, thBausparpramiewas
reduced in the owner-occupied sector. Lastlytsathird attempt, the central government
achieved the abolition of tHeigenheimzulagsubsidy for new applicants from 31 December
2005 (Haffner et al, 2009).

Mid-2010s: re-regulation of rentsin major cities (Germany)

Recently, there have been strong political presstaréighten rent control and rent increases
in some cities where rents (and house prices) haea rising rapidly. In 2011 the cap on
rent increases was reduced from 20 per cent wiltinee years to 15 per cent over the same
period. Then in autumn 2013, after the electiamghe German Federal Parliament, the new
governing parties, the Christian Democratic UniGDU) and the Social Democratic Party of
Germany (SPD), introduced a 'Package for Afford&iéding and Housing'.

One of the proposed measures was an introductiaewfrent limits which came into force

in 2015. This applies in different ways to existangd new tenancies. For existing tenancies,
theLanderwill determine districts with a tight rental matke which the rent cannot be
raised by more than 15 per cent within four yeassaad of three. Furthermore, the amount
that landlords can charge tenants for energy efficy measures will be reduced from 11 per
cent to 10 per cent per annum. This limit may egrehergy-saving refurbishments
unprofitable in strong housing markets (where fggirment cycles are shorter and the
regulatory restriction becomes more binding) andewer buildings (Henger and
Voigtlander, 2011, cited in Lerbs, 2014).

For new contracts, a so-called rent bradee{bremsg came into force in mid-2015. Where it
applies, initial rents on new tenancies cannot beerthan 10 per cent higher than the
reference rentMlietspiege) in the locality. The first letting of new constted dwellings
however is exempt. Eadtiindemay decide whether to impose these caps on new aent

rent increases; to date, they have been imposBdrim, Hamburg and many cities in

Bavaria. About four million rental dwellings am@chted in such areas in Germany (Cornelius
and Rzeznik, 2014).

It is too early to judge how these measures widl@fthe private rented market in Germany.
The intention of the regulatory package is to aeledge spatial differences in market
developments and mitigate acute price developmerigh-cost metropolitan housing
markets (Kofner, 2014). Yet, in expectation olufat rent caps, there is a strong risk of a
significant increase in rents for new leases betfoeerent cap is introduced. Together with
the limit on growth of future earnings, the expéotathat more and more cities will apply
the rent cap will reduce the incentive for landkotd invest in additional housing rather than
other assets (Lerbs, 2014).
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5.2 TOWARDS A SUBSIDY FREE SYSTEM?

Over the last two decades the German governmerdlimaisiated most of the subsidies for
homeownership and rental housing. Today, Germasyhelowest level of direct and

indirect housing subsidies in the group of devetbpeonomies — and the trend is further
decreasing. However, Germany did not experierto@uaing crisis immediately before the
global financial crisis of 2008. Part of this stiyparises from relatively stable and
sometimes declining house prices. Germany hapedfs policies to favour the growth of
owner-occupation and social renting. In fact,¢baservative housing finance system (based
on the use of buyer equity and fixed-rate loan$& Wihg maturities) dampens the households’
incentive to enter homeownership and price votgtiti the real estate market. The
remaining instruments are rent control and rentileggpn policies plus the taxation regime

for rental properties that favours wealthier lamdtowhich help to promote and sustain a
broad, diverse and vital private rental housingae@Veinrich, 2014).

Private rental housing
Tax treatment of private landlords

(i) Income tax

German income tax law has seven categories of axatome (PWC, 2013). Income from
residential investments can be classed as busmas®se Einkinfte aus Gewerbebetrietr
income from renting and leasingi(kunfte aus Vermietung und Verpachtungent
received by individual landlords or partnershipassally treated as the latter.

Up to 1998, landlords could deduct mortgage intesdfowances for depreciation and
administration and refurbishment costs from taxaiteme (Westerheide, 2011). Since
cutbacks in subsidisation in 1998, the deductianhldeen further limited to a maximum of
2% (Kirchner, 2007).

(i) Capital gains tax

The tax treatment of profits and losses after @ sah dwelling depends on the legal status of
the owner. For a private individual, until 1998pdal gains from the sale of a residential
rental building held privately for more than twoays were usually tax-free. Today, the
minimum holding period is ten years (Kemp and Kofi2010). If a property is sold earlier,
the capital gains are fully taxed, while lossesfally deductible from other capital gains
which are liable to income tax. For private cogimms, this regulation does not apply:
capital gains are always liable to corporate incteme and losses are always deductible from
the tax base (Westerheide, 2011).

(i) Treatment of depreciation for income or corption tax

German landlords, whether corporate or individaeg, treated the same for income tax
purposes (Hubert, 1998, p.219). This means tlegttimay deduct their costs, including
depreciation, from their rental income (Tomann,@)99or properties built before 1925, the
depreciation rate is currently 2.5 per cent foyd@rs; for properties built after 1925, it is 2
per cent for 50 years. Tax relief on depreciatipplias to all rented properties, and thus also
to properties subsidised by bricks-and-mortar sliesiunder the 2000/oFG
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The depreciation scheme was established in 1958n@taet al, 2009). Until the end of
2005, owners ofiewbuildings could choose to depreciate them on edHmear or
‘degressive’ (higher deductions early on, loweetabasis. This degressive depreciation
could be regarded as a form of tax relief that taeed new buildings. The federal
government of Christian Democrats and Social Deatsc¢hat took office in November 2005
completely abolished the regressive depreciatidh @ffect from 1 January 2006 (Haffner et
al, 2009).

Housing acquired from the existing stock can beaelgpted in a linear way. This
depreciation has to be seen in connection withiabethat capital gains from the sale of
private assets are not taxed. Following a sabeiilding already written off can therefore be
depreciated again, without affecting the seller@ip. Thus, it can be considered as indirect
subsidisation, which favours old buildings (Kirchn2007).

A study compared the tax burdens of landlords amddowners using the discounted cash-
flow method in Berlin (Braun and Pfeiffer, 2004ted in Haffner et al, 2009). It reported
that landlords generally received more subsidigkerform of tax-deductible depreciation
than owner-occupiers in the form Bigenheimzulagevhen it came to new-build dwellings.
The authors concluded that landlords could redantsrsubstantially if they were to pass on
the tax benefits to their tenants in full (insteddegarding it as additional profit). The
decrease in rents could be as much as 20 per ttd market rent, which would
significantly affect the balance of user costs lestwthe two tenures.

(iv) Inheritance tax

Inheritance tax is incurred on the intergeneralitnaasfer of dwellings. The tax rates and
the amount depend on the value that is transfemelcdon the relationship of the beneficiary

to the deceased person. If the beneficiary isploeise of the deceased person, a personal
allowance of €500,000 applies. The amount aboakelével is liable to inheritance tax at a
progressive rate between seven per cent and 3teper If the beneficiary is a child, the
personal allowance is smaller (€400,000), but #a&s are the same. If the beneficiaries are
distant relatives (such as nephews), personal alioes decrease drastically (to €20,000) and
tax rates vary between 30 per cent and 50 per ddmd.tax base is 90 per cent of the
capitalised rental value of the dwelling (Westedieei2011).

(v) Property tax and property acquisition tax

The annual property tax is 3.5 per thousand of/ethee of the property. However, the tax is
not calculated on the basis of the transactionevhlut the so-called ‘standard value’ which
reflects average property values from 1964 in V@&simany and 1935 in East Germany.
Property acquisition tax is a minimum 3.5 per a#rthe transaction value and in some states
up to 5 per cent (Westerheide, 2011).
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Owner occupied housing

Demand-side subsidies
(i) Subsidies for acquisition of existing housirsgeaform of pension

Since 1 January 2008, the acquisition of owner-p@tliand co-operative housing based on
the Riester pensioR{ester Rendecan be subsidised. The Riester pension is & state
sponsored pension scheme which has been in exassamze 2002. Its aim is to increase
personal pension provision, and it is being utilifar the acquisition of housing property.
Between €10,000 and €50,000 from a person’s acatetifunds can be used to build or
purchase owner-occupied housing located within Gegn{Ball, 2010). The borrowed
amounts must be repaid back into people’s pensiodd prior to their retirement and the
properties purchased must be occupied by themglthiir retirement. Repayments on
approved mortgage loans (the so-called ‘for thestRrepension certified’ mortgage loans)
used to acquire housing property are subsidisedadlyn Both amounts (repayment and
subsidy) are counted as savings into a fictitioiesfr pension account. Tax payment on
this account is deferred until the ‘official datd’usage has passed, for example, pension age.
It is also possible to use funds saved for thetBiggension to acquire housing property for
own usage (Oxley and Haffner, 2010).

(i) Mortgage tax relief
There is no mortgage interest tax relief for owaecupiers.
(i) Tax relief for down payment savingd3guspar)

Savings for down payments on purchases of ownasgied homes are subsidised for some
households under the ‘Contractual Savings for HmgigBausparehprogramme. The
savings scheme itself is available to everyonen®jads deposited in speci@husparen
accounts for a contractual period, and attraci@enarket interest rate. When the
contractual savings period ends the participargives the balance in the account, plus an
associated loan that must be used for house pwadntaonstruction. This loan also bears a
low interest rate. Savers with incomes below gagetimit receive an additional government
subsidy. This was very generous in the past,rb@®B0, this program was severely reduced.
The maximum subsidy rate is now 10 per cent (Bé&apan, 1994).

(iv) Other tax benefits

Imputed rental income of owner-occupancy is noéthix Germany. Germany has a
negligible property tax, due to both low assessddas and low nominal property tax rates
(Borsch-Supan, 1994). According to Lerbs and Ql{@x14), the effective property tax rate
(defined as the ratio of the annual nominal taxdbarto the market value of the house)
averages between 0.1 per cent and 0.2 per cent.

Social rented housing

In Germany, social landlords generally fall inteeasf two categories. About two-thirds are
cooperatives@Genossenschaftebacked by community organisations such as chariti
churches and trade unions; they control about bind-bf the stock. The remainder is
controlled by the limited liability housing compasi{WohnungsaugesellschafjerSome are
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controlled by municipalities and national employathers by trade unions and churches.
All these social landlords are regulated by fedenal (Ditch et al, 2001).

Supply-side subsidies
(i) Before 2001

Up to the end of 2001, the subsidisation of sdomising construction was regulated by the
Second Housing Law of 1958.(WohnungsbaugesgtzUnder the Second Housing Law of
1956, only bricks-and-mortar subsidies were granfBakere were three different subsidy
methods: the first and second subsidy methodstlendgreed subsidisation (the third
subsidy method). In all three, both rented housimg) ownership qualified for subsidisation.

Originally, there was only thiérst subsidy methadHousing built with these subsidies had to
be rented at cost rents, which resulted in retodisns between housing built in different
years. Beneficiaries of the subsidies were reduimause cost rents until the public loans had
been repaid; the loan periods became increasihglgtes and now average between 30 and
50 years. The rules about tenant eligibility wengorm in all states. In the early stages, the
income limits were so broadly framed that aboutéhquarters of the population had access
to social housing. As a result of the irregulguatinent of income limits, the numbers of
eligible people have fallen over the years. In93%hly 37 per cent of households in the
former West Germany had access to social housimgosted by the first subsidy method
(Kirchner, 2007).

Thesecond subsidy methads introduced in 1965, and was aimed at housshuahdse
income exceeded the limits of the first subsidyhmodtby up to 40 per cent. The lock-in
periods, at 10 to 15 years, were significantly sgrathan in the first subsidy method. In
addition, this housing was subject to the cost-pemiciple. One major motive for
introducing the new subsidy method was that it wadver a greater number of dwellings,
since the subsidy for each was smaller. The sesobsidy method concentrated largely on
owner-occupancy. 1981 saw the passing of the gkdhe Reduction of Misdirected
Housing Subsidisation, which allowed the stateshi#rge an income-related compensation
payment to households whose income rose beyonddbme limits after they moved into
social housing.

To make subsidisation more flexible and cheapérdividual cases, thiird subsidy
method(agreed subsidisation) was introduced in 198%ilklity requirements, rent levels,
rent reviews, lock-in periods and subsidy amountddnow freely be defined by the states,
without reference to cost-rent regulations. Foitayits introduction, the federal states
developed a wide range of subsidisation programridigibility to housing built under these
programmes was framed much more broadly than uhddirst subsidy method, and the
lock-in periods were also shorter. The 1994 Hagiéding Subsidisation Act incorporated
modernisation into the Second Housing Law as agréerion for subsidisation. Until that
time, additional social dwellings could only be aibed by new construction.

(i) After 2001

On 13 September 2001, the Second Housing Law @ &8 superseded by the Housing
Subsidy Act Wohnraumférderungsgesetz; WoF-Q his finally abolished th earlier subsidy
methods and the inefficient cost—rent regulatiorss.a result, states are now responsible for
housing subsidies. For housing subsidised unaeolthlaw by the first subsidy method, the
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cost rent, however, remains in effect until exmfyhe commitments. Under the old act, the
aim of subsidisation consisted in providing houdmgbroad sectors of the population.
Under the Housing Subsidy Act, subsidisation is¢aconcentrated on households who
cannot find adequate housing on the market. Téenme limits specified in the Housing
Subsidy Act correspond to those that applied utttepld law in the first subsidy method.
Under the new law, the purchase of existing prgpéne acquisition of occupancy
commitments from existing stocks and the conclusiocontracts between municipalities
and housing companies can also be subsidised daedtnat this gives rise to occupancy
commitments and rent restrictions in favour of tdrget households (Kirchner, 2007).

Since 2006, most of the 16 states run their owrsimgusubsidy programmes. In many of the
programmes subsidised loans from the KKve(ditanstalt fir Wiederaufbawa state-owned
bank) are combined with additional state-specifeasures, usually interest-rate reductions.
These subsidies are available for special purpossstments, for example to supply housing
for low income households and those facing pauwicdifficulties to access suitable housing
such as released prisoners, homeless peopleQ#éter subsidies, such as for the
refurbishment of the existing housing stock, enesaying measures or disabled access
improvements are also available, but these arexwtisively available for rented housing
(Westerheide, 2011).

Homeowners and renters

Two systems of housing allowances

In 2005, the social security system in Germany easprehensively overhauled. The
reform established two parallel systems of housit@yvances that aim at mitigating housing
costs for low or no income households. Low-incdroaseholds can apply fa¥ohngelda
housing allowance which pays part of rent dependimfousehold income, costs and
household size. Households with no or very lovoime receive social security transfers
calledGrundsicherunghat cover all housing costs up to a level sdbbgl governments.
Table 5.1 shows the key characteristics of botkegys.

Table 5.1 Key characteristics ofsrundsicherung and Wohngeld
Kosten der Unterkunft (KdU) Wohngeld
Aim of the housing Affordability of adequate living | Affordability of adequate housing
allowance conditions
Target group No-income households Low-income households

Eligible housing costs | Rents with heating, homeowner | Rents without heating,

costs homeowner costs
Method Full payment of eligible costs Subsidy of eligilslests
Rent/cost ceilings Yes, set by local municipality Yes, differentiaietb 6 classes

Housing allowances outside social assistance benefVohngeld

Housing allowances/Nohngeldl were introduced in West Germany in 1965 as aofay
securing decent homes at affordable prices foritm@me groups when the rental housing
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market was gradually decontrolleWohngelds a federal scheme, which is the responsibility
of the states, but is actually administered byntlumicipalities on their behalf. The housing
allowance is available to tenants in social andately rented dwellings and to home owners.
In 2011, 903,000 households have receméhngeldwhich equals two per cent of the total
number of households. In this year, expenditueashed €1.23 billion with an average

payment amount of €114 per household (Table 5.2).

Table 5.2 Number of households receivinggohngeld and the expenditures
Households | Expenditures | AverageWohngeld* subsidy per household
("000) (Billion Euro) (Euro)
2005 810.9 1.351 95
2006 691.1 1.094 91
2007 606.4 0.935 88
2008 639.1 0.726 88
2009 1,007.3 1.567 125
2010 1,061.5 1.761 126
2011 902.9 1.490 114
2012 782.8 1.183 114
2013 664.7 984 114
Source: Wohngeldstatistik, Kassenstatistik BMVBS&lydiouseholds without Grundsicherung
payments.

The allowances are either paid as a rent subsidynoortgage payment. The amount of
support depends on the rent, the income and teeo$iane’s household. The higher the rent,
the higher the subsidy; the higher the income|diver the subsidy. This mechanism is built
into the following formula which was originally deed from the rent-income-ratio in the
1990s (Huber, 1996; Wohngeldgesetz, 2009):

W=1.08*(M=(@+b*M+c*Y)*Y)

W = Payment amount

M = Eligible Housing Costs (Rent or home owner spst
Y = Disposable household income

a, b, c = Parameters depending on the number ciehold
members

The parameters in the formula differ with the numdfehousehold members. The formula is
designed to ensure that the housing-cost burderti® range of 15 to 30 per cent of
disposable income. Subsidy never covers 100 pgrodehe rent; the maximum proportion
covered is 80 to 85 per cent. The formula alserd@nes the income ranges in which the
household types can apply fdfohngeld The lower income bound is the minimum gross
income at which disposable income (earned incos&ctal security taxes Wohngelgl

equals the total requiremer@ésamtbedajfof a household. The upper income bound is the
maximum gross income at a level where housing alm& equals €10 (minimum amount
paid).

After the Hartz reforms, th&/ohngeldpayments are financed fifty-fifty by the federaldget
and the 16 state budgekfousing allowances within social assistance bésteosten der
Unterkunft (KdU).
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Before 2005, tenants who received social assistaecefits §ozialhilfg qualified for
payments to cover 100 per cent of their rentspheeérvice charges (Ditch et al, 2001).
During the Hartz reforms in 2003-04, the ‘Hartziséation’ extensively redesigned the
social welfare system, particularly for the longateunemployed in Germany (Fleckenstein,
2008). In 2005, new legislation (the Hartz 1V late fourth piece of the Hartz legislation)
came into effect which integrated the unemploynaewt social assistance schemes into one
benefit scheme for the long-term unemployed. ghigicantly tightened the rules on benefit
for the long-term unemployed and reduced the tettis fully paid by the state. Now,
Germany has a ‘two-step transfer system’ for themyioyed: in the first 12 months of
unemployment (18 months for those aged 55 or otleg)assistance is earnings-related
‘unemployment benefit '$GB ); thereafter, it has no relation to previous aagsiand is
called ‘unemployment benefit ISGB 1)

From 2005 onwards, households who have no (orlegryincome EGB 1) such as long-
term unemployed or retire@&GB XI) receiveGrundsicherung In this new system,
households are getting paid their housing costisagdull extend as long as the dwelling is
appropriate.Grundsicherungncludes all costs for housing, including heatiig.2012, 2.7
million households receive@rundsicherungwhich equals seven per cent of the total
number of households (see Table 5.3). The paymwesres very constant over the last years,
although the German economy has been remarkablby hite crisis in 2009. Over the years
since 2005, the number of households in receifitege payments has declined by nearly 17
per cent, because Germany managed to reduce thgloyenent rate. However, the average
payment increased by 22 per cent, mainly becaude have risen in this period especially in
bigger cities, where the number of people withim ¢bcial security system is high. The
Grundsicherungpayments are financed by the municipalities, wircturn get some

transfers from the federal budget.

Table 5.3: Number of households and expenditureSGB 11 plus SGB XI1)

SGB Il KdUrecipients in millions | Expenditures f&dU in Billion Euro
2005 7.39 14.2
2006 7.99 15.8
2007 7.95 16.0
2008 7.54 15.5
2009 7.36 15.9
2010 7.36 16.1
2011 7.01 16.1
2012 6.82 16.0

Source: Statistik der Bundesagentur fir Arbe#tiStisches Bundesamt

Grundsicherungs only paid to those who do not receive othem®of income transfers like
Wohngeld The amount of eligible costs varies across mpaiities. UnlikeWohngeldthe
municipalities define the amount of the rents éligifor benefit.

5.3 SUMMARY

In general, subsidies and tax incentives are dlmbeing tenure-neutral, except during 1997
to 2005 when a one-off subsidy programme was inired to increase homeownership.

Immediately after the second world war, the foclg/est Germany’s housing policies was
to provide generous tax and loan subsidies desitmedcourage construction of both private
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and social housing, and also to stimulate the owoeupied housing sector. At the same
time, there was a gradual relaxation of governmentrols over rents. Initially, social
housing was accessible to a broad range of thelgtogou  But gradually, the focus was
limited to low-income households only. In additiimnsupply subsidies, rental housing
allowances were introduced in 1965 for both homeswiand renters.

Starting from 1990 there were sharp reductionbénamounts of subsidies and tax benefits
such as tax relief for down payments, depreciaitowances, and the corporation tax
exemption for non-profit landlords. In 2001 thdsuly system for social housing
construction changed and states are now resporisiti®using subsidies. And in 2005, the
regressive depreciation system was abolished ansirfgpallowances for unemployed people
reduced. Overall, after significant cuts in goveemtnexpenditure, there is today very little
subsidy to homeowners or landlords (private orapay Germany.

Over the last several decades tenants have expetiensteady relaxation of rent controls,
from frozen rents in the 1950s to cost rents amd ineely-set initial rents anbllietspiegel-
based rent rises. This relaxation never reachefuthdecontrol seen in England, for
example, and recently the relaxation itself hasibegersed with re-imposition of controls on
initial rents in some high-cost cities. The PRS &lasys been more attractive to tenants in
Germany than in many other countries. This redladitthe features of the rental offer — and
the features of other tenures — rather than judtlezels or increases. All else being equal
the tenant-friendly new controls on initial rentatd be expected to boost demand in areas
where they are applied, but pressure for change @raut because of price risesddbr
tenures. This means that German tenants in tlieas are now foregoing capital
appreciation as owner-occupiers. This is consttisedf-evident in England, but has hitherto
not been the case in Germany, where the conseevadivsing-finance regime and stable
house prices have limited demand.

With reunification Germany experienced a seismidipal change that had no parallel in the
other three countries studied. Nevertheless,ané¢alm of housing policy on the whole the
picture has been one of steady, incremental chahges were few fundamental shifts in
direction. Those policy changes that might be etgukto affect relative user costs for
tenants, landlords and owner occupiers include

* 1954 rent law, allowing increases in previously&o rents

e 1958 — 1971: gradual relaxation of rent control

* 1965: introduction of housing allowance

e 1971: introduction of comparable rents system

» 1976: tax concessions for owner-occupiers buyingtiexy dwellings
* 1990 onwards: incorporation of Eastern Germanyitngousing

» 1997 -2005Eigenhaimzulagsubsidy for first-time buyers

* 2015: new initial rent limits in high-cost areas.
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Chapter 6: Drivers of change in the scale and rolef
the Dutch private rented sector

6.1 INTRODUCTION

Housing policy in the Netherlands, as in other ¢oas, has gone through several stages
since the Second World War. Boelhouwer and VarHagden (1992: 273) distinguish three
stages in the period of 1945-1990. They are charaetd by a high degree of government
involvement in housing construction since 1945 i aim to alleviate the housing
shortage caused by the war; a greater emphasisuminyg quality since 1975 brought more
attention for the improvement of housing stock artthn redevelopment; and a greater
emphasis on problems of housing distribution angetang of specific groups and the
withdrawal of the state in favour of the privatetse since the late 1980s. The financial
privatisation of the landlords in the 1990s ledturther decline of private renting. The aims
of the present government are to focus socialmgmtiore on vulnerable households and
extract funds from the sector, which may offer reances for private renting — more
specifically for the more expensive rental segnwattt deregulated or liberalised rents.

The aim of this chapter is to identify and trace $ignificance of some general political and
economic changes that affected the supply and dewigorivate renting in the Netherlands
over the last 60 years. The literature review chiimese developments in four timeframes
from 1945 onwards: 1945 — 1969, 1970 — 1988, 12809 and 2010 onwards. An overview
of the fiscal instruments affecting the rental secan be found in Table 6.1.

6.2 1945-1969: DECLINE OF THE PRS

Given the manifest housing shortages that appedted1945 in combination with large
increases in the cost of living and constructiostg@s well as high interest rates, bricks and
mortar subsidies for housing construction werdrfte)duced in 1947 (Boelhouwer and Van
der Heijden, 1992; Haffner et al., 2009; Van denge, 1987; Whitehead et al., 2012).
Subsidies were deemed necessary to safeguard paugsistruction, as rents were frozen
until 1951 as part of the government’s incomesgydlElsinga et al., 2005; Haffner, 2002).

In short, the private builders were not able tonteuthe housing shortage. Government took
over. This choice heralded an era of far-reachimjlang-term government involvement in
housing.

Subsidies to social renting were distributed to-paofit public organisations, known as
municipal housing companies which took the leadanstructing social rental dwellings in
the first decades after the war (see Table 6.19KBre, 1997; Haffner, 2002; Nagel, 1986).
They were also given to the non-profit private abandlords, called housing associations
(woningcorporatieswhich are special organisations registered utiteed 901 Housing Law,
and to investors in private rental dwellings (Baeltver and Van der Heijden, 1992). As
much as 95% of all housing construction was subs@liThe method of subsidisation was
adapted to the needs of the tenure. Given governinglyetary limits, the focus was on
cheap rental dwellings in large-scale projects.
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In the 1950s and 1960s, the division of work betwleeal authorities and housing
associations was debated a number of times, buktuntil the late sixties before the

leading role in social rental housing constructias re-assigned to the housing associations
under the 1901 Housing Act (Brakkee, 1997; Elsiegal., 2005; Faber, 1997; Haffner,

2002; Nagel, 1986; Van der Schaar, 1987). Locdlatittes were only allowed to build
dwellings when the associations were not able teaddn 1967, the market share of
dwellings owned by municipal housing companies atass largest at 13%, while the share
of housing associations amounted to 22%.

According to Elsinga et al. (2005) the Roos Coneriih 1964 expressed the government’s
view that housing associations should be valuealfasm of private initiative that is
generated and maintained by independent sociagoiiherefore, the associations were not
limited to building housing that would not be ptable for commercial builders, nor to
providing housing only for underprivileged grougise expectation was that the co-existence
of commercial developers and housing associatiangddistimulate optimal results (Elsinga
et al., 2005).These conclusions led to the equadisaf criteria for supply side subsidies
between social and private rented sectors in 1®68e at the same time housing
associations were encouraged to take out loanseocapital market instead of loans from the
government (see Table 6.1; Van der Schaar, 1987).
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Table 6.1 Financial instruments in the rental sectig 1945-2010s
Social renting Renting (private and social)
Government Government Corporate Bricks and Rent control Housing
loans guarantees income tax mortar allowance
exemption subsidy;
included
exemption of
corporate
income tax, if
that was not
already
available for a
landlord
1945 | Yes Yes Yes Rent freeze asNo
part of wages
policy
1960s| Yes, loans on | Municipal Yes Yes Rent No
capital market | guarantees harmonisation
also
encouraged
1970s| Yes + loans on Municipal Yes Yes Introduction of Yes*
capital market | guarantees the points
system
1980s| Yes + loans on Via WSW with | Yes Yes Rent Yes*
capital market | central-local liberalisation
government for new build
backing
1990s| Grossing and | WSW: all Yes Abolition of Rent pooling; | Regulated
balancing: end| loans loans for new | rent segment of
of government construction; |liberalisation | rental market
loans grossing and | for existing (as of 1989)
balancing for | dwelling and
existing new contract
subsidy
obligation
2000s| No WSW: all Partial as of | No Further Regulated
loans 2006; none liberalisation | segment of
since 2008 rental market
2010s| No WSW: loans | Amendment of| No Differentiation | Landlord levy
for social the corporate according to | for owners
housing income tax law environmental | with more than
so that housing quality labels, | 10 dwellings
associations scarcity areas | with a
could no longer and household| regulated rent
use an income (2013-2017)
exemption
* Some limitations were in place too, mostly basadncome and type of subsidized dwelling (Vandenegr,
1987).

Sources: Bestuur Rendement (2012), Blok (2013&lbinga et al. (2005), Haffner (2014), Haffneakt(2014),
Ministerie van Binnenlandse Zaken en Koninkrijkatigls (2013), Priemus (2014), Van der Schaar (198¢gal
land subsidies for social housing not includeddlatoice)

Rental policy also underwent a change (Boelhouwdr\éan der Heijden, 1992; Elsinga et
al., 2005; Whitehead et al., 2012). Until 1955 tsdmad been strictly regulated and a big gap
had arisen between the old stock with low rentsbse of regulation and the new rental
housing with high rents. The resulting limited mapiin the rental market was regarded as
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undesirable. In 1967, it became possible to r&isadnt of existing accommodation for a
new tenant and charge the average rent of subgdideeg build housing.

The focus on social renting in combination withatelely strict rent regulation led to the
decline of the private rental sector (PRS) after WWhe share of private rental housing
stock fell from 60% in 1947 to less than 30% byehe of the 1960s, as can be observed in
Figure 6.1. This decline was largely the resulthef significant fall in number of properties
owned by individual landlords, while the shareladde owned by organisations remained
stable. The fact that any subsidies for constradiiat were available were most likely taken
up by organisational landlords (including housisgaiations) and not by individuals , must
be part of the explanation of these developmerits.€ffect of a growing owner-occupied
sector was slight as it scarcely increased from #8¥47 to a little over 30% by the end of
the 1960s.

Another reason for the decline of the PRS was tiue guality of the pre-war stock which
could often be sold off to sitting tenants, locatlreorities or housing associations rather than
incur additional expenditure. The process of declias aided by the relatively low returns
from renting as a result of rent control and terpntection (indefinite rental contracts plus a
narrow range of reasons for eviction from rentaéliiwgs). In addition the introduction of a
state pension reduced the reliance on rental imergtto provide for old age income
(Adriaansens and Priemus, 1986; Boelhouwer anddéatieijden, 1992; Priemus, 1998).

6.3 1970-1988: SHIFTING REGULATION AND SUBSIDY; THE FURTHER DECLINE
OF PRS

The 1970s saw considerable change in the regulatatysubsidy framework and continued
decline in the PRS. In terms of regulation the agerrent of subsidised new build dwelling
was no longer regarded as a good benchmark (Va8aterar, 1987: 128) and it was
recognised that an objective quality criterion dtddae included. The result was the
introduction of a points system per dwelling unftigh included quality as well as quantity
attributes (Priemus, 1998). Each unit receiveata humber of points and a maximum rent
was set for each point (see Table 6.1).

The bricks and mortar (supply) subsidy system, wiwas relevant for social and private
landlords, was also under review in this period){€&.1). The question was classical:
whether it would not be more efficient to subsid®&-income tenants rather than the
construction of dwellings. This led to the introtlan of a housing allowance scheme in
1970, with the objective of making sure that hogsiemained affordable while allowing
rents to be raised to cover landlords’ costs. Tdesing allowance was intended to be a
temporary measure, to give tenants time to get tespdying higher rents. However, the two
oil crises made the affordability of housing a podil issue again, and both the supply
subsidies and the housing allowance were maintained

The position of housing associations also stadezhainge in this period. Housing
associations moved towards financial independeree §overnment in the 1990s as
government loans were replaced by capital marletdgHaffner, 2002; Priemus, 1995;
Table 6.1). To help facilitate the financial indegence of housing associations, a mutual
fund — a private guarantee institution, still iaqe today as the Mutual Guarantee Fund for
Social Housing (WSW) — was established in 198drtanote the rehabilitation of post-war
housing (Table 6.1; Haffner 2002). The housing eissions contribute voluntarily to this
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Fund, if they want their loans to be guaranteed.bihe guarantee covers the risk of non-
repayment of the loans for the lenders. If the WIS insufficient funds to fulfil the
guarantee to the lender, the state and the lotlabaties, as the next layer of guarantee,
back-up to this fund in equal shares. Becauseishda lenders is reduced by the double
guarantee (which can be considered as subsidygotteof borrowing is reduced as
compared to the situation without a guarantee.

The bricks and mortar subsidies were given as anamevenue or management subsidy for
50 years when the dwelling was constructed. Fop#red up to 1989, this subsidy system
and its changes were relevant to both social aivdtprorganisational landlords — although
not to individuals. Figure 6.2 shows that the sludngrivate organisation landlords remained
relatively stable, as they took advantage of thisks and mortar subsidy for new build rental
housing which had been introduced in 1968 (seegbov

As housing associations did not pay corporate irctar, a tax exemption called article 10
of the corporate tax code was introduced. Artiflenvhs available for corporate tax paying
organisations investing in rental dwellings (maimgurance companies, as pensions funds
were exempted from corporate income tax) to craatex exemption for the income from the
rental dwellings that were built with bricks-and+taw subsidies. A financial level playing
field was created for housing associations andaggierganizational landlords when they
financed investment with bricks and mortar subsidi¢owever, as the bricks and mortar
subsidy system had undergone review and becamattesstive progressively, the share of
organisation private landlords started decliniraysy as well (to 6% in 1989, from 8% in
1971). This slight decline probably occurred beeanfthe business model of these
organisations which involved the sale of dwelliadfer 15 or 20 years before large
investments in renovation became necessary (Priet888).

Figure 6.1  Tenure distribution in the Netherlands,1947-1971
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Source: Van der Heijden et al. (2002).

68 Understanding the role of private renting: A four-country case study



Figure 6.2  Tenure distribution in the Netherlands,1971-1989
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All government support for bricks and mortar ddsed so far were taken up exclusively by
organisations, not by individual landlords. As sulé while the share of private
organizational landlords declined only slightly ithgrthe period 1971-1989, the share of the
PRS declined more steeply from 28% in 1971 to 18%eend of the 1980s. Individual
landlords continued to sell off their property @ftin urban renewal projects; see above) and
their share dropped from 20% in 1971 to 7% at titkad the 1980s.

Owner-occupation, on the other hand, increased 86% in 1971 to 45% in 1989 and
became the largest housing tenure in 1981, whiebkenting remained relatively stable at
40% during this period. The introduction of the kimg allowance in the 1970s played a
decisive role in developing a dual-tenure struchagsed on income. Housing allowances and
regulated rents made renting attractive for lonesme households, while high-income
households increasingly chose to become owner-tasfpecause of the favourable tax
treatment which made and still makes paying higeets unattractive (Haffner, 2002;
Haffner and Boumeester, 2010; Haffner and De V2640).

6.4 1989-2009: PRIVATISATION SRS, BUT FURTHER DECLNE OF PRS

Government policies throughout the 1980s had detraied an increasing trend towards
privatisation and promoting responsible privat@extThe increased spending for ‘social
engineering’ in housing on the other hand cameeteden as unaffordable. These
developments culminated in the formulation of theid/Paper of 1989 (Ministerie van
Volkshuisvesting en Ruimtelijke Ordening, 1989;aakrom Haffner et al., 2014) which
heralded a new era in housing policy setting agiteater role for market forces, as well as
the intention to reallocate responsibilities amaficial risks away from government.

For the social rental sector (SRS) in the formaiding associations, the trend towards
financial independence was continued, while theinipal housing companies were mainly
taken over by housing associations (Elsinga e2@05, and Haffner, 2002). To increase
financial independence of the housing associatithesyWSW was extended to new
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construction as of 1989 (Table &.1Jhis allowed the central government (although not
necessarily local authorities) to stop providinguguntees on new capital market loans taken
out by housing associations for construction ameéwel (Papa, 1992).

The final step in ensuring independence was takd®95 for the social rented sector and in
1998 for the PRS, respectively (Elsinga et al. 220faffner, 2014). The so-called grossing
and balancing operations involved the trade-offivieen the future subsidy obligations and
the government loans that were outstanding in dlceakrented sector. The subsidy
obligations originally specified for 50 years frahe time of construction were re-calculated
as net present value per rental tenure and pditetsocial and private landlords,
respectively. This operation resulted in the teation of government subsidies to both social
and private landlords.

The cutting of financial ties between governmert e rental sector went almost hand in
hand with the creation of a liberalised rental seghin both the private and social rental
markets from 1 July 1989 (for new construction) antuly 1994 (for existing dwellings).
The result was a two segment sector (both in th® &Rl SRS). A threshold rent level
separates both segments, the one where rentsgaitatesl and the one where rents are not
regulated but negotiated between landlord and teitas up to the landlord to decide
whether to liberalize rent, given the number ahpofor the dwelling (which indicates a
maximum rent allowable) is sufficient, once a newant moves in. Housing allowances
were and are only available in the regulated segffatble 6.1).

To summarise, in the 1990s, many of the main instnts that boosted the growth of
homeownership and the SRS were kept largely irftactrelief for homeowners with a
mortgage, rent regulation and housing allowancegteftants; government guarantees for
capital market loans for housing associations),theccountry still had the largest SRS in the
European Union (Haffner et al., 2014). The diregbivement of government in housing,
however, faded with the abolition of bricks and tabsubsidies for new construction of
rental dwellings and the capitalisation of remagnsubsidies into one-off payments to
organisational landlords. Direct involvement waaraded to a more indirect governance of
housing through a policy framework within which &authorities, social landlords and
private actors had to operate.

These changes resulted in the continued stabdrsafi the stock of social rental dwellings,
while the stock of private rental dwellings deceshs absolute numbers. In relative terms,
both tenures were decreasing (Figure 6.3) becdussteady growth in owner-occupation.
Economic growth in combination with low interestasin the 1990s and the relaxation of
mortgage requirements boosted the growth of homewship (Haffner and De Vries, 2010).

3 Social landlords finance their investments mosiith loans from the so-called sector banks, the BBHRK
and the Dutch Water Board Bank (NWB Bank; Oxleplet2015).
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Figure 6.3  Tenure distribution in the Netherlands,1989-2010
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When the subsidies for new construction were redlgbarply after 1989 and phased out
completely by the end of the century, large cagéahs as a result of rising house prices in
the 1990s must have partly compensated institutiamastors (Haffner, 2011). The share of
investors remained relatively stable over the peli847-1993 at around six percent of stock,
and declined thereafter. Because of the abolitfah@bricks-and-mortar subsidies and the
more strict requirements of the Dutch central bamtjtutional investors increasingly
switched from direct to indirect investment aft®@0©& when about 75 percent of the
investments of pension funds were direct. By 2008 share fell to around 30 percent
(Vereniging van Institutionele Beleggers in Vastdjodederland, 2010). This was partly the
result of their business model (see above) anthttiehat they were not replacing sales by
acquisition or the construction of dwellings.

In addition to the abolition of subsidies for nemnstruction, the favourable tax treatment
(tax exemption) via article 10 of the corporate ¢ade for institutions investing in subsidised
rental dwellings was abolished for new constructiroh992 and for the existing stock in
2004 (Vereniging van Institutionele Beleggers irsig@ed, Nederland, 2004). Total returns
on residential investment (as measured by IPD) plated and turned negative after 2007,
when the Global Financial Crisis (GFC) started. &g capital yields are the main
explanation here. Direct returns declined slighilyhe period 1995-2009 (Vereniging van
Institutionele Beleggers in Vastgoed, Nederland,0This decrease was mainly the result
of rising house prices. This made investors mopeddent on capital gains, which in turn
explains their business model to sell off dwellibhg$ore any large new investment has to be
made.

At the end of 2008 house prices started falling asaction to the GFC hitting the housing
market. New construction also went down and thebeimof transactions in existing

dwellings also fell. The Dutch financial market waso hit (Haffner et al., 2014; Bijlsma and
Suyker, 2008). Halfway through 2008, Dutch banks toewrite off 15 billion Euro of debts
which were linked to American securities. The Dugclwvernment invested five percent of
GDP (30 billion Euro) in the affected banks andunasice companies. It also gave guarantees
to financial institutions up to the amount of 20idn Euro. Because of the collapse of the
banking system, banks had to improve their findrpmaition (e.g. increasing capital
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requirements according to Basel Ill) resultingtimcger credit requirements in all credit
markets (Boelhouwer, 2013; De Jager, 2011). In 20@9government intervened in the
housing market with measures aiming at countehegeffects of the GFC (Koning and
Mulder, 2012; Van der Heijden et al., 2011). Howeteese measures have not succeded in
calming the housing market, as the Dutch economynta the third recession since the start
of the GFC (http://www.joop.nl/economie/detail/kei’19560 nederland_weer_in_recessie/;

9 May 2014).

6.5 2010 ONWARDS - NEW OPPORTUNITIES FOR THE PRIVATE RENTED
SECTOR?

As a reaction to the crisis the Conservative-ledegoment that came into power at the end of
2012, announced huge budget cuts that aimed tothe&uropean Union agreement on a
three percent budgetdeficit ceiling. Stepped raduostin the favorable tax treatment of
owner-occupied dwellings were introduced in 2018 2014 and in 2013 the so-called
landlord levy was introduced for landlords opergtim the regulated rental sector (Table 6.1;
Haffner et al. 2014; Centraal Planbureau, 2012Rrilemus, 2014). The aim of the levy was
to extract funds from social landlords to help sajovernment budget problems (by paying
for rent allowances). However, the levy not onlylégs to social landlords but also to any
landlord owning more than ten dwellings with a rfet¢ed rent. The landlord levy is an annual
tax with increasing rates until the year 2017.

The landlord levy was to go hand in hand with laggermitted annual rent increases in 2013
and 2014 for households with higher household iretorhelp the landlords with regulated
stock produce the cash flows necessary to paynéotax. Tenants with a household income
under €33,614 faced a maximum increase of 4%.dvants with household income between
€33,614 and €43,000, the percentage increase allaxas 4.5% and for tenants that earn
more, the percentage increase was 6.5%. The pageeimicreases are set yearly by the
minister (Haffner et al., 2014).

The net effect on returns of these measures (higis but increased tax on landlords), may
hamper growth in the regulated rental sector. @mther hand, a number of policies have
been introduced or are planned to be introducedsti@uld create new opportunities for the
PRS and especially for the deregulated segment.

Changes in policy intentions can be seen startirRpiL0, when the then new coalition
government of Conservatives and Christian Demoeiated to shift the Dutch housing
system towards ‘more market’ decision-making, leg\a more marginal social rental sector
focusing solely on those in need. When the goventriedl in April of 2012, the only

proposal that had been accepted by Parliamentovawvise rent assessments to take more
account of the popularity of dwellings: in higheegsure areas where dwellings are scarce a
number of points will be added, allowing for higlent levels when new tenants move in
(Haffner et al., 2014) This occurred at the same time as income-depémeenincreases

were implemented (see above).

Another policy that may affect the demand for piévieental housing positively is the

4 The central government aimed to replace theseisg@oints and the points for the type of by 1 @er 2015
with the economic value of the dwelling that isdi$er tax purposes
(http://www.rijksoverheid.nl/onderwerpen/huurwonipgntensysteem-huurwoning; last accessed 17 June
2015). The aim is a more market conforming rerttrsgt
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household income limit that was set for the allmrabf social rental dwellings based on
European Union state aid legislation (Elsinga t24l08; Tasan-Kok et al., 2013). According
to the agreement between the Dutch governmentrenBuropean Commission, housing
associations are to allocate at least 90% of tleant homes to households with a certain
maximum income (€33,614, see above) since 2011indoene limit is in line with present
government’s ideas of a more targeted social sectdra better balance on the rental market
with higher yields for investors in rental housingh deregulated rents (Haffner et al., 2014).
By 2015, the Parliament had accepted the changée tdousing Law, including even

stricter rules about household income limits fousiag associations to be introduced from1
July 2015 (Ministerie van Binnenlandse Zaken eniKkmjksrelaties, 2015).

These changes in rent regulation represent somemmv towards taking account of market
pressures (IMF, 2015). In addition in April 201He tgovernment proposed a rent freeze at
€699.48 (later increased to €710.68 in 2015) omthrimum rent) that could be charged in
the regulated segment of the rental sector (i.@vesllings with fewer than 143 points). The
intention was to freeze rents for a three-yearggestarting in 2015, but the freeze will now
be effected in 2016 (http://www.rijksoverheid.ngaows/2014/11/18/liberalisatiegrens-vanarf-
2016-bevroren.html; last accessed 16 June 2018 .figeze has the potential to shift
additional properties into the market segment yjeutaking improvement in order to
increase the number of points applied to the daghi or to transfer dwellings with more
than 143 points but with a regulated rent intodaeegulated segment, when a new tenant
moves in (see above; Oxley et al., 2015). Findtlg,government announced a new rent
pooling system but this has not yet been introdutld system of income-based rent
increases in the regulated sector will thereforgiooe.

6.6 FACTORS AFFECTING TENURE DECISIONS BY LANDLORDS, TENANTS AND
OWNER-OCCUPIERS

From the point of view of landlords and owner-odeupone of the most important factors
that affects investment is the tax framework inahhihey must operate. The system in the
Netherlands differentiates not only between lardiand owner-occupiers but also between
different types of landlord (notably between orgations and individuals, the scale of
activity, the form of income and the type of lo&s. a result there are different incentives
with resepct not only to tenure choice but alsontfeans of financing that choice.

The framework is as follows:

Income tax for individual and corporate landlords

Personal and corporate income tax generally treagihg income as income from
investment, but the calculation of tax is doneaurfdifferent ways: two for corporate
landlords and two for private individual landlondgh some variations (Haffner et al., 2009;
taken from Haffner, 2011 and Haffner et al. 2014).

(1) Organisational landlords in principle pay corporat®mme tax. Revenues (including
capital gains) are subject to tax but costs catidoleicted. Fiscal depreciation is however
limited (Zwagemakers, 2008 These professional landlords (companies) argesutn

5 Zwagemaker (2008) explains that fiscal depreamaias become almost non-existent for dwellingses@07,
because it is only allowed when the actual valueegstment property is higher than 100% of WOZueal
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corporate tax of 20% on profits up to €200,000 26% on amounts of profit above that
amount. This tax regime has also applied to stanallords since 2008.

(2) Two kinds of organizations are exempt from corpwratome tax: pension funds and
institutions that invest exclusively in real estatevided they pay a dividend to
shareholders (Elsinga et al., 2007; Hoekstra, 200ty latter are called Fiscal
Investment Institutions (Dutch acronym FBI) and sireilar to Real Estate Investment
Trusts (REIT).

Private individual landlords are also taxed in tmays: either as more or less professional
entrepreneurs or as investors in rented housingoractice the tax inspector decides which
regime applies.

(3) ‘Professional’ individual landlords are treatedrasning a business and must pay
personal income tax like any other business sulbpegérsonal income tax. They are
taxed on actual income (including capital gaing)aieosts against a progressive tax
rate (52% being the highest rate). The ‘real pitewmls’ (defined as those landlords
who spend at least 1225 hours per year on theinéss and are under 65) benefit from
an entrepreneur’s deduction depending on the prafihieved. Professionals who spend
less time on their business are not eligible. Briand Hulsker (2002) have calculated
that returns to ‘real professionals’ are 0.2% hrgifeer tax than for category (4)
landlords.

(4) Individual investor landlords are taxed on prop@ngome in the same way as owners of
other personal wealth. Since the tax reform of 20@puted rather than actual returns
have been taxed (Haffner, 2002). The' netal return is imputed as 4% of the market
value of the property corrected for debt (net wegalthis net imputed return is then
taxed at 30%, giving an effective tax rate of 1.@¥mnet wealth. Landlords’ actual
income and costs do not affect the calculations Bgso means there is no separate
capital gains tax —if the dwelling is sold and dwpiity put into a savings account, the
amount of income tax to be paid will not change.

Income tax for owner occupiers

An owner-occupied dwelling is part of personal Weaind the returns from this wealth—in
the form of imputed rent—are taxed in much the saag as the income from second homes
or other wealth such as savings accounts or stéairier et al., 2014). However imputed
rent is taxed only during the period that mortgengerest is being deducted (maximum of
thirty years). The amount of imputed rent taxed waver be higher than the amount of
interest deducted. The tax rate is progressiveaamalints to 52% at the most. The fact that
imputed rent is then not taxed when the mortgage is repaid, or is only partially taxed if it

WOZ-value is market value used for income and piiypgax purposes estimated each year, but laggiinil
one year. The measure was taken as a measurestonsaey for the government.

8 For director-large shareholders, there would H#farent personal income tax treatment applicable.

" The net rate implies notional cost deductions.
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exceeds mortgage interest, is considered a taxnekpee in the Budget of 2011 by Dutch
government.

Contrary to interest on loans for the acquisitibother personal wealth, mortgage interest as
such is deductible in the Netherlands. To put acelthe huge budget cuts that aimed to meet
the EU-agreement of a maximum 3% deficit , the jmesly favorable tax treatment of
owner-occupied dwellings was reduced (Haffner e28115). As of 1 January 2013, the
mortgage interest deduction is now only availableniew mortgage loans with a loan term of
30 years and with an annuity or linear loan repaysteucture. From January 2014, the
marginal tax rate of 52% for the mortgage intedestuction is being decreasedby 0.5
percentage points per year until it reaches 3820#0.

Owner-occupiers with an endowment loan also beffrefih a tax exemption on savings tied
to the future repayment of the mortgage loan whibsé savings. For new mortgagors, the
endownment loan will no longer be attractive asriwtgage interest deduction will not be
available as there is now a requirement that the ke repaid regularly (by annuity or linear).

The overall system benefits mortgagors as comparedtright owners. The treatment of
imputed income tax also favours owner-occupierstaietypes of investor also benefit.
However these differences may be relatively unirtggaras compared to issues around rent
regulation, access to social housing and the lyistbsubsidisation both with respect to
supply and demand.

In this context the major changes in policy thatldde expected to have affected the tenure
decisions made by tenants, owner-occupiers analioitdrds are:

e 1967: Rents could be raised on new tenancies émge for subsidised new-build);

» Late 1960s: Housing associations assume majorralew housing construction,
including for market homes;

* 1968: Bricks-and-mortar subsidies made availablelyjto social and private
landlords; tax exemptions for corporations invegimrented homes;

e 1970: introduction of housing allowances;

e 1989: liberalisation of rents for new dwellingg@p of market followed in 1994 by
rent liberalisation for higher valued existing gnithen the tenancy change;

» 1990s: ‘grossing and balancing’ operations—govemmeote off both social and
organisational landlords’ debts and paid them tiesgnt value of the future subsidy
commitment, then stepped back from direct support;

e 1992: tax exemption for corporate landlords remdeechew construction and for
existing stock in 2004;

e 2011: State aid considerations meant that soaidldéads must largely focus on low-
income tenants;

* 2013: landlords permitted to impose higher rentéases on higher-income tenants in
the regulated sector; landlord levy imposed otealdllords owning more than 10
dwellings with regulated rents.

8 Rijksoverheid, ‘Rijksbegroting 4. Toelichting oplastinguitgaven’
(http://www.rijksbegroting.nl/2011/kamerstukken,209/14/kst147870_4.html; last accessed on 5 Fepruar
2013).
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6.7 SUMMARY: TOWARDS A DUAL RENTAL MARKET: THE GROW TH OF THE
DEREGULATED RENTAL SEGMENT?

The PRS in the Netherlands has shrunk enormousheipost-war period, even though one
could speak of a tenure neutral subsidy policy betwsocial and private renting. As a result
the Netherlands has one of the smallest sectdtsriope.

For many decades, organisational (in particulaitutgnal) investors did not reduce their
market share even though rents were heavily regfildtowever, many individual landlords
sold off their stock. In more recent years, evestitutional landlords are no longer finding
the returns from renting adequately attractive.ifimarket share has basically decreased in
line with reductions in and then the abolition otks-and-mortar subsidies. On the demand
side, the subsidisation of homeownership via incteméhas driven down the demand for
private renting especially among higher income kbokls. The favourable tax treatment
reduces housing costs, while since the aboliticin@fcorporate income tax exemption, all
other owners are liable for some type of income(éxcept for pension funds; Haffner, 2011;
Haffner et al., 2014).

From the point of view of tenants rent controls &odsing allowances make the regulated
part of the market attractive. However above theghold tenants must pay market rents and
are not eligible for housing allowances - so theich between renting and owning is more
clearly market based — but with significant tax éfé@s to owning particularly with a

mortgage. A big issue is therefore whether theyahte to access credit. Equally as the social
sector targets assistance more towards more vbleesiad poorer households there are fewer
opportunities further up the system.

Following on from the GFC and the subsequent rémeswith falls in house prices and
construction costs, tighter loan regulations, sriallocation of social rental dwellings and
more-market oriented rent regulation, the signgyeagthat increases in demand for private
renting might be enough to induce more supply @RRS. One cross-sectional data source
shows that the PRS on 1 January 2012 was, at 4461200 dwellings, larger than it had
been in 2009 (Blije et al., 2013). Some of thedeaedtwellings may be owner-occupied units
which could not be sold as a result of the imp&¢he GFC on the Dutch housing market,
and are thus only temporarily let out.

Looking to the future however, with the landlorgiyen place until 2017 and an uncertain
future thereafter, the continued expansion of tR& % still questionable. The landlord levy
may induce private landlords to leave the regulatsdor and it may also induce a transfer of
regulated dwellings to the unregulated segment.rBteffect is unclear, but it is possible
that the government’s aim of a more market oriestesiem and a larger share for the
medium-priced segment of the rental market may toeceality.
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Chapter 7: User costs as a tool to analyse incevis
in the private rented sector

This chapter discusses the definition of user ¢hstconstruction of user-cost formulae and
the questions that user-cost analysis can illurainét the next chapter we then introduce the
results of our user-cost calculations for privaeting in each of the four countries. In this
report we employ user cost analysis as a tool tetstand what motivates household tenure
choice, and by implication what motivates propentyners to invest in rental properties.

7.1 USER COSTS — WHAT ARE THEY?

‘User cost’ is an economic concept that attempenmompass both the financial and
opportunity costs of particular decisions or pusd®g Although the word ‘user’ might
suggest that the analysis focuses on consumeredjarcfact it is equally applicable to
decisions by producers or investors (who in thistext are ‘using’ their capital or other
resources).

In order to understand the dynamics of housingresnume need to look at the fundamentals
of the demand for and supply of housing in two tesuprivate rental and owner

occupatiofl. These are clearly conditioned by price or coational consumers can be
expected to try to minimise the cost of securingpaemodation. Put simply, the housing
expenditure for rented housing can be thought dfi@snonthly rent, and the housing
expenditure for owner-occupation as the monthlytgage and other housing payments. But
these are just cash-flow measures; adotinomianeasure of cost would include the
opportunity cost of investment foregone as wekx@gsected capital gains.

These factors are all captured in the conceptefuber cost’ of housing, developed by US
economists to express the full economic burderoakimg on the consumer. User cost has
been employed in various economic models that g@ttéorexplain the performance of the
market for owner-occupied housing; the most citgtthar is J. Poterba, who developed the
user-cost approach to analyse how high inflatiash mortgage-interest deductibility
interacted to increase US house prices (Poterb&) 198 Miles states, ‘the best way to
evaluate how the tax system, financial marketshamgsing markets have combined to
generate incentives to owner-occupation is to atalthe user costs of owner-occupied
housing’ (1994, p.56). User cost is less frequyeathployed in analyses of rented housing
and indeed, some of the user-cost literature igstrsilent on the subject of renting. Even
so, the fundamentals of user-cost analysis canmgiple be applied to any tenure.

Clearly the use of any model or formula requirestiaation, but economists argue that
models are nevertheless valuable tools. Miles4198ys, ‘The reliance on formal models
itself warrants some justification. Mine is simphathout a clear framework within which to
analyse the determinants of the prices and questii houses it is hard to see how the
implications of the distinctive features of housasy of changes in them, can be assessed’ (p.

9 We have excluded social housing from the analysis because we want to focus on the choice between purchasing and
renting. In many countries the allocation procedures for social housing mean households have to wait for months
or years before securing accommodation. Those who need or want a different home in the short term therefore
face an effective choice between renting privately and buying, even though some (tenants in particular) may
eventually aspire to live in social housing. Co-operative housing is also a significant tenure in Denmark but is not
similatly important in England, Germany or the Netherlands, so is not discussed in the analysis.
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9). ltis also important to set out clearly what assumptions are, particularly about whether
or not the system is in equilibrium, in order terndify which factors matter and why.

7.2HOW ARE USER COSTS FOR OWNER-OCCUPIERS CALCULATED?

The basic version of the user-cost equation sdttheufinancial and economic costs of
housing to the home owner. A simple user-cost tbans:

1) ug=pTp+u+d+r—E(p]
where
pt = price of dwelling at time t
Tp= propertytax rate
u = insurance, repairs and maintenance (constanti8orat value)
d = depreciation
r = real interest rate
Ei(pt) = expected real increase in capital value at time t
(derived from Miles 1994)

Here, the annual user cost in year one is the pfittee house multiplied by the tax rate,
maintenance expenditures, depreciation and intpegshents, less expected capital gains--
which seems fairly intuitive. The assumptionsthag property tax, expenditures on
maintenance, depreciation and interest paid amaltant fractions of the house price; this
equation does not deal with the complexities adificing the purchase. Note that this is the
annual user cost as expeciegear one-but user cost will not be constant over time beeaus
interest rates and other variables may changeinaomortantly because the concept is based
on the housing investment without regard to thehabf financing.

The formula can be refined in various ways to makeore precise and to more accurately
reflect the financing of the investment, the indival national contexts, and the literature
contains many examples. Here, from Lunde (1998320s a more complex formula that
takes account of the method of financing of houselmse (the split between debt and
equity) and some specifics of the Danish systemdéfmes user costs for owner-occupied
housing in period as

2) uG = Bl 1 - Tey + Filid(1 - Tey) + Ki (e + e + agTt + € - Pejd)

where Etis the equity invested in the dwelling

It is the rate of return on equity

TEeis the taxation on a similarly leveraged alternafiwestment

Ft is the borrowed amount invested in the dwelling

IFtis the interest rate on the loan

Tkt is the tax rate for negative interest income withiol interest expenditures on

loans are offset in taxable income

Kt is the market value of the property at the stieal of the period

d: is administrative, operational and maintenancesedjures.

gt is the rate of depreciation.

algTt is the land taxdis the public assessed land value’s part of th&xketaalue and
gTtis the land tax rate)
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& is the property value tax rate
Pejt IS the rate of price increase for the propergudlity is unchanged.

The first two elements of the formula representdpportunity cost of capital invested and
the debt financing of the dwelling purchase, wifile final element is similar to the simple
formula presented earlier. The specifics of threnfiala reflect the Danish situation: land and
built property are taxed differently, so the laag &nd the tax on the value of the full
property are identified separately in the formlais is not the case for instance in England
and there is no way in the British context to safgthe value of the land from the value of
the building.

Lunde points out that ‘taxation conditions influencser cost, (so) the relevant national user
cost concepts will vary by country’ (2013, p. 9)his suggests that it may be necessary to
specify separate user-cost formulae for each cpuagra single formula that covered all
cases would be too unwieldy.

7.3 HOW ARE USER COSTS IN THE RENTED SECTOR CALCULATED?

The determination of user costs for tenants is Enifor rented dwellings the tenant’s
housing expenditure—the rent—is approximately etm#he user cost’ (Lunde 2013). In
principle, in a free market in equilibrium, the miaal rental income received by the
landlord®and the marginal cost to the tenant (rent) areséinee. Thus under equilibrium
these conditions, calculating user cost for lardayn a similar basis to that for owner-
occupiers should allow us to derive rents. Thenfda would have to be modified to take
into account the specific tax and benefit circumeés of landlords. At the limit the formula
for landlords would demonstrate that in equilibritthre landlord would charge a rent equal
to marginal cost of supply (user cost). Howeverenohour housing markets can be said to
be in equilibrium at any point in our estimationipd so we can only look at the landlord
position by evaluating whether the scale of thémas increasing or decreasing. Here
therefore we concentrate on comparing the posgf@mwner-occupiers with that of tenants.

7.4 FORECASTING

Much of the user-cost literature—e.g. calculatiohsffects of mortgage-interest tax
deduction on US house prices per Poterba—emp@rymstcalculations. Here there is, at
least in principle, a single ‘correct’ answer—eviin practice the data with which to
determine it may not be available. However ougntibn was to understand the factors that
influenced the decisions of housing-market actbmuawhether to buy or rent by looking at
the information they hadt the time of decisionwhen by definition future outcomes (e.g.
house prices movements) could not be known. Wkefibke calculated historic user costs not
on the basis of actual price movements but on &dseslof expectations at the time.

We assume that the economic actors are rationalhatdheir decisions will be based on (if
not necessarily entirely determined by) user coStgtrent user costs incorporate
expectations about house prices, interest ratested variables, and therefore implicitly
include an element of forecasting. Economic aatarsiot know with certainty what house

10 In addition the landlord receives the capital gain (or loss) on the property, which is deducted in the tenants’ rent
calculation.
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prices, interest rates or the tax code will be likéen years’ time (or even next year); they
have to make assumptions taking into account thewgusituation, economic trends, and
their assessment of political and even culturaioiacthat may influence markets.

What values should be used for expected housespaite interest rates? There is a large
body of literature dealing with the selection aisé of forecasting techniques. Armstrong
(2001) provides a useful overview including gengraiciples. He recommends that simple
methods be used unless empirical evidence calls fioore complex approach, and suggests
that forecasters, using their expert knowledgeukshadjust for events expected in the future.
Forecasts (assumptions) may also vary accorditigetime horizon employed: in general

for very short time horizons we can assume thatlitioms will continue as they are now,
while for longer time horizons we might expect \eduo follow a trend, or to revert to a
long-term mean.

7.3 ASSUMPTIONS

Our historic user-cost calculations are based diighed data, but for current user-cost
calculations we must make assumptions about hove sdithe variables will develop over
time. We have chosen to look at three time hoszone, three and five years. Given that
housing-market cycles can last a decade or moneaudd ideally have preferred to use
longer time periods, but data availability wouldzéanade the calculations impossible.

Table 7.1 below lists the variables that go into wser-cost calculations for owner-occupied
property. Our baseline, following Armstrong'’s piiples, is to keep the assumptions simple,
with changes expected only for mortgage interégssrand house prices. Both of these
variables are expected to revert to the mean deitehree and five years under the three-
and five-year time horizons respectively. Howewerhave asked country experts to use
their best judgment about likely future policy ches, so the assumptions used may differ
from country to country.

Table 7.1: Baseline expectations for one-, threend five-year time horizons (changes
highlighted)

. Time horizon
Variable .
One year Three years Five years
Loan-to-value ratio As now As now As now
Average mortgage interest rate As now Mean of last 3 Mean of last 5
years years
Return on similarly risky As now As now As now
alternative investment
Bastc rate tax on alternative As now As now As now
investment
Maintenance As now As now As now
Depreciation As now As now As now
Change in house prices As last year 3-year mean 5-year mean

Prospective FTBs implicitly must choose betweerestwng in the down payment on a home,
or investing the funds in another way. The intefeiegone on this alternative investment is
therefore one element of user cost. For theselledions we used data on returns from
government bonds from each country (see sourcesafdr country table). These are less
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risky than residential property investment, so weeal a risk premium of 3% to the bond
yields to account for this difference, per Diam¢h€i80)*

7.4 OUTPUTS

The end result, for each country, is a set of dated user costs for first-time buyers (from
Equation 1, modified as appropriate for each cgyinémd rents for young single tenants
taken from local rent statistics. Separately ve® @irovide information about landlords’
returns from IPD data, and about returns on alter@m&ategories of investment. These
findings are presented in Chapter 8.

Annual user costs are calculated from 1988 (Engla#D0 (Germany) and 1996 (The
Netherlands) and 1980 (Denmark). Changes in daftae are one of the main
determinants of user cost for owner occupiersfltture house price changes cannot be
known in advance. We therefore produced threeasues) in which expected future house-
price changes are based on housing-market perfaemarihe preceding one, three and five
years. Thus the calculations wesepostata for house prices, loan-to-value ratios, mggga
interest rates and taxes, but the house-pricealstaeed int@x anteforecasts of house
price movementsWe have not madex postcalculations ofactual user cost as our intention
was to look at decision factors—which by definitawa ex ante.

This approach allows us to make comparisons wehith country over time and across
tenures, and to look at broad trends across cesniVe do not use the tables as a basis for
detailed cross-country comparisons.

7.5 THE QUESTION
In this report we employ user-cost analysis to diggd on the following question:

Question: What are the relative consumer user caofstenting and owning in each of the
four case-study countries, and what does that iffgslyriousehold tenure choice?

Consumers, who are assumed to be rational utiléyimisers, will select the tenure
that provides them with the lowest cost (or thenkgj gain), all else being equal. We
focus on those entering the housing market: youugéholds choosing between
renting and purchasing a home for the first tirfl@f course, this is a simplification
since in real life choices are rarely binary--hdusds could also share with another
family, not form at all, etc.)

The calculations required (columns A and B in Tab®:
» User cost of owner-occupation
» User cost of renting — ie the rent paid out of thixeome.

1 Diamond (1980) applies a 3% risk premium for similar calculations in the US context. He notes that ‘the
results...are quite insensitive to the specific risk premium assumed to apply to the...equity investment, as long as it
is an assumed constant over time’ (p.2906).
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The results from this analysis can then be usethasput into a qualitative assessment of
when/whether landlords might be prepared to adtd portfolios either from the existing
stock or in terms of new investment.

7.8 INFLUENCE OF POLICY CHANGES

User costs are not fixed but vary frequently—impiple even day by day—in response to
changes in the relevant variables. Clearly theskeide many economic variables that
fluctuate constantly, such as interest rates andénprices—although these may be fixed for
the long term or even permanently for individuatghasers and tenants, any changes affect
aggregate calculations. But apart from these poatisly moving variables, there are policy-
related variables which can exhibit sharp discaiities, and these discontinuities should in
principle be observable in user-cost calculatiofie list of variables that could be affected
by policy changes includes

* Taxes

* Interest rates

» Cost of repairs (e.g. if standards are changed/&sego

» Proportion of price borrowed (e.g. if LTV limitseachanged/imposed).
* Rent regulations and other housing policy measures.

* Rules around mortgage issuance and eligibility

For each country we have produced a qualitativeltima which identifies important changes
in policy or regulation affecting the PRS or otkemures. These could produce inflection
points or discontinuities that might feed througtoi(assumed) periods of relative advantage
for one tenure or another. However it remainseg@éen whether these policy changes are
observable in user-cost calculations because aftablems, time lags, the specifics of
regulations (e.g. applied to new purchases ontg), e
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Chapter 8: User costs in England, the Netherlands,
Germany and Denmark

This chapter applies the user-cost concept to Rfe iR England, the Netherlands, Germany
and Denmark. We look at user costs for three ggofigst-time buyers (FTBs), tenants and
landlords. We then look at the results for eaalmtiy to ask whether user cost analysis
helps to identify and quantify important driversbahaviour - and to clarify its strengths and
limitations.

Our starting point is this: prospective tenantd ehloose between private renting and owner
occupation in part because of the relative costsg¢ondividual of the two tenures, while
landlords will invest in private renting if the eeqied risk-adjusted return is equal to or
higher than what is available on alternative innesits. Neither of these measures will fully
relate to the formal definition of user cost setiowchapter 7. However the main drivers of
behaviour are best reflected in these formulaesEmalysts can gain understanding of
behaviour by examining the evidence on how usesadsnge over time and asking whether
there is a relationship between these changeshait$ $n tenure mix.

8.1 ENGLAND
We start with England. We look first at user dostfirst-time buyers, then for tenants.
First-time buyers

The user-cost equation for first-time buyers in Bnd is adapted from Lunde’s user-cost
eqguation for owner occupation (presented on pagebdve). We have modified the
designations of some of the variables to make tmame intuitive. The equation is:

UCi= P: (L v ﬂortgage"‘[l -L TV]E’altinvﬂ - Ta/tinv] +M; + D - APt)
where

UCt is user cost at time t

Pt is the house price

LTV isthe loan-to-value ratio

I mortgagelS the interest rate on the loan

Ratinv IS the rate of return on an alternative investnwdtit the same risk

Taiinv IS the rate of tax on returns from an alternaiivestment with the same risk
Mt is maintenance, administrative and operationakesljiure

Dt is the rate of depreciation

APt is the rate of price increase for the propertyudlity is unchanged.

Lunde’s equations (pp 77 et seq) contain elementahd and property tax, but these are not
included in the English formula. There is no anrtaa on ownership of land or property in
the UK. Council tax is levied by local authorities residents, with amounts due based on
dwelling values. It is paid by all residents wlestkenants or home owners, so is not
included as a specific cost of home ownership.
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Table 8.1 provides calculations for English FTBssthie 25-year period 1988-2013. There
are three scenarios, reflecting possible home baty#ndes to expected capital gains:

* In Scenario A their expectations of capital gairestzased on price changes in the
single preceding year

* Scenario B: expected capital gains = 3-year avepage change

* Scenario C: expected capital gains = 5-year aveguage change

The data used are set out in the table excep#figmaintenance as a percentage of house

value), which was set at 2% per annum, Batlepreciation), which was set at 1% per
annum in Miles (Miles, 1994).

Looking at the underlying data, it is clear thas ttovers a period of strong cyclical change in
the housing market. Average house prices for-finsé buyers rose strongly in 1988 but
peaked in 1990 and then did not regain their 1896lIfor seven years. There was another
strong surge in house prices in the early 2000$ azerage prices for FTBs doubled between
2000 and 2005. They reached a peak in 2007 and¢ligby 2013 when our data series
ends they had not yet reached former peak levels.

Other variables also fluctuated over large randésdian loan-to-value ratios for first-time
buyers were consistently above 90% in the 198098sdbut fell to a post-crash low of 75%
in 2009 when mortgage credit was massively comstchi Similarly, mortgage interest rates
in England (as elsewhere) fell over this periodnfrover 14 per cent in 1989 and 1990 to
under five per cent since 2009. Rates of returaltarnative investments followed a similar
pattern, peaking in 1990 at over 11 per cent agpao@d to under two per cent in 2012.

But the most volatile set of figures is the pemaétte column: changes in house prices. One-
year changes have ranged from growth of 22 per(ced®89 and 2003) to a decline of 12
per cent in 2009. The user-cost equation captheesosts of running a home (maintenance
and mortgage payments) as well as capital gainshvwdan be thought of asegative costs.
Therefore a user-cost figure that is negative s that the user gainingoverall — that is,
that (expected) capital gains exceed housing expeadObviously, this cannot be a
permanent position for the housing market.
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We can see that in Scenario 1 (where expectedatgpaiins reflect the previous year’'s
experience), first-time buyers had negative usstscim the late 1980s, then from 2002 to
2005, reflecting the strong house-price growthhimse periods. Even when house-price
growth was averaged over five years, user cosinggative for long periods although the
troughs were not as low. This can be seen in Figurewhich graphs user costs under
Scenarios A, B and C. Conversely in 2009 the Sterauser cost was very high, reflecting
expected capitdbssesdue to recent declines in house prices.

Figure 8.1: Three scenarios for user costs for fitsgime buyers in England, 1988 — 2013
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Figure 8.2, on the same scale, shows user codisdaxg expected capital gains and foregone
income from alternative investment—that is, onlfuathousing expenditure. This includes
mortgage payments, maintenance and property t&tere there are no negative costs
(gains). There is still a fair amount of variatiovith expenditure ranging from £4153 per
annum in 1996 to almost £13,000 in 2007; this stagasn from movements in house prices
and the consequent effect on mortgage paymentglhaswchanges in the mortgage rates
themselves linked to changes in inflation. Howethervariation is very small compared to
the user coshcludingexpected capital gains.
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Figure 8.2: Housing expenditure for first-time buyes in England, 1988 -2013
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Tenants

Comparing the user cost of owner-occupation fatfiime buyers with the user cost of PRS
accommodation for tenants (the rent) should cghbt bn households’ tenure choices.
Unfortunately the official data on private sectents in England are not good. The best
official source is the Valuation Office, which coil@s data on private-sector rents for the
purposes of administering housing benefit, bupitslished data start only in 2011. They do
however produce figures that are broken down by sizlwelling, which would allow us to
compare rents for a particular size of property,(s&o-bed flats) with the FTB data for
those years.

Table 8.2 shows private rents in England and Lorfdotwo-bed properties (median and
average lower-quartile). They represent rentsxistiag tenancies not new lets, although
decisions are based on new let rents. In Englaaditeat majority of private rented
tenancies are for fixed six- or twelve-month teans the landlord is not obliged to offer
renewal when the tenancy ends. There is no cootistarting rents or of rent increases after
the initial tenancy period.

88 Understanding the role of private renting: A four-country case study



Table 8.2: Annual private-sector rents, England, 201-2015
12-month rolling average private rents for 2-beajpgirty
(data quarterly to 2012, then semi-annual)

England London

End date Lower quartile | Median Lower quartile | Median

June 2011 £5,700 £6,600 £11,400 £14,304
September 2011 £5,700 £6,600 £11,400 £14,340
December 2011 £5,700 £6,600 £11,400 £14,400
March 2012 £5,700 £6,780 £11,700 £14,400
June 2012 £5,700 £6,840 £12,000 £14,760
September 2012 £5,700 £6,900 £12,000 £15,000
December 2012 £5,700 £6,900 £12,300 £15,600
March 2013 £5,700 £6,900 £12,900 £16,116
September 2013 £5,700 £6,900 £13,200 £16,644
March 2014 £5,700 £6,900 £13,200 £16,500
September 2014 £5,820 £6,960 £13,800 £16,644
March 2015 £5,940 £7,140 £14,400 £16,800

Source: Valuation Office Agency Private Rental iStias

Figure 8.3: Annual median and lower-quartile rents England and London, 2011-2015
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Figure 8.3 gives the evolution of annual median lameer-quartile rents for England and
London for the four years from mid-2011 to mid-20IEhese show that rents have risen
steadily and fairly smoothly over the period. sliaiso possible to get rental data for two-
bedroom flats. These are often preferred as ahneaik for comparison with first-time
buyer costs, as the two-bedroom flat is considéredstandard rental unit and represents
plausible alternative accommodation for such hoaoisksh

Figure 8.4 compares median and lower-quartile riemtsuch flats (all England) with
housing expenditure for owner occupation. It shdves on this broad measure the
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current costs of home ownership were slightly cleedpan renting over most of the
period, although the absolute difference was ngelalt should be noted however that
data availability means that the series is verytshthe figure covers only four years vs
25 years in Figure 8.2.

Figure 8.4 Comparison of FTB housing expenditure ashprivate rents for two-bed
flats, 2011 - 2013
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Overall therefore the figures suggest that theofadtying behind the changes in relative costs
are more related to house prices, inflation aneré@st rates than to changes in the tax
framework. The UK has a relatively volatile econowtyich is reflecting in the variability of
user costs over time. The measures also suggesivimer-occupation has generally been a
relatively good buy as compared to private rentiegpecially if the data were better able to
take account of size and quality of accommodation.

What is also obvious is that the affordability xief the early 2000s is about house price
increases and associated mortgage costs - whia) aebroader based analysis, high
enough to exclude many potential first time buysys becoming owner-occupiers and to
generate lower proportions of owner-occupiers dizefilhe economic environment after the
financial crisis actually reduced first-time buyeitgoings - but other uncertainties and
particularly credit constraints meant many who dafford on paper owner-occupation were
either excluded or chose not to purchase (Whiteleddwilliams, 2011; Whitehead,
Williams et al, 2012).
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8.2 GERMANY
We now look at user costs in Germany, taking afjestitime buyers and tenants.
First-time buyers

The user-cost equation for first-time buyers in@any is similar to that used for England,
with the addition of a significant element for thabsidy for first-time home buyers
(Eigenheimzulage which was available from 1991 to 2006. Thisredat, S is the final
variable in the equation below. Like expected gjains ireducesusercost.

UCt = Pt (LTV ﬂortgage"‘[l'LTV]ﬂa/tinvﬂ - Taltinv] +Mt + Dt - APt-St)
S is the subsidy for first-time home buyers

Land tax is paid by the user and is tenure neudtral therefore excluded. Germany has no
property tax.

Table 8.3 provides calculations for German FTBslier22-year period 1991-2013. There
are three scenarios, reflecting possible home baty#udes to expected capital gains:

« In Scenario A their expectations of capital gairestzased on price changes in the
single preceding year

* Scenario B: expected capital gains = 3-year avepage change

* Scenario C: expected capital gains = 5-year aveuege change

The data used are shown in the table excepVidmaintenance as a percentage of house

value), which was set at 2% per annum, Baftepreciation), which was set at 1%. The
same assumptions were used for England.

Figure 8.5 shows that user costs for first-timedyayvere positive—that is, that overall there
was a cost to buyers—from 1990 to 2012, when theed negative.
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Figure 8.5 Three scenarios for user costs for firdime buyers in Germany, 1991 - 2013
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Tenants

Figure 8.6 compares the housing expenditure dftiimee buyers with rents for new
apartments of 100m It shows that owner-occupation required highgtays than renting.
The difference between the two tenures was vegelar the early 1990s, with owning
costing almost twice as much as renting in 1991 thmidifference between the tenures has
narrowed in the last 20 years to the point wher20ib3 for the first time housing expenditure
for owner-occupiers was less than rent. As in Bmgjl&aousing expenditures for owner
occupation were much more volatile than rents.

Figure 8.6: Comparison of owner-occupation housingxpenditure and rents
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First-time buyer user costs reflect much lower tdgains than in England - and indeed in
some years capital loses. As a result costs okowocupation are always significantly
positive until the late 2000s when lower inter@dés are combined with increasing house
prices. Direct expenditures reflect changes in magconomic variables in the owner-
occupied sector, rather than tax changes, whiles felow an upward path from the late
1990s. As a result by 2012 for the first time exprmes become very similar across the two
tenures. It is thus not surprising to observe iasiey rates of owner-occupation with an
upward trajectory reflecting expectations of cdpiins and falling user costs.

8.3 NETHERLANDS

We now turn to the Netherlands. The analysis reslightly different than those carried out

for England and Germany. Those employed house-gdetefor the smaller homes that first-
time buyers tend to purchase. However the Dutels&price data do not allow us to isolate
smaller homes, so we discuss user costalfdrome buyers.
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Home buyers

The user-cost equation for home buyers in the Niethes employsfter-taxfigures for both
the mortgage interest rate and the interest omgéore investments. Those elements are
highlighted in the equation below. There is noasafe term for the tax on returns from
alternative investments. As in England and Germkamg/property tax is in principle tenure-
neutral so is not included in the user cost for emmccupation.

UG = P: (LTV Zzzvortgage‘f'[l'LTV]ma/tinv + M;+ D: - A'Dt)

Table 8.4 provides calculations for Dutch home Iosiyer the 17-year period 1996-2013.
The three scenarios again reflect possible homeriatjitudes to expected capital gains:

« In Scenario A their expectations of capital gairestzased on price changes in the
single preceding year

* Scenario B: expected capital gains = 3-year avepage change

* Scenario C: expected capital gains = 5-year aveguage change

The data used are shown in the table excepWidmaintenance as a percentage of house

value), which was set at 1% per annum, Ba@lepreciation), which was set at 0.85%. Both
figures are based on the Dutch literature; theysareewhat lower than the assumptions used
for the English and German cases.
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Figure 8.7 shows that user costs for home buyers negative—that is, that overall home
buyersgainedfrom house purchase—from 1996. They turned pa@siiivdicating a cost to
buyers) in 2002 under Scenario A, and somewhat lstger Scenarios B and C. The cost of
home ownership under all three scenarios has lsatating since about 2007.

Figure 8.7: Three scenarios for user costs for homauyers in the Netherlands, 1996-
2013
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Tenants

Figure 8.8 shows average rents on all new homefiamsing expenditure of home buyers—
that is, removing expected capital appreciationiasdstment interest foregone—from 1996.
As in England and Germany, rents (which in the Bd#émds are generally controlled) have
risen fairly smoothly since 1996. Housing expenaisuof new buyers were much more
volatile, more than doubling in the ten years aft@96, but since 2008 have fallen
significantly. When expected capital appreciatiad éoregone interest are removed, housing
expenditures track rents fairly closely over theolglperiod. However it should be
emphasised that these figures are indicative @slyhe two sets of dwellings to which they
refer (all new rental homes and all existing hofoesale) are not strictly comparable.
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Figure 8.8 Annual housing expenditure for home busgrs and rents on new homes in the
Netherlands, 1996-2011
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The figures for the Netherlands show fairly coresistises in rental costs over the whole
estimation period from 1996 - 2011. Owner-occum@egdenditures also rise - indeed overall
they rise considerably more - but not so consistenmportantly, owner-occupied
expenditures are sometimes lower than rental, sorasthigher and since 2010 fairly
similar. On the broader based user cost of ownewmation measure these costs are
negative for almost all of the decade from mid 19&0the mid- 2000s (when owner-
occupation rises but not rapidly). From the turthaf century they rise rapidly first as house
prices increase but after the financial crisis mawa result of falling capital gains. There
have been far more significantly changes in houpwigies in the Netherlands than in most
other European countries especially since the gfolancial crisis. These clearly affect user
costs for both owner-occupiers and tenants - hwould need far more detailed analysis, and
a longer time period, to estimate the scale ofcgadlnpacts.

8.4 DENMARK

The user cost formula for owner-occupiers in Derknigr

UCt = Pt [LTV : /mortgage : (l'Ded) + (l'LTV) : Ra/tinv : (1' Taltinv) + (T/andvalue + Dt -
AP;)] +T property + Mt

The variables are as for England, with the folloyvadditions:
Ded is the rate at which mortgage interest paymeansbe deducted from taxable
income
TiandvalueiS land value tax
ToropertyiS property value tax
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Maintenance and operational expenditureg @vk based on empirically established
expenditure in 1999 (Lunde and Hvidt 1999), uprdtednflation. They are not a function
of house price as in the calculations for the othexe countries.

It should be noted that these user-cost calculat@oe different from the housing-market
equations that appear in the widely used ADAM macomomic model of the Danish
economy (Statistics Denmark 2012). In this papeiave trying to capture the costs of owner
occupation in Year 1, while the purpose of the ADAMdel’s user cost formulae is to
predict future house-price movements. The ADAMrfala is basically

UC (ADAM) = interest rate + taxes + depreciatiof.b*repayment rate + 0.5*inflation

There is no separate element for house price IAD®M equation, and there is therefore
much less variation than in our model in the resy#ar on year.
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Table 8.5 and Figure 8.9 show that user costsdorehbuyers were negative—that is, that
overall home buyergainedfrom house purchase—for a short period in the n®86%, and
then again from 2004. They turned positive (indi@atr cost to buyers) around the time of
the global financial crisis in 2007 under Scen&j@nd after 2008 under Scenarios B and C.
The cost of homeownership under all three scendasdeen falling since about 2012 and is
now negative under Scenario A.

Figure 8.9: Three scenarios for user costs for homauyers in Denmark, 1980-2015
(Danish kroner)
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Figure 8.10 shows average rents and housing expeesiiof home buyers on the same
notional 140M homes from 1980. This probably overstates tr@game rents, as rented
homes tend to be smaller than owner-occupied dwgalli In the other three countries we
have seen that rents rose relatively smoothly sli9&86; this was also the case in Denmark,
where the data allow us to look back as far as 1980

Housing expenditures for buyers were much moreti®|aearly doubling in the ten years
after 1993, but then falling significantly. Sin2@09 rents have exceeded housing
expenditures on this basis.
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Figure 8.10 Annual housing expenditure for home bugrs and average private rents
(both for 140m? dwellings) in Denmark, 1980-2015
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The picture in Denmark is once again differenshibws very consistent rent increases over a
period from 1980 but also that in expenditure teowser-occupation was relatively cheap
throughout much of the 1990s and early 2000s aadhadter the financial crisis. First-time
buyer user costs have been positive, except faoggem the early 1980s and again in the
early 2000s. The very rapid rise, which starteaieethe financial crisis pushed user costs far
higher than had been experienced in the quartarcehtury before but since 2010 these have
been falling again as interest rates remain lowexctations of capital gains increase.

8.5 BENEFITS AND LIMITATIONS OF USER-COST ANALYSIS

The user cost approach allows us systematicallyetatify and quantify the various elements
that contribute to the end cost of housing, anchioy out hypothetical exercises to see what
would happen to relative costs if certain assunmgtiwere changed—if, for example, the
average loan-to-value ratio fell, or house priceser or rent controls were imposed. It helps
us to understand which factors have the most effie@nd costs and which are less

important. It could illuminate the household’s atebetween buying a home and renting, or
the property owner’s choice about letting out.rtiypdes a basis for cross-tenure comparisons
within countries and could also, in principle, hagpcompare across countries.

However there are a number of practical difficgltigth the approach, and for some
guestions, user cost analysis does not capturewsdate interested in. There are four main
problems:

1. Data availability.We found that in practice it was difficult to firhta at the right
level of disaggregation—or sometimes any datalaFat example, we had hoped to
be able to compare user costs for similar dwellexg®ss our four case-study
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countries. In much of continental Europe housegsrand rents are calculated on a
per-square-metre basis, which facilitates compasis@ut in England, statistical
sources usually categorise dwelling size on thesledswumber of bedrooms, and
floor areas can vary so much that it is impossibleroduce prices per square metre.
On the other hand, English sources provide disagged data about purchases by
first-time buyers, which the other countries do. not

Even for comparisons within a single country, datailability was problematic. Per
Question 1 above, we wanted to compare the relagee costs of renting and
owning, looking at young households entering theketa This comparison is only
genuinely meaningful if we can compare user castthk exact same unitsr at

least very similar ones—the same size and typlkdrsame location. However in
practice much of the data for owner-occupationfiama large national datasets that
are not very disaggregated. Dutch house-price tataxample, are faall home
sales, and rental data are #dirnew flats. User-cost calculations based on these
figures just might accurately reflect the finang@aiture facing households choosing,
at the margin, between renting and buying, butiketihood is that such broad-brush
comparisons obscure the genuinely decisive detalils.

2. The question of timeUser-cost analysis looks at both financial flawmsl changes in
wealth in a single year. This could be appropregeause it has been shown that
people often base their housing decisions on eggeaxists over the short term. This
short-term focus is particularly relevant if we wémcompare private renting and
owner-occupation. The initial monthly costs bobyerivate tenants and first-time
buyers, which are well captured in user-cost caloomhs, may be similar

But although decisions may be based on short-term,dustising is the ultimate
durable good and in fact both costs and benefitscamtinue to flow for years or
decades. In particular, a buyer normally buildsityquhile a tenant does not. Only a
present value calculation could captateexpected costs and returns, including the
mortgage being paid off after a period, transastioosts etc. Present value, which is
equal to the flow of future user costs, also inooages the element tme—which is
crucial because returns depend significantly on lwomg the owner intends to hold
the asset. This is particularly relevant in theecaf housing because changes in
capital values are volatile in the short term botenstable in the longer term, and
because over a very long period expenditure omitregage falls away (assuming
repayment mortgages) and capital increase becoommant.

We have tried to address the issue of time by usireg different scenarios for
expected house-price growth. However this doe®fiet an entirely satisfactory
basis for comparison with renting as it still les\apen the question of which estimate
is the relevant comparator.

3. Ex antevsex postWe were interested in employing user cost to urtidedshow
households decide whether to buy or to réfdar owner occupiers, the change in
capital value of this house is one of the main ellet® of user cost - indeed, it can
outweigh all the others. But at the moment of aog between renting and buying,
the household cannot know what path house pricksake in future. Of course,
looking back we do know what happened to housegriand can calculaéetualex
post user costs (see Table 7.2 above). But thstismeaningful or useful for an
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analysis of how decisions were made in the pasenEhough we now do know what
happened to prices in 2004, someone making a dadisiate 2003 did not, and if we
want to understand their decision we need to irm@ate that uncertainty

This is why we produced three different scenarmvekpected house-price change.
But house prices were not the only unknown, @xdntecalculations are crucially
influenced by the assumptions made. For exampteehtal growth should we
forecast the trend (over what period)? Use aname(over what period)? Some
factors are largely or entirely politically detemad—how to forecast them? We have
set out the assumptions we made, but these mage(@ngrobably will) turn out with
hindsight to have been incorrect.

4. Influences that are hard to quantifyinally, many of the factors that affect incentives
to own or to rent are difficult or impossible tgotare in user-cost equation—and
indeed in net present value calculations. Thedede for example

» Cultural attitudes to home ownership and the tinohgitial house purchase
* The individual's expectations about job security
* The degree of tenure security in the PRS.

Given all these necessary caveats as well as tyecoasiderable differences in how taxation
systems and housing markets work in the four caeswe need to stress again that we are
not here aiming to make inter-country comparisoRather we are asking whether in each
country there are clear differentials betweenuther costs of owning and renting which
appear on the one hand to be related to changeteiwrant market and taxation variables and,
on the other, to changes in the tenure mix inc¢bantry.

8.6 CONCLUSIONS

Probably the two most important findings from timalgsis were that data availability varies
greatly across countries so that direct comparisansot be properly made; and similarly
that markets operate in very different frameworkshe factors affecting outcomes differ
between countries (eg fixed v variable mortgages;anore or less regulated finance
systems).

Over the periods of analysis there have often belatively few policy changes - the
exception is the Netherlands where there have lagga changes since the financial crisis.
On the other hand macro-economic conditions haee belatively far more volatile in part
as a result of housing market behaviour in at lgase of our case study countries.

Rental costs follow far more stable patterns thaney-occupation costs and have generally
been rising. In Germany the increases have ordy from the turn of the century and were
relatively limited until the later part of the lad#cade. They rose slowly in the Netherlands
where rent controls dominate but much more quigklpenmark where rents are also
regulated. Only in England are there no adequdtefdhy to track the pattern of rent
increases until the last few years.

While it is not possible to achieve full consistgmt measuring user costs of owner-
occupation and particularly the first time buyers iobvious that they are most obviously

Understanding the role of private renting: A four-country case study Page 107



affected by economic variables, notably by interasts, inflation and house prices. How
these variables impact on user costs depends daxtimmework in each country -
particularly with respect to the treatment of magg interest and capital gains but it is the
variables themselves that have dominated.

Finally both the period of rapid price increasesiany countries in the early part of the
twenty first century and particularly since thedfntial crisis user costs under whatever
different assumptions have been particularly vi@atBut this has also been a period of
mortgage constraints so the numbers actually makeogsions has generally been much
lower than in the period before the crisis.

Overall, user cost and housing expenditure estsnatevide useful information which can
help clarify how housing markets are working bweg data availability and the large
number of factors driving tenure choice and housiagket activity the results can only be
indicative.
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Chapter 9: Conclusions

After decades of decline, private renting has sthtd expand again in many European
countries, often as owner-occupation falls. Theesexceptions, including Germany, where
although the country has a well-operating privatged sector, owner-occupation is now
expanding significantly through transfers from gnevate rented sector.

While the scale of the sector is very differenioasrthe four countries (Denmark 17 per cent;
England 20 per cent, Germany 53 per cent and tilgeNands nine per cent), there are some
similarities. Private rented dwellings are concated in cities and tend to be apartments;
rents are generally higher than in social rentedllilvgs. Except in Germany, households
living in the PRS have tended to be smaller, youtiggn average, and employed but on
lower incomes than owner-occupiers. Institutiomaldlords are in the minority, sometimes a
small minority. Dwellings are built specificallyrfoenting in Denmark and Germany but can
generally shift between tenures except in Denmark.

After the second world war, housing systems folldwenilar stages of development in all
four countries:

* high regulation and low supply;

* improvement in the quality of the stock and growtihomeownership;

* reduction in supply side subsidies; and

» evolution of private renting as a substitute fod aamplement to social housing.

What has differed in particular is the path thatgte renting has taken. Germany first
deregulated and then developed varying forms af tipeneration rent control; England
moved slowly towards full deregulation in 1988D0enmark and the Netherlands the sector
has remained regulated except that around 1990 Bxuheregulated new build units and
the Netherlands higher valued units.

In both Germany and England there have been signifitransfers of social rented stock into
the private rented sector. In Germany this hasfsigntly been because of time limited
subsidies as well as en bloc sales to private f@am some cities. In England it has occurred
through the Right to Buy in that while initial salare into owner-occupation a large minority
of those units are now owned by private landlohd$enmark and the Netherlands such
movement has been almost non-existent.

On the other hand there have been transfers froratprenting into owner-occupation and
indeed into social renting in all four countriegjually all four countries have seen slum
clearance programme that impacted on PRS numbeisoth cases the impact has been
greatest in England.

Since before the turn of the century in England faoch the mid-2000s in Germany and the
Netherlands but only to a limited extent in Denmidudre has also been movement of stock
from owner-occupation into private renting. Soniéhts movement has been a consequence
of the global financial crisis but at least in Gamy and England there appear to be more
fundamental pressures involved.

England provides the most extreme example of h@WPRS has grown at the expense of the
two other sectors. From 2001 to 2014 — a periodnadimost 2 million new dwellings
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provided the vast majority for owner-occupatiorsocial renting both of these sectors
declined over the period —while the PRS expanded.®ynillion units, more than doubling
the size of the sector. This has reflected inongasonstraints on access to other tenures as
well as the effect of lower inflation and greateuking market risks.

9.2 INCENTIVES AND CONSTRAINTS

It is important to clarify that in all four coungés the PRS, and indeed the housing system as a
whole, was nowhere near equilibrium after theoadovorld war. There was heavy
regulation which constrained choices, massive afyed of supply and heavily regulated
finance systems which constrained both consumetfaatiiord choices. In many ways,
although systems are far more choice based thgnuteee, there is still continuing
disequilibrium — which means that, for instancegreif conditions improve for investors in

the PRS they may still not want to invest; equpkypple may be forced into the PRS because
of constraints on access to credit which do ndécetheir underlying capacity to pay or
because, even though eligible, they cannot acoessl senting. On the other hand many
households may choose the PRS for positive reaswhaew investors into the sector are
free to choose to invest there or in other investsisuch as the stock market or bonds.

Because of these complexities we expect the sideade of the sector to be determined by a
wide range of drivers and that the relative impactaof these drivers will change over time.
How these operate in different countries and dgifiéicircumstances within each country is
the central theme of this research and report.

The main drivers identified in the literature anoini roundtable discussion include:

the PRS regulatory framework and changes in thatémwork;

the tax and subsidy framework for the PRS and terraative tenures;

the economic environment in which decisions areeanad

the interaction between economic variables andraticentives- notably the tax
framework;

constraints on entry into other tenures;

attitudes to the sector arising from past expegetite type of stack available; tenms
and conditions and other factors.

PwbdPE

o g

Regulation

There are clear differences in the form of regalatiurrently in place across the four
countries. At one extreme in England the systehigkly de-regulated with market rents and
short term security of tenure; at the other Gernfaasyuntil lately had a very stable system of
lifetime tenure, market rents at the beginninghef tenancy and in-tenancy indexation. Both
should in principle enable considerable freedorohaiice for both landlord and tenant — at
least in a stable economic environment. In Denraarkthe Netherlands there remain very
considerable rent controls for the majority of seetor, incentivising landlords to leave that
sector if they are able to do so and have altaraativestments available.

110 Understanding the role of private renting: A four-country case study



Tax and subsidy framework

Germany is atypical in having a near tenure neglrsiiem and in financial terms very limited
subsidies except for low income tenants. PRS &drkas an investment good which enables
landlords to choose between property and othessinvents on a relatively level playing

field.

The tax systems in the Netherlands and Denmarkando a lesser degree in England
favour owner-occupation for households, particylarlperiods of rapid house price and
general inflation when housing investment acts lasdme against loss of value elsewhere
The PRS is generally treated as an investment gabioh England property is regarded as a
perpetual asset and there are other constrairaiamances. In all four countries tenants are
eligible for income related benefits.

Economic variables and their interaction

Economic variables are important in their own ternder instance in general income growth
has both enabled and incentivised choice and oao@spation; interest rates help determine
affordability; better off households tend to wemhave control over their own home. But
economic variables also interact with the tax siypand regulatory frameworks to change
incentives — so for instance rent regulation is l&fsa disincentive if costs are predictable and
house prices stable or falling. Finally particwasecause housing is a longer term decision,
households and investors are concerned aboutniskalatility — eg whether they will

remain in employment and able to pay the mortgatyether house prices will go down and
so on and this impacts on decisions by all typestaifeholder.

Constraints on entry into other tenures

Again Germany is the outlier with almost no sotialising and continued regulation of
mortgage credit. Private renting is thus not arlgtively desirable because of the stability
of the regulatory framework and the economic emriment but because other options are not
readily available.

In the other three countries liberalisation of the@rtgage market has allowed large numbers
of households to enter owner-occupation while ddmasing has been relatively easily
available in the Netherlands and Denmark for aixedly wide range of households except in
areas of housing pressure. Post 2008 there hamesbege problems both in terms of access
and adjustment in the owner-occupied market esipeaiahe Netherlands which has
increased both demand and supply of PRS housing.

England is the outlier at the other end of the spet with a declining social rented sector
such that the PRS accommodates many more vulndrabseholds, With respect to owner-
occupation the expansion to 70 per cent of all Bbakls at the beginning of this century has
been followed by a rapid decline to around 63 et n part because of constrained access
to mortgage funds and worsening affordability dabdor more positive reasons as the range
of properties available in the PRS has expanded.

12 There are now additional entry subsidies
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Attitudes (preferences)

These are often set by past experience which alglmore positive with respect to the PRS
in Germany while in the other countries it was @agingly seen as the residual sector except
for young and mobile households. Arguably thishargying but it is difficult to separate

these shifts from those arising from the otheretsJisted above.

9.3 FINDINGS FROM AN ANALYSIS OF USER COSTS

User cost analysis was developed to address thesissound changing incentives to invest
in owner-occupation rather than specifically tokd@d the issues of tenure choice. What we
have done therefore is to calculate user costhérthree comparator countries and
examined the trends in these costs in relatiohadiming of key changes in incentives and
constraints for each country .

There are major problems with respect to data wiriean that the detailed analysis can only
be made for later years.

While the user-cost analyses give some very gemetaations of the relative benefits of
different tenures over time, this technique hasessarious drawbacks when used to
addressing these questions. These include:

* aproper comparison would be looking at exactlysdwe units while we know that
in fact the dwellings in the two tenures are oftery different;

» the question of whether to live in a property veriiting it out is generally answered
at the time of purchase. Equally the investor aalg tive in one unit. It is better
answered by examining whether it is profitable @®pgared to other possible
investments (sub-question 3);

* user costs are measured at a point of time — tteegat present-value calculations as
would normally be employed by investors; and

» our calculations are generabiyx postalthough decisions have to be madeante.

The findings are quite limited and suggest that

* most changes are slow burners — the impact wileh@ver many years

» there are often too many changes going on at tine siane to separate out the impact
of any one change — the system works as a whole

* Dbecause systems are often still out of equilibrmnen the change occurs, the impact
is not as expected or not as large as expected

* inthe main it is the economic environment and hiowteracts with other drivers that
shows the greatest impact..

Only one change can be identified as having a ahearediate impact: the buy to let
mortgage introduced in the late 1990s in Englantthvblearly overcame an important credit
constraint within the sector.

On the other hand a large number of changes aineel@ng institutional investors across
countries have as yet had almost no effect — stiggesat returns are not yet adequate to
change behaviour.
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9.4 IMPLICATIONS FOR DENMARK

This story of private renting in Europe since tlee&@d World War is one of changes in rent
regulation and to a lesser extent modification®imure security. These changes took place
in very different economic contexts both acrosshtoes and over time. The eventual
outcomes in each country depended on two thingscapacity of existing landlords and
tenants to adjust to changing circumstances; andthtfentives and capacities of potential
investors and tenants to enter the market whedittons were attractive.

Denmark is unusual among European countries imigavisystem where the tenure of
dwellings is determined at the time of constructids a result most private buildings with
three or more units were built for the private eeghsector. Compared to many other
countries, Denmark has seen relatively few trassférented stock to the owner-occupied
sector and, since the crisis in particular, sormesiers from owner-occupation into private
renting of single family homes. There is also ang movement into co-operatives
especially in Copenhagen. This mirrors experienégermany and especially Sweden
(Whitehead et al, 2012).

Denmark is also unusual in that national rent ddeggpn enacted in 1991 was limited to new
buildings. Pre-1991 units are still subject to sgreent regulation and all types of rental
housing are also subject to local regulations mesareas.

The evidence from the three other countries oretfexts of rent regulation varies, but
overall suggests that traditional rent controld malrmally incentivise landlords to exit the
market by selling into owner-occupation or somearfaf condominium. The strength of that
incentive depends on the form of rent control panticular, whether and how rent
adjustments can occur and how they affect retusngpared to alternative investments. The
extent of movement out of the sector also dependww constrained landlords’ options are.
So initially in England, when some decontrol wasaduced but security of tenure was
maintained, many landlords were ‘forced’ to remaithe sector. Later when they were able
to gain vacant possession they had the optionliafigéto owner-occupation.

Germany has a more sophisticated form of rentlggabon in which the market sets initial
rents but rent increases within a tenancy areeelat defined external factors such as an
index of inflation. Together with a strongly regidd financial system, a relatively generous
tax framework and a stable economic environmerd,tteans private renting is still the best
investment option for a wide range of landlords had resulted in a healthy market for both
landlord and tenant. In the Netherlands, whergthets system means that units must rent
for less than about 700 Euros per month are cdethahere has been very little new
investment into private renting. The sector is tbessmallest in Western Europe at around
nine per cent of the stock, even though higheisrarg market determined. Those landlords
that remain are often small companies set up decagle and many of the founders are trying
to sell up as they reach retirement.

The extent ohewinvestment in the PRS — whether into newly builtsjriransfers from
other tenures or investment in repair, maintenamceimprovement — reflects investor
choices based on the expected rate of return emiestment compared to other possible
opportunities. In Germany, investment in enerdicieincy improvements allows landlords
to raise rents by a considerable amount, so manyt a8 worthwhile. In England, market-
determined rents, lack of security of tenure ands@me parts of the country) significant
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capital gains, plus the wider economic contexbef interest rates, together have created an
incentive for individuals to invest in the privatnted sector. Many of these investors view
rented property as a vehicle for long term saving®ld age. The result has been rapid
growth in the private rented sector especiallyesitie turn of the century (Scanlon,
Whitehead and Williams, 2016).

The potential for institutional investment in the private rented sector

Many European governments seek to increase instialtinvestment in the private rented
sector sometimes with the help of tax reliefs, gngges and other support. They see
institutions (pension funds, insurance companies) as providing not only private funding
(which might reduce the need for public sector lmgment) but also stability and quality in
provision. It is generally accepted that if theg & invest, institutions require four
conditions:

* asuitable stock of purpose-built units to allovgtoefficient management and provide
flexible accommodation for tenants;

* rents that rise with tenant incomes, so matchiegsthucture of the institutions’
outgoings;

» the assurance that they can gain repossessian tiétlant fails to meet the terms of
their contract; and

» astable tax and regulatory framework.

Institutions normally do not take on developmeskrand try to avoid both reputational and
policy risk.

A system with indefinite tenancies (which are agged with low turnover and therefore low
vacancy rates) and in-tenancy rent stabilisaticen lmw-inflation economic environment (so
there is little chance of cost inflation) can pawia suitable framework for institutional
investment. Within this framework, institutionslistif course require a risk-adjusted yield
that is in line with other asset classes. Theinnsampetitors for the purchase of residential
property are individual investors; if such investare willing to accept lower yields (and
therefore pay higher prices) then institutions wdlelsewhere.

Over the last few years institutions have becommgeasingly interested in the residential
property market, and in all four countries intewsesuggested that there are ‘shedloads of
money’ waiting to enter. Yet so far the eviderséhiat very little has actually been invested.

The country that best meets the requirements &itutional investment is Germany: it has a
long history of economic and regulatory stabilindahe tax system is relatively generous
towards landlords. Even so, most landlords in Geyrare individuals or small companies
and there has been little institutional activitycept to the extent that private equity has
purchased social rented stock. The Netherlandsdras apparently attractive new stock for
investors at the upper end of the market in higmaled areas, notably Amsterdam. This has
attracted some limited investment, but the gerfesadework of regulation and recent
changes in policy towards large landlords have ntlagliemarket seem relatively risky. In
England there has been rapid growth in the sectbthiere is little existing stock that meets
institutions’ requirements; most new sites are iftatiure and there is very little purpose-
built PRS stock. Most importantly, owner-occupiars generally prepared to pay more for
individual units than institutions would, in paedause of expectations of capital gains but
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also because of the tax framework. Institutionsafoge tend to require assistance from
government (eg through the provision of cheap jgubhd in return for an agreement to keep
the units in private rental for a specified peribdjore they will invest.

If institutions are to increase their investmentha PRS, all the incentives must be aligned.
While each of the three comparator countries hasigue set of circumstances, none is yet
investor-friendly enough to have attracted larg@lesmstitutional involvement. This may be
changing, slowly. There is evidence that requyietts have declined, in part because of
declines in the returns available from other as3éts has led to some ‘niche’ investment,
notably in central cities and/or high-rise block¥sd governments have taken some steps to
make the investment environment more attractive, &terall, residential property continues
to be a very small sideline for most institutioimalestors.

Growing demands for private renting

Finally there is the question of demand. In alethcomparator countries there is evidence of
growing demand for private renting, at least inonajties. In England the increase in
demand is evident nationwide.

The growth in demand comes from a number of drjvacduding in particular shifts in
economic activity that have increased the incestfee younger people and more mobile
households to locate in big cities and universityris. Secondly, the very considerable
growth in the number of students (both national iaternational) in higher education has led
to increased demand for student privately rentedracnodation — and this is the only
subsector of the market to have attracted largkegestitutional investment across a number
of European countries , because it fits withintbems of commercial property. Third, there
is some evidence that younger households are siagdg choosing to rent, partly as a result
of the more risky environment, partly because ofeasing credit constraints, and partly
because of better choice in the sector. Most bociseholds are not eligible for social
housing, so their behaviour change increases defoaipdvate renting.

In Germany these shifts in demand have been muotathly because so many people have
normally lived in private renting. Also, these gsares have been offset by declining demand
among those able and willing to purchase their lgnwho have been attracted by increasing
house prices (hitherto unusual in Germany). Evemnssome cities there is massive excess
demand with people finding it hard to obtain acdegsrivately rented accommodation.

Rents for new lettings are rising rapidly in theseas, which has led to pressure for tighter
rent controls.

In the Netherlands it is relatively easy to bec@sscial tenant except in the high-demand
areas around the capital and Amsterdam. Demariggetareas is clearly growing, but this is
offset by declines in the private rented sectasthrer regions, resulting in overall shrinkage
at national level.

England is by far the most extreme example of dehtering concentrated in private renting,
with large numbers of younger households unabénter either owner-occupation or social
housing. As a result both demand and rents hawergio quite large parts of the country.
Supply has come mainly from transfers from othautes, with only a limited amount of
new build either for buy-to-let landlords or inatibns.
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In much of Denmark there is social housing avaddbt the sorts of households who would
be private tenants in other countries. There has Beme transfer of private units into co-
operatives meeting similar needs, and equally semglimited movement of single-family
homes into rental from owner occupation. Again nadghe new demands are concentrated
in Copenhagen, which has some new developmentgpfoarket rent. The Danish market is
similar in many ways to that of the Netherlandd,there would need to be significant
changes in opportunities before major investmeuntdtbe expected.

Overall the potential, and in some cases actugortance of private renting is growing
rapidly. However none of the four case-study medheals yet demonstrated the ability to
generate significant additional investment. Indfeéathose countries where units can be
readily transferred between tenures, high relatterns has led to increased transfers rather
than to dedicated new construction. In other coesitespecially those where there are calls
for stronger rent controls, new tenants are findirfgrder to access rented housing at rents
they can afford while institutional investor intstén particular has flagged.

Into the future, as younger households make diftdite choices, access to credit remains
restricted and government budgets for social hgusoiie under increasing strain, private
renting is likely to grow. The objective must loeprovide a tenure neutral environment in
which tenants, landlords and investors are allposition to make the choices that best meet
their objectives. This requires considerable nevestment particularly in thriving central

city areas. Most importantly it requires governnseiotprovide stable regulatory, subsidy and
taxation frameworks that allow all tenures to makective contributions to ensuring
adequate housing for all.
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Annex 1: Background statistical data

Annex 12 provides background statistical data for the foauntries. It shows that for there
are very considerable differences in trends betwleerountries for many of the variables
but that for interest rates in particular thera fairly consistent pattern.

Figure Al Population (million persons)
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13 Germany was created on 3rd October 1990 by the accession of the Democratic Republic of Germany to the
then Federal Republic of German).
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Figure A2 Long term interest rate (%)
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Figure A3 Mortgage interest rates (%)
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Figure A4 Inflation rate (%: Consumer prices: t&hns. Growth over the previous
period)
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Figure A5 House price index (2010=100)
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Figure A6 GDP (billion USD, current prices, curr@rRPs)
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Figure A7 Gross capital formation in housing (voim million)

160.0

140.0

120.0

100.0

80.0

60.0

40.0

20.0

0.0

@ Denmark | 55.4 408 389 432 524 516 638 636 563 517 461 409 404 392 438 502 S35 587 59.8 62.4 688 625 630 70.4 788 924 1013 953 802 631 627 719 651 648 656
1108|1158 1233 1251 1254 1330

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

— Germany 1111 1216 127.1 1426 14341432 1435 1438 1455 1416 133.6/1254 1230 1180 1130 1206 1187 113,
Netherands 230 208  19.7 198 206 205 209 215 236 238 232 223 239 243 260 260 27.0 285 294 302 307 317 296 285 297 311 329 345 345 294 255 272 246 230 28
— UK 349335 37.5 382 400 400 419 463 554|530 47.2 419 416 424 433 431 465 512|551 568 585 622 684 688 780 744 847 887 710 519 590 €04 57.2 554 S56.1

Note: Real Gross fixed capital investment in hogstnmeasured by the total value of producers’ sitipns,
less disposals, of new dwellings.
Source: OECD

Understanding the role of private renting: A four-country case study Page 131



Figure A8 Housing completions (units)
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Annex 2: Workshop findings

A2.1 Key findings from the workshop on private rening in England held
at the London School of Economics on 16 DecemberZ®

The purpose of the workshop was to discuss thetgrofprivate renting in England and to
identify the challenges and barriers that exishtoease the supply of private rental
dwellings and how these may be overcome. Sometywpamticipants were invited based on
their expertise in the investment in and the mamesye of private renting in England. They
represented a wide range of practitioners fromcgatiakers in the Department of
Communities and Local Government, to representafenstitutional investors, academics,
consultants, developers, housing associationsratgpendent experts.

The half-day workshop, held on 16 December 2013, aiwdded into four sections that
included presentations from the project team.

Section 1:  What has caused the growth of the sector England — is it structural and
potentially long lasting or an outcome of cyclicapressures arising from
the financial crisis?

The presentation examined the growth of the privatéed sector (PRS) in England and
identified the following specific factors that cabuted to this growth:

» Deregulation of rents in 1988 led to a very sloar@ase in supply
* Introduction of Buy-to-Let mortgages in 1996 — BIRS started to increase quite
quickly
e Global financial crisis in 2007 — sellers could sell and purchasers could not buy so
the PRS grew rapidly while new supply fell by mtran half

However, none of these alone was responsible éogtowth of the sector. Other important
factors were the high cost of owner-occupation thiedavailability of the Local Housing
Allowance. These two factors sustained the groWth® PRS as a tenure suitable for would-
be first time buyers as well as for those who waqarkefer social housing but do not have
sufficiently high priority. The PRS has also insegly been used for temporary and more
permanent accommodation by local authority HouSdpgons services.

The vast majority of the expansion of the sectard¢@mme from transfers from owner-
occupied and social sector stock. Under Buy tosbate new developments were sold into
the PRS especially after the turn of the centutytd@ significant degree the PRS allows
higher occupancy rates in the existing stock a®s@g to increasing the overall housing

supply.
Response

A patrticipant pointed out that in 1997, the Labgavernment promised there would be no
new regulation in the PRS and this helped to khiédperception that the PRS can be seen as
a long term investment. In Germany, regulationexas a balance between the interests of
tenants and of landlords at least in most placéhdrlUK the free market gives poorer
households little bargaining power in pressuredsré&here is some pressure to introduce a
German style in tenancy rent regulatory framewarkthis is seen by many as likely to
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undermine confidence. A study commissioned byHbomes for Scotland identified the
following issues which may affect investment in BiRS in Scotland:

1. Independence vote in September 2014, so investemaiting to see what happens

2. Fear of rent controls and regulations on secufitgioure

3. The tenure has a poor reputation, with surveysrtggopoor maintenance, absentee
landlords and anti-social behaviour

4. Local authorities have negative views on the PREis often seen as a tenure with
many problems including low compliance with hedatid safety regulations (which
they have to enforce).

In the Netherlands, the PRS (of dwellings with gutated and a deregulated or liberalised
rent) is less than ten percent of the housing stdgtitutional landlords have continued to
invest in their properties and kept their small keashare relatively stable since WWII,
while individual landlords have left the sectoiim§ly said, this is because institutional
landlords received the same subsidy as socialdatslbut individuals did not.

In Germany, there has not been much institutiama#stment — only ten percent.

In England, since 2000, owner occupation has beesdtas a consumption good, not as an
investment, so there is no mortgage interest tgfrdn contrast, private landlords are
treated as investors. For investors, propertystents can be more attractive than annuities
and equities. Similarly, in the USA, investors awgtching from commercial to multi-family
units, and the residential investment market is tltsvsame size as the office market.

Of concern is the extent to which rents in the lopart of the UK market are sustained by
Housing Benefit. Under Universal Credit it was fduhat the average household needed
£38,000 per annum to get off benefits, which ishakbve the median household income.
Also, a couple with children would need £90,00Q@mdon — this is unlikely to be a
sustainable system.

The government’s Build to Rent scheme is an attémptovide funding for developers
looking to provide new investment in the sectoarlses out of the Montague Report and has
brought new landlords into the sector.

Section 2: Have the barriers to investment in privée renting been overcome to the
point where the sector can undertake significant ng investment?

Attracting institutions to the sector has long baanmportant policy aspiration. The
presentation identified four main barriers to ingtonal investment in the PRS.

Land

Institutional investors have argued that the yiétden the PRS are too low and that owner
occupation will always be more profitable and st @etermine the land price. This makes it
impossible for the PRS to compete for land. #lgo argued that the supply of land in the
right locations for private renting is extremehaste. Local authority planning policies are
not conducive to private renting, and there isci [af development finance for new build
rental units.

Investor attitudes
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Barriers related to investor attitudes includeuhpredictability of demand in the longer
term, investors’ mandates (industry benchmarkg),aalack of expertise in the sector within
investment companies. There are also concerns afsmagement and reputation.

Yields

Barriers related to yield include the illiquidity mesidential property, the lack of robust
market information, management costs and capauitythe scale of the potential investment
that is required.

Risks

Investors are risk averse when it comes to planamyjdevelopment. There are also
reputational risks associated with the PRS andaégy and policy risks — e.g. that the
government might re-introduce rent regulation carae the nature of leases.

However, there are some signs that these barri@ydoe being overcome. Although there are
few new dedicated PRS developments to date, teenerieased interest, government
programmes are starting to bear fruit, and a newypproposal in the Draft London Housing
Strategy is for new homes to be covenanted forapeivental for at least ten years. However
the experience of early investors such as GenadiQ®D will be very importarit

Response

It was generally felt that it was too early to sayether the barriers have been overcome. All
are watching the Olympic site. A delegate fromRiRS Task Force said that there is a lot of
activity, both from developers and from those wagntio provide investment finance.
Grainger plc is the only one taking risk so far.

Sigma Capital Group has signed a deal with GatehBasK® to deliver new private rental
properties, initially in Manchester and Salford has stated that there is a lot of interest in
the North West of England because land valuesoaverland yields better. Overall, returns
across the world are coming down and becoming malagile so PRS/residential investment
becomes more attractive in comparison. Referonganagement costs, in general, once a
portfolio reaches a certain size, investors usuallgource the management because it is
cheaper. Typically, private landlords do not kribw ratio of their rents to their costs. In
practice, running costs can be very high.

It was pointed out that existing housing managempptoaches are not suitable for
managing private rental units on the Olympic sikenew approach is required that is more
like hotel management and includes concierge atrd sgrvices. On the management side,
reputational risk is an issue. The RICS has nadpeed a guide on how to manage new,
modern private rental units — for what is practicalnew sector.

The Olympic site was not originally designed fog #RS. So there are management
problems associated with the Olympic village. &xample, there is a maximum of 40 new
lettings a week because there is no separate ¢itod$is constrains the number of moves

14 Investment in the Olympic site is being carried loy QDD, a joint venture between Qatari Diar and
Delancey, and Triathlon Homes, a joint venture leefwFirst Base, East Thames Group and Southerringous
Group.

15 Gatehouse Bank is Sharia compliant, making iaslét for Islamic investment.
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that are possible each day/week. Sharing the tnfictsire with social tenants is also thought
to be an issue for private tenants.

Section 3: Are new initiatives likely to generateignificant investment?

The presentation introduced the following governmeitiatives that might stimulate/reduce
private investment in the PRS:

» Build to Rent fund

* Affordable homes guarantee programme

» Support for long term private renting

* Initiatives that may reduce PRS investment

Responses

It was pointed out that local authorities do netats have positive attitudes about
investment in the PRS. The development of the BR8lIdom included in their Housing
Strategies. There has been a perception thattenigating will reduce the value of the land.
Also, land identified specifically for the PRS fotght to hinder the conversion of that land
to owner occupation when the housing market resovir general, it was felt that local
authorities need to understand the private rensaket in their area. The PRS has a different
socio-economic profile from both owner occupatiod gocial renting.

However it was felt that most of the barriers tegsting in the PRS would fall away if the
market gathered sufficient momentum.

Section 4: What role will private renting play in meeting overall housing
investment requirements in the future?

This was an open discussion. Key questions covachaded:

* Does the PRS bring social benefit? There is dmyinfant industry argument, which
is weak in the context of the PRS.

* The PRS competes with owner occupation in diffehenising market conditions.

* Isthere a scale issue? How much government imezdtis necessary to gather the
momentum to encourage institutional investmenhedector?

» This is linked to under-investment in housing olleraurrently, the government is
trying a whole range of initiatives to see what eqs.

» Tax treatment — so long as there is a differenti@atment between owner occupation
and private renting, government initiatives to amege private renting will be
problematic.

Conclusions

The PRS needs to reach a critical mass if it lsetattractive both to renters and investors.
Tax incentives can play a key role in stimulatingastment in the PRS. There is a need to
distinguish between those investing in the secgqurbviding finance and those who are
developers and/or landlords. As rent regulationrbdsced, investors of both types have seen
the PRS as a solid investment. However, thikedyito change as the housing market
begins to recover.
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While many of the barriers to institutional investmin the PRS appear to be beginning to
recede, others reflect specific features of theplifining system and property market, which
will be slow to change.

Nevertheless, as people have poorer access taéraar see greater labour market and
housing market risks because of post crisis resessid now the low growth in real
incomes, the PRS has become an important tenums.isTparticularly true for younger
people who cannot access owner occupation but #reralso growing numbers of families
in the sector. For the majority households in si@sond group living in the PRS appears to
be more the outcome of constraint — but it remtorise seen whether as the economy
improves they will be able to access their tendirghoice. Evidence on behaviour in the
next few years will strongly influence new supply.

A2.2 Key findings from the workshop on the German ental market held
at the Institut der Deutschen Wirtschaft, Cologneon 19 March 2014

The purpose of the workshop was to hear presengafiom experts in the private rental
market in Germany. There were three key questions:

* What are the conditions for a well operating prvednted sector?

* What is necessary for new investment in the sector?

* What type of housing investment? New build, whalddings? We need to add to
total supply to expand the sector significantly.

At the half day workshop experts had been invitedresent findings and experiences of the
German rental market. There were three presensatadlowed by discussion.

1. Why is there such a low home ownership rate in @many?

Compared with the USA and France, home ownershHgwisn Germany. Traditional
explanations for the low home ownership rate inelud

» socio-economic and demographic factors — but tHeseot account for the gap before
the 1980s.

» atrade-off between public welfare and home ownprsibut prior to 1980 welfare
increased at the same rate as home ownership

» government subsidies favoured public and privatéateconstruction in post WW2 —
but in fact subsidies existed before WW2

» cultural explanations: Germans prefer renting —sauveys show a preference for
home ownership of over 50% and up to 80%

» ideological and political explanations

None of these is satisfactory. An alternative emateon is based on the idea that what was
built in the past determines the tenure split i phesent. A comparison between the USA
and Germany shows that the percentage of singlgyfdmellings (houses) built in Germany
in the 19" century was low — flats were built in Germany &odises in the USA.

However, in southern European countries high numbkapartments were also built, yet
home ownership rates are much higher than in Geynidns can be explained by the legal
system. German law did not allow individual ownépsbf parts of a building until the 1980s,
and even then it did not occur to the same exteimnt the UK and France.

Understanding the role of private renting: A four-country case study Page 137



A further explanation for the difference is thag foroduction of single family homes in
Germany is mainly self-build, which was initiallgmry limited, and today the high quality of
new build single family dwellings means that theg @ery expensive. In the USA, Fordist
mass production methods were used to build houwdeseas in Germany economies of scale
were associated with building apartment blockgéot.

In addition, in Germany in the &entury employers in the larger cities built tloeising, so
there was no perceived need to buy.

There were also difficulties in financing home owstgp in the 19 and 26" centuries. In
Germany, mortgage banks were set up in the 188Dh@using associations in 1924 (earlier
ones failed).

The overall explanation requires critical junctur@sdinary least squares regression shows
the legacy of pre-1918 tenements with an R-squair€d72.

In conclusion, national housing policies were ueablreverse the outcome of the critical
juncture. However, emerging trends that would em#té individual ownership of
apartments and further suburbanisation of new lmgldould change this.

2. Why is there such limited new build for singledmily homes?

The German government wanted to encourage homersiwpend as part of this policy
state owned companies were established specifimabyild single family homes for owner-
occupation. But the perception is that becausatineber of households is declining in
Germany, there is no overall shortage of housimpgplyu There are regional imbalances,
however, and housing shortages in certain largescit

Overall demand is lower than in other countries. &@mple, German households move
home on average only 2.3 times in a lifetime. Toistrasts with the Dutch who move 6.7
times, driven by the tax system, and the UK whengskholds ‘trade up’ every 7-10 years
driven by rising capital values (the ‘housing ladge

According to a survey due to be published in Jtime French build 5.6 new homes per
thousand population; in the Netherlands this is2usomes per thousand, and in Germany
2.7 per thousand

3. The German residential investment market

There is limited research on residential investm€onmpanies undertake their own internal
research on real estate diversification but acacleniput has been very limited until
recently. The lack of institutional investment exgeived to be linked to regulation and
politics. Many investors get their returns indifg¢hrough a fund, not by direct investment
or asset purchase,

There are three main reasons why institutions invesidential property.

1. Stability of cash flow. This protects the investmienboth inflationary and
deflationary environments.

2. The private rented sector is perceived as a bomdgate especially in Germany,
Denmark, and Finland.

3. An optimal portfolio should contain a mix of invesnts with different levels of risk
and there is a role for residential to provideraglterm income stream.
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This is why there is so much recent interest. Gagnieas the largest private rented sector,
followed by Denmark, France, and Belgium.

However, regulation is perceived to affect the pemiance of the investment. There is talk
about increasing regulation in Germany. New busléxempt but only for the first stage.
How long is it new? But the talk leads to inseguand fears of lack of future stability of the
sector. It is also perceived that privatisatiosadial rental units is not a good business
model.

There are three main types of investors in the @armasidential investment market:

* the core — who buy and hold their investments enltimg term
* those who want to add value— who invest in undeteck assets
» opportunists — who look for development prospgeasticularly in rural areas

Germany is multi-centred with lots of large citeasd no single city dominates — unlike
London in the UK. There has been a nominal prise of 20% over the last 10 years —this is
very high even after taking account of inflation.

In Germany there are 40m rental units (populati@mPand institutions only own 10-15% of
them. Private individuals still dominate. The topdtions are heterogeneous but the federal
structure of government enables a stable markeatveEhis is especially true for the seven
largest cities.

Berlin has the most institutional investment — hiogsssociations, other institutions,
companies. There is a lot of trading going on -€kéo portfolios. Yet Berlin is not the
headquarters of the larger companies (none obih&8@ are there).

The top six residential markets are very diverseeré is a mismatch between completions
and population. In the past government policy wastrease home ownership. A cynical
view is that if they regulate rents, it might ingse ownership — but it might reduce quality in
the PRS.

There is a secure stable cash flow to be earned froperty let to low income households
who are virtually guaranteed by the state.

Discussion

In Copenhagen, Denmark tenants must pay 6 monthsipefront (deposit plus rental). If it is
new build, they pay a market rent — called theéagrrent’ (but it can be disputed later). If
the tenant does not sign a contract with the agreatl it reverts to the pre-1991 legislation
with full rent regulation.

In the UK, in one of the new developments more t@¥ of tenants did not choose a 5 year
contract over a 6 month assured shorthold tenavney #hough the rent was indexed and
termination rules were identical.

The German experience shows that it needs a tohefto develop a stable properly
operating rental market — but it also shows thatsttale matters for the nature of the product.
In the German market many tenant households haaguate secure incomes and pensions.
This group would be in owner-occupation in the oteuntries. Equally the nature of the
product is often more like an owner-occupied homthat tenants are responsible for white
goods and often kitchens and bathrooms. Thus thdupt evolves in relation to which
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consumers are involved and it is not possible tkersmple like to like comparisons
between different systems and different histories.

A2.3 Key findings from the expert meetings on the gvate rental sector in
The Netherlands held at TU Delft on 16 April 2014

The purpose of the two expert meetings was to dssthe investment climate for private
rental dwellings in the Netherlands, and to idertiie opportunities and barriers that existed
in the past decades, after the Global Financiai€(GFC), and after the recent and planned
policy changes. Participants were invited basethem expertise in the investment and
management of private rented property in the N&hds. They included representatives
from investment fund managers and developers dsaséndlords, investors and real estate
entrepreneurs operating in the Netherlands anavelre in Europe.

Morning expert meeting: key points discussed

* The representatives from the investment funds axfitat there has been structural
investment in the rental market in the Netherlantich has increased the end of 2012 .
One of the interviewees adds in July of 2014 thahe first half of 2014 1.1 billion Euro
have gone into residential investment in the Nédinels. This implies a +83% increase in
comparison to the first half of 2013.

* The investment portfolio will often be mixed accmglto rent level, geography and also
type of dwelling (single-family and multi-family méal units)

Rent levels

» There is a growing demand for the units with a deleted (also called liberalised) rent:
properties with rents from €700-€1000 per montthancities of Brabant and the
Randstad (a Rim City consisting of Amsterdam, UtteRotterdam and the Hague,
including suburbs)

» The upper limit of the range differs accordingegion, and may reach €1200 in the
northern part of the Randstad, up to €1100 in thehern part of the Randstad, and up to
€1000 in the cities of Brabant; and generally mioster elsewhere

* Because of the crisis unsold owner-occupied dwgdlizxe also on the market for €1100
plus. It is therefore very competitive

» Service charges are regulated. Landlords seeimaige fairly low service charges,
although it depends on the location and the natlitiee building complex. However,
there is a surplus of rental income, accumulatggavings which can cover the repair
and maintenance costs

Increasing demand for renting?

» There has been a shift in the customer mindsetor8¢he crisis, buying an owner-
occupied dwelling was all important. But accordiadghe last survey in Brabant
conducted by an investment fund, more younger eaya opting for a rental home.

This also applies to the 55+ age group who wantdge, but do not do so (yet). As the
proportion of single person households is growinguding the share of the elderly,
average household incomes are falling, people tear@nt. Single person households
are particularly attracted to private renting bessaaf lower incomes. Elderly households
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prefer to rent because they are not responsiblinérepair and maintenance problems of
the dwellings. Renting allows people to be mobiid,dor former owners, to release
equity from the home

» The Brabant city study, however, shows that peogleld still like to own a single-
family home, but it is difficult to get a mortgalgean and greater mobility is required in
the labour market. The perception of the risks @ased with owner-occupation is thus
much higher than it used to be. Also the ideavafiog has become less important; use
seems to have become more important (structurdl®) result it is difficult for middle-
income groups to find housing

* Furthermore, the higher the rent, the more competdwner-occupation becomes. With
falling house prices, some tenants are now conagléuying. This is pushing the
vacancy costs up for investments in the highersegtments in contrast to an investment
in a lower-rent property where tenants have longreies. 35 years is no exception

» At the lower end of the rental market, the direttirns are comparable to those at the
higher end (the units with a deregulated or libseal rent) because there are no vacancies
and a low turnover rate

* In the non-profit rental sector rents are risingf, imany people cannot afford higher rents;
therefore in the regulated sector, private landi@k willing (or forced) to keep rents
below the liberalised rent level to ensure a stetancy in the longer term. In practice,
in areas (like Oost-Groningen and Zuid-Limburg)thatow pressure on the housing
market, housing associations are demolishing tmikeep the vacancy rate down

Level playing field?

* There is no level playing field, as long as taxuwdibility for mortgage interest payments
has not disappeared completely. The position otithes with the deregulated rent in the
PRS has improved because of the limitation of &dudtibility of homeowners. Also the
income-related rent increases in the regulatedksettor (see below) have helped to
make the deregulated rental units a more attracheece

* The PRS may continue to grow in the growth areag/gver new investment is only
likely in very good locations

» International investors are in principle only irgsted in Amsterdam until they find out
about the land lease system which then may deten.tfihere are some examples of
stock acquisition by international investors thrioogt the Netherlands

» There are no suitable investor vehicles to spreskd The FBIs (a type of REIT) that are
more often used nowadays do not need to pay tdangsas all profits go to shareholders

* Itis not easy to convert regulated rental unitdécegulated units. It is the number of
‘quality points’ which decides which rents of rergtock can be deregulated. The
conversion of regulated rental stock to apartmeritts a deregulated rent requires
substantial renovation and/or expansion of the litwggin order for the unit to be
classified as part of the deregulated private tentaket. As an example, two months’
rent is required to finance the insulation of a lliwg to achieve the required standard

* Another complication in certain municipalities etability to split apartment buildings
into independent apartments (condominium rights)

16 The Global Financial Crisis has prolonged tenamaigepeople do not want to move. Befitre crisis, owner-
occupiers moved every 10 years and renters moveny seven years
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Other barriers to new investment

The main issue faced in the regulated rental sésttielandlord levy'” which was

introduced last year (2013). It is expected toehaw enormous effect on the regulated PRS.
It was estimated that the levy may cost up to tvemiins’ rent by 2017. For box 3 tax payers
in personal income tax in particular, it was estedahat 30% to 40% of their return will be
taken up by income tax and the landlord levy.

The compensating income-linked rent increaseswheg introduced in 2013 for two years in
order to generate more revenue for landlords areatsidered adequate by the sector.
Increasing costs mean that new investment by @rivetestors will not be stimulated in the
regulated sector. If there is any new investmiérg,likely to be in the deregulated sector,
but even there competition is strong because ofadbility problems (or unwillingness to
pay high rents in the present system) for tenamtisetra supply from unsold owner-
occupied homes and other sources of rental hogsipply.

Is it a good time to invest? Prices have gone damait is seen as a good time for
institutions to rejuvenate their portfolios, asuattinvestments show (see above). The policy
changes in favour of deregulated private rentirgcansidered positive.

However, the current political instability (i.ehet frequent policy changes and the
temporariness of regulations) was mentioned aslggsiscouraging investment in private
renting: the income-linked rent increases ardviar years; the landlord levy tariffs are
determined until 2017; there are further planshange the system of rent control. The
problem is not knowing what government policy ad in five years’ time. Furthermore,
investors are looking for opportunities, but mangfer immediate cash flows in more liquid
investment situations. Buying stock from housiegagiations was not regarded asvery
popular. The expectation is that the relativelgrspayback period for private renting in the
Netherlands of 22 years (for Germany, 25 yeard)imgtease. The present gross yield of 6-
7% is considered quite high.

Conclusions

Because of the uncertainty in the policy environtraerd the illiquidity of property
investment, the deregulated rental sector may @abbsidered as a good investment
environment, although the policy movement towamntisre market’ is a move towards better
attractiveness of investments in the deregulatethksector. Political uncertainty is also
relevant for the regulated rental sector whichhatdame time faces much higher taxation
than in the past.

Afternoon expert meeting: key points discussed:

* The majority of the rental portfolios of the exgepresent are in the regulated sector

» The deregulated sector is a thin market. It f&een competition from owner-occupation

* Rent levels for existing tenancies are under nagjoti. Because existing rents are lower
than new rents, tenants prefer not to move apadldgnged tenancies; see above)

17 The Landlord Levy\erhuurderheffingywas introduced in the Budget 2013. This taxeigdd upon the
ownership of houses in the regulated housing markike levy is calculated upon the aggregatédZ’) value
of the houses. An exemption exists for the valude first 10 houses of each owner. For 2013tdhé was
0.0014% (http://www.rijksoverheid.nl/documentenaublicaties/circulaires/2013/07/09/informatieblad-
verhuurderheffing-2013.html). Up until 2017 théeravill increase in 2014 to 0.381%, 0.449% in 200.891%
in 2016 and 0.536% in 2017 (http://www.rijksoverhel/onderwerpen/huurwoning/verhuurderheffing).
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The incentive to stay has increased. This isi@fected in increased applications for co-
tenancies; especially in cases where Donner ($gppoints would put the rent above the
€700 limit for a new tenant. Co-tenancy allows seantremain at the same level

Also, income-related rent increases will not hadvery long, as people move out. Itis
observed that tenants leave because they cannthg@ayent. Income-related rent
increases only work in attractive areas. One questas whether if the two-year income
related rent increase were larger, it would be ghda bridge the gap. It was felt that it
would not, because private investors cannot inereasts, the maximum rent of almost
€700 (2014) is the limit

The major impact of the landlord levy, togetherhitie points system, is squeezing the
size of the regulated sector, which will push tbgulated units to deregulatedrenting, if
possible. This switch to the more expensive segmvéicreate a bubble, as the market
is very thin (see above)

Selling a regulated rental unit with a sitting tetwaill not solve the problem, as tenant
security is permanent and house prices are lowtarnent controls than without them
Source of finance: 50-60% comes from the capitalket, there are three or four banks
that provide loans to buy properties for rentidfdne bond market is too expensive and
the government does not see a need to providengyloearantee for private renting

It is possible to earn a reasonable return on tbpgsties that were in ownership for more
than 10 years including the last two years. Theatireturn will be 2.5%, while the IPD
return generally is 4%, except for this year beeaxfsa higher depreciation. Profits are
not usually made from renting, but from buying watlsitting tenant and selling with
vacant possession

The Landlord Levy has put private investors in axiable position. It is very high and
comes directly out of profits, making renting I@ssfitable

The original idea of the landlord levy was that siog associations would pay back some
of their equity, but now it also applies to thgukated PRS. Professional landlords are
proposing two regulatory systems, one for socialing and one for private renting. The
minister does not seem to be open to this suggestio

The costs of letting are also increasing becausharging attitudes among tenants. They
used to do a lot of maintenance themselves, bytrtbdonger do so and instead are
demanding more services

The tenant lobby group is politically strong; tetsaare not used to paying higher rents.
In the future there will no longer be any margiten energy costs will amount to half of
housing costs. Furthermore, there is a culturaigmion that people have the right to
have cheap affordable housing. The only way toemse the rent is to carry out
improvement work on energy efficiency because tieeetaxation relief on energy work.
An extra tax on households that pay too little ianelation to income might work

If the points system was shifted towards a propeatye approach (using the WOZ-
value) as is the aim of the ministry, renters Wwdlstakeholders in the value determination
process (appraisal). The WOZ-value will not be dixe relation to either the market
value with vacant possession or the condominiumevédr an independent unit

The new government proposals aim for short-terntraots for new tenants for 2-3 years
in certain situations. In general that would bsiddble, but not in city centres. Short
term temporary leases may have a positive impathi@®RS. It may improve the

quality of the stock as it will induce competitioAt the moment, there is not much
renovation work because tenants do not move aravation generally takes place only
with vacant possession
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Main problems:

For private companies, the rental market is newal playing fieldoecause:

1.

2.

3.

unlike housing associations, they cannot accessrterest government backed
guarantees for investment

housing associations give extra discounts whemgdlheir units to existing tenants and
they offer a buyback guarantee for instance. Qnleoexperts tried to offer a buyback
guarantee but discovered that banks value the giggasdifferently

housing associations provide low interest loansoimebuyers

From a regulation point of view

1.

wn

The yield is too low which discourages large ovass@vestors. There is some new
construction for private renting, but it is too exgive to buy at this moment. This is
purely a yield problem. Higher yields are possibben investment in housing association
stock

The LTVs remain quite low when considering 50-5%%erage

The GFC had several effects. House prices halenfalebt finance has become more
difficult. Unwinding will take longer than 10-1%g@rs. There needs to be capital behind
investment. One positive outcome of the crisis, énav, is that it caused a shake-out and
only professionals remain. The realization of nevestments will take time because of
procedures. There will be little actually builttime short term (2 years) after the crisis
Profitability in the sector has declined becausthefchanged Box 3 taxation which
applies to private investors (professionals in bhax corporate tax). The value to be
taxed used to be negotiated with the tax offidarthe last couple of years it has become
a percentage of the WOZ-value, which increasedathéurden (see above).The amount
of tax charged is not related to the invested value

What experts would want government to change:

ok ow

Abolish the Landlord Levy (for private investors)

Reduce security of tenure (also only for privateestors; tenants needing protection can
rent from housing associations)

Lower the 700 Euro limit (rather than a freezetlwée years, as is currently proposed)

A different set of regulations for private and sdd¢andlords

Abolish the Living Permit System in Amsterdam whrestricts international migrants to
renting units in the deregulated PRS segment offrizudxet

Conclusions

The Netherlands do not (yet) provide an attractireironment for investors in private

renting in the regulated rental sector, despitegtiogving demand for private renting. The
major concern is the imposition of the Landlord y@nd changes in regulations and in
personal income tax to the disadvantage of thef®iinvestors in the regulated rental sector.

144

Understanding the role of private renting: A four-country case study



A2.4 Conclusions from the workshops: international
comparisons

It is always difficult to make international comgns but the workshops together confirm
that there are many similarities facing the privateted sector in the different countries. The
barriers to new investment are virtually the sansk, perceptions and the difficulties in
obtaining a balanced portfolio that accommodategdhnge of risks across different markets.
It also seems that in all countries the PRS iss@singly being used to house low income
households with the aid of housing allowances,landlords in this market can earn a secure
stable cash flow that is supported by the state theelong term.

However, there are important differences betweerctiuntries examined.

In Germany, with the largest PRS, private rentagerty is perceived as a good investment
because rent regulation and security of tenure rtiegint can provide a stable cash flow over
the long term. It is seen as a surrogate for imeest in bonds, and because a balanced
portfolio should include a mix of investments wiifferent risk levels, residential property is
attractive in providing some of those differentibtites. However, the PRS market differs
across the country and the six largest rental nisude very diverse.

The taxation system in each country is differemtEhgland the government is beginning to
understand the need to encourage investment, ghhREITs have not been as successful as
they had hoped. In Germany, while the private @stxtor has been extremely stable in the
past, excess demand is forcing up prices in mamgsand recent talk of increasing
regulation has raised doubts about its future kyahis investors perceive regulation as
harming the performance of the investment. In tkéhBrlands, the main difference is not
between social and private renting, but betweemdbelated and deregulated sectors.
Although the private rented sector as such is anitell, demand has been increasing
recently because of the limitation of the favouestiaix treatment for home ownership, the
income-related rent increases in the social resgetbr and the impact of the GFC. At the top
end of the market, unregulated rents may make oac@rpation more attractive, but at the
bottom end there is competition from social rentifige tax situation of landlords who own
dwellings with a regulated rent has worsened régenth the introduction of a landlord levy
on the regulated sector.

The discussions concentrate heavily on investmspeds, reflecting the current
environment where governments are looking to reptaeir own involvement with long term
often equity private funding. There is currentlgraat deal of interest and discussion — but
there are few new private rental specific investmaectually in place. This suggest that there
may be more fundamental issues about the natutregdrivate rented product as compared
to that available in owner-occupation and ownempetion which help determine consumer
choice and investor potential rather than, asté@rofeen to be the case, it being purely a
matter of tax and subsidy.
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Annex A3: Literature review on user costs

The objective of the user cost approach is to edérthe cost of using the shelter services. It
is basically dinancial opportunity cost (or the estimated cost) of using the servicesef t
dwelling unit during the period under considerat{gvoolford, 2010).

A3.1 User cost of owner occupation

In housing literature, the user cost (or the anpoat) of homeownership is also known as
the ‘imputed rent”

US literature

In the United States, various economic models h&esn employed to explain the
performance of the market for owner-occupied haysline most cited author is Poterba’s
(1984) analysis of the effects on the tax dedudimf mortgage interest on the American
housing market.

A recent example of user cost of home owning wasttacted by Himmelberg et al. (2005).
Their user cost aimed to evaluate the cost of howrgng and they applied it to 25 years of

history across a wide variety of housing markettheUnited States. It was the sum of six

components representing both costs and offsetengfiis (see also Poterba, 1991):

1. the real interest rate — namely, the interest dess, expected appreciation on the
dwelling and land,;

the one-year cost of property taxes;

an offsetting benefit to owning, namely, the tadwgibility of mortgage interest;
maintenance costs;

the expected capital gain (or loss) during the ;yaiad

an additional risk premium to compensate homeowioerthe higher risk of owning
versus renting

OOk wWN

They found that the real interest rate was thedeggrminant of the user cost of housiig.
lower real interest rate reduced the user costusectihe cost of debt financing was lower, as
was the opportunity cost of investing equity incuge. Given that mortgage interest was tax
deductible in the USA, when the real interest veds low, homeownership was particularly
attractive because mortgage payments were low lggrdative investments did not yield
much. However, their model was derived for a gasithaser, which did not include the
direct cost of a mortgage. Also, they argued tihate was a higher risk of owning relative to
renting.

Under classical (frictionless) assumptions, withfgxe competition in the rental market, rents
equal ex-ante user costs. However, Garner andriviggbk (2007) studied the relationship
between rents and user costs in the five largassan the United States. Using Consumer
Expenditure Survey interview data between 198228002 (4,952 interviews), they found
that it is not always cheaper to own. For the @ediructure in each city, estimated user
costs and rents diverged, and user costs sometipmebove rents. This was because rents
steadily and smoothly increased over the periodcohtrast, user costs rose rapidly, driven
by rising interest rates and falling expected apipteon rates. The rise in user cost between
1987 and 1990 resulted primarily from a declinexpected home price appreciation. Since
1981, despite rising home prices, user costs disdlao upward trend at all: the steady
upward trend in home prices was effectively 'caleckbut’ by a reduction (over this period)
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in the gap between the mortgage interest ratelandxpected home price appreciation.
Thus, the relative price of homeownership to rentell substantially over the period.

Diaz and Luengo-Prado (2011) estimated the uséio€osvner-occupied housing using US
data from 1995 to the beginning of the subprimsi€ri They defined the cost of owner-
occupied housing services as measured by the aseofchousing and found that it depended
not only on house prices but on the preferentiatiteatment of owner-occupied housing
services, the availability of collateralised crethie insurance role of owner-occupied
housing against rental-price risk, as well as curamd expected transaction costs. They
found that the user cost of owner-occupied houdefmed in this way did not increase
during the years of the price upsurge.

Sinai and Souleles (2005) point out that ploeentially important benefit to
homeownership is the hedge that it provides against the risk of fluctuations in future
rent payments. Home owning provides a predictable way of paying for housing
services. With renting, the future cost of obtaining housing services is uncertain. On the
other hand, homeowners face asset price risk while renters do not. Thus, while
homeownership provides a hedge against rent risk, its value is tempered by the
associated asset price risk.

European literature

Elsinga (1996) compared relative cost of owner-pation and renting in six Dutch
neighbourhoods. She identifidfte following key components which influenced hogsi
costs in the Netherlands.

Table A3.1 Factors affecting the user cost among mer-occupiers and renters in the
Netherlands

Market Government policy
Owner- amount interest, value of dwelling property sulesdfiscal policy,
occupied land policy
develop- | interest: fixed interest term, time oo direct influence
ment transfer

value: important at time of
purchase and sale

distribu- | no direct influence fiscal treatment of home
tion ownership: de-leveling effect,
property subsidy: levelling effect
Rented amount rent (amount of development cogbroperty subsidies: housing
determines initial rent) allowance, maximum reasonable

rent for dwellings under
allocation rules, land policy

develop- | market effect becomes more | previously: trend rent

ment important: increased now: minimum and maximum
differentiation opportunities for| rent increase
the landlord
distribu- | no direct influence housing allowance: leveling
tion effect

Source: Elsinga (1996) Table 1.

For owner-occupation, the first component of ugest ¢s the cost of assets invested in the
dwelling. This consists of mortgage interest dreldpportunity costs of the equity
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investment. The second component includes the cbshanagement — covering items such
as insurance on the building, transaction costsraal estate tax — and maintenance. And
finally, the change in value of the dwelling had®brought into the equation. First of all,
this change may reflect a price increase due tatioh. Secondly, it may reflect
depreciation and/or any improvements that may lhaesn made on the dwelling.

In her research, the user costs were calculat@d&x The results were from a survey
conducted in 1993 among 540 owner-occupiers andetti@ers in six different
neighbourhoods. Elsinga interviewed householdsitaihe purchase price of their housing,
which allowed her to set up a sort of price indexthe owners had bought their houses at
different dates. The change in that index is draenomponent in her annual user cost of
owner-occupied housing; so much so that it domsdte comparison in user costs. During
the first half of the 1980s, when house prices vetable, the user cost of owner-occupied
housing was higher than that of rental housinge 3thong rise in house prices during the
second half of the 1980s reversed the compari$be. mortgage interest rate also plays an
important role in the comparison, as it seemsfiecabnly the user cost of owner-occupied
housing. Indeed, a surprising result of Elsinda%96) research is that rents do not reflect
changes in interest rates and property pricesy ghaw perfectly in the Netherlands. She
thus showed that homeowners are exposed to coabldatsks, risks that landlords seem to
absorb completely when they set rents. As a rdsoitheownership, just like common
stocks, is an asset that can only be recommendedédstors who calculate their returns over
a very long horizon — or who do not care about tm&s. Nevertheless, Elsinga’s research
illustrates the volatility of empirical user cost$.may be more advantageous to own one’s
home in a certain year, when real estate prices gral interest rates are low, and less
advantageous the next year, when prices declinenéer@st rates rise.

Browne et al. (2013) uses the user cost of caggitakamine Irish house price movements.
Their user cost concept takes into account a nuwiifactors, other than just the direct and
opportunity costs of house purchase, that impac¢hertost of the bundle of services
conferred by homeownership. Primarily, these cosepaxes and subsidies along with the
expenses incurred for depreciation and maintenaibeir user cost calculation is based on a
married couple with two children who are first-titmeyers. They found that between 2002
and 2007, a combination of factors including rapadise price appreciation and the
prevailing fiscal and monetary environment createstrong bias towards homeownership.
This was reflected in a negative user cost of hmmuas capital gains exceeded funding costs
(both direct mortgage cost and the opportunity)abstireby incentivising home ownership
and fuelling further increases in prices. Thepdtaind that the collapse in house prices
since 2007 has contributed to a reversal of trosgss. From mid-2007 onwards, the user
cost has soared as capital losses have greatlgdedéhe funding costs (albeit falling)
causing house prices to fall further.
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Figure A3.1  Real user cost of capital (UCCh) and #&gal house price appreciation in Ireland,
1980-2012
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Source: Browne et al., (2013) Chart F.

UK literature

Earley (1995) looked at the user cost of housinpéenUK over the period 1966-1994. The
user cost is calculated by assessing the costrofimg, the interest foregone on savings,
plus the cost of repairs and maintenance, serviagges and so on plus any depreciation and
any expected changes in house prices using adtaage as a proxy. The chart below shows
clearly that movements in the user cost of houaegaffected most of all by house price
changes and by interest rates (Earley, 1995)hdnate 1980s, very high house price

inflation pushed down the user cost. The highanltw value ratios allowed by lenders in the
mid 1980s coupled with the relatively low levelsmterest rates also meant that the cost of
financing house purchase was low. The user casbva$ing increased most sharply between
1989 and 1992 as a result of increased interest ator to sterling’s departure from the
European Exchange Rate Mechanism (ERM). Fallings@grices added to this, and while
interest rates fell back, prices continued to félinally, the reduction in mortgage interest tax
relief further ensured that the costs of owner-pation remained high relative to the 1980s.
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Figure A3.2

User cost of owning a house in the UK966-1994

Source: Earley (1995) Chart 6

To assess the effects of stamp duty on the cdstroeownership, Andrew et al. (2003)

calculate the user cost of owner-occupied housiniglwcomprises:

» the mortgage interest rate paid by the home-owner
» the interest rate on a “typical” asset held by letwadds

» the price of the house

» the extent of debt gearing as opposed to equigntie

* any tax relief available

» expected capital gains on the house

» local taxes, such as the Council Tax

* maintenance expenditures on the property
» Stamp duty and other transaction costs

» depreciation

Table A3.2 User cost calculations, based on 200gdres

North Greater London
Mortgage interest rate (%) 6,0 6.0
National savings rate (%) 415 4.5
House prices (£) 70,550 181,750
Loan to value ratio (%) 70 70
Rate of mortgage tax relief (% 0 0
Local Council Tax rate (%) 1.0 0.5
Maintenance expenditures (% 1.0 1.0
Depreciation rate (%) 1.0 1.0
Stamp duty rate on average 1.0 1.0
house price (%)
User cost of capital (assuming 1.093 1,908
8% expected gain)

Source: Andrew et al., (2003) Table 7.

Andrew et al (2003) compared the user cost of mguisi Greater London with the north of
England. The table below shows that calculatidrie@user cost depend crucially on the
expected capital gain. Andrew et al. (2003) assaroa&pital gain of eight per cent. At these
values, the user cost in London is a mere £1,90shpgain the North, £1,093. This explains
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why owner-occupation is popular. By contrast,atibe prices be expected to fall in London,
then the user cost rises dramatically, because tharo longer an equity gain. For example,
if prices fall by, say, 10 per cent, then the ahmsar cost rises to a staggering £35,532.

The Cambridge Centre for Housing and Planning Resd€ CHPR) undertook two studies
to compare housing association (HA) rents, loc#harity (LA) rents, private sector rents
and owner-occupation (OO) user costs at differpatial levels (i.e. national, regional and
local authority levels) and for different propetypes. The first study looked at two years,
2005/06 and 2001/02 (Whitehead and Cao, 2007). Oeiser costs were measured by
calculating the weekly cost of repaying an avellaga on a lower quartile house price
together with estimates of the cost of buildingunasce, mortgage payment protection
insurance and the imputed loss of interest on #p@sit. Their key findings were:

« In 2001/02, the national ratio between OO costsH#adet rents, 57 per cent, was
very close to the ratio between private rents aAdjkbss rents, 47 per cent (note that
the first uses HA net rents while the second uskgidss rents including service
charges eligible for Housing Benefit). However,28§05/06, the difference between
OO costs and HA net rents had risen to 170 per esrdgainst 68 per cent for private
rents.

* The differences between OO costs and HA net rar2901/02 were smaller than the
differences between private rents and HA grossrenthree regions: the North East,
the North West, and Yorkshire and the Humber. BuU2005/06, the difference
between OO costs and HA net rents in the North Wastmore than 100 per cent; in
London, where the biggest differences were foumel ratio rose from 153 per cent in
2001/02 to 257 per cent in 2005/06.

* Generally, the pattern of differences between Ofdscand HA net rents is market
driven — with the smallest difference found in L#&as in northern regions,
particularly in low demand areas of the North WeERte largest increase in the
differences was found in the highest demand regiooizbly London.

The second study looked at the period from 1998I¥006/07 (Udagawa and Tang, 2008).
It found that OO user costs at the lower end opprty market in England increased rapidly
in this period. This was particularly apparenthia second half of the period when house
prices soared after the tightening monetary polieg introduced to cool down an over-
heated property market. The high increase in Osisamplies that differentials between OO
costs and HA rents expanded over the nine-yeanghesd that by 2006/07, OO costs were
more than double HA rents in all regions.

A3.2 User cost of private renting

User cost is less frequently employed in analy$esrded housing and indeed, some of the
user-cost literature is almost silent on the sutlpécenting. Even so, there are some attempts
to extend the user-cost analysis to rental tenure.

Private landlords

To uncover the factors that influence Australidatsdlords’ decision to retain their rental
investment, Wood and Ong (2013) define the landdander cost as the investor’s costs
(maintenance, interest payments, the opportunsy @abequity capital and so on) of holding
an asset for one year, net of the capital appreniaccrued over the course of that year, and
after taking into account the tax treatment ofreetal income, capital gains, land and
transaction taxes. The user cost of landlordsiatdades damage costs, vacancy and default
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on rent costs, billing costs, and if applicable, advantages of homeownership (Heston,
2009).

Private tenants

For private tenants, the cost of the consumptidmoofsing services is equal to the
expenditure that the renters have to make. Thaes,aost is the same as housing
expenditure. Accordingly, user cost covers thiofaing items: rent, service charges, and
housing allowance (Elsinga, 1996; Thalmann, 2007).
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