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Executive Summary

INTRODUCTION

After decades of decline, private renting has started to expand again in some European
countries, often as owner-occupation falls. Two projects supported by the Knowledge Centre
for Housing Economics have looked at the reasons for decline and for increased interest in
the sector as well as the factors which might lead to increased investment in private renting
into the future.

The first project looked at how regulation of the private rented sector (PRS) had developed
since the 1980s in 11 European countries, and asked whether and how regulation and changes
in regulation affected the scale of private renting across countries. The findings were clear:
deregulation generally does not lead to growth in the PRS. With the clear exception of
England, deregulation has generally been associated with continued decline in private
renting. On the other hand, countries that still have large PRSs are generally quite highly
regulated, but with sophisticated regulatory frameworks which provide considerable certainty
for both landlords and tenants.

THE CURRENT RESEARCH QUESTION

The current research concentrated on achieving a better understanding of the drivers of
change and particularly on the incentives faced by households to become owner-occupiers or
tenants and for different types of landlord to invest in private rental housing.

The core research question was:

How do incentives and constraints around private rental provision work in different
institutional, economic and policy frameworks, and what factors might incentivise
investment in private renting and produce an efficient and flexible sector to meet
household requirements?

Unlike the original project, which compared experience across alarge number of countries
but did not attempt to make recommendations, the intention in this project was to concentrate
on in depth analysis of a small number of countries; to look to the future and to suggest
lessons for the Danish system where appropriate.

METHODOLOGY

The approach involved detailed literature and data reviews of private renting in Denmark,
England, Germany and the Netherlands as well as case studies supported by country
specialists and roundtables with academics and practitionersin England, Germany and the
Netherlands. A core element of the research was areview of the literature on the
determinants of economic and financia decisions notably in the context of user cost analysis.
Thisformed the starting point for a statistical analysis of user costs of private renting as
compared to first-time buyers for al four countries. Together these elements allow usto look
at the factors determining the role of private renting in these very different environments, to




suggest future scenarios and, particularly to bring out implications for the Danish housing
market.

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

the PRS regulatory framework and changes in that framework;

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

the economic environment in which decisions are made;

the interaction between economic variables and other incentives- notably the tax
framework;

constraints on households entry into other tenures; and

6. attitudes of landlords and tenants to the sector arising from past experience, the type
of stock available, terms and conditions and other factors.
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It is these factors which frame the detailed analysis of private renting in the four countries.

THE CURRENT POSITION OF THE PRIVATE RENTED SECTOR IN THE FOUR
COUNTRIES

The private rented sectors in these four countries are diverse in their size  ranging from
under ten per cent to over 50 per cent - and composition. Patterns of growth and decline are
also specific to each country. The extent to which private renting is seen as a mainstream
tenure varies greatly with private renting seen asthe normal tenure for all types of
household in Germany; while in other countries with smaller sectors it tends to be
concentrated more on younger more mobile but also poorer households.

Nevertheless, there are similarities in terms of the location of the private rental stock (mainly
in cities and large urban areas) and the profile of private landlords (overwhelmingly
individuals rather than large companies or institutions). The country that stands out as
different here is the Netherlands where longstanding company landlords are an important part
of adeclining sector which is now the smallest in Western Europe.

New-build dwellings, either purpose built for private renting or simply purchased by
landlords, generally account for arelatively small part of overall housing output. In England,
new purpose-built private rental dwellings are rare. Buy-to-let interest only mortgages have
played an important role in expanding the proportion of new build going into the sector
Housing associations have also become increasingly involved in providing market rental
housing. In Germany new rental units may similarly be purchased by owner-occupiers or by
private landlords - either as blocks of flats or singly. There has been almost no new build
provided in the PRS in the Netherlands for many years. The fact that higher valued units are
not regulated has not significantly changed this position.




HOW THE PRIVATE RENTED SECTOR HASDEVELOPED IN THE FOUR COUNTRIES

To some extent the housing systems in each of the four countries have passed through similar
stages of development, although particular policies were implemented at different times and
trgectories have been significantly different especially with respect to private renting.
However, the demand for private renting has been growing recently partly because of
increasing affordability problems, the impact of the global financial crisis on accessto
mortgage finance and the consequences of the recession on both individual incomes and
public revenues.

It isalso clear that rent deregulation is not a sufficient condition for the stimulation of private
investment in the form of either new construction or renovation and repair in the PRS.
Moreover, where regulation remains strong it may well be constraints on movement out of
the sector and the lack of other options which help to maintain the supply of private rental
housing.

DRIVERS OF CHANGE IN THE PRIVATE RENTED SECTOR IN ENGLAND

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

» changesinregulation not just of the PRS but als o of the finance market, which
modified households capacity to choose tenure, and of social sector powers and
responsibilities with respect to homelessness, the right to build and the Right to Buy;

» changesin subsidies to the social sector, to owner-occupiers and to tenants; and

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

However, the importance of particular policy interventions varies with the economic
environment, notably income growth, which opens up housing and investment choices to
government and consumers alike; inflation, which interacts with the tax system massively to
change the incentives for households to be in a particular tenure; and macro-economic
volatility, which changes both interest rates and the risks around tenure choices and interacts
with macro-stabilisation polices to expand or limit choices notably in response to the global
financial crisis.

In the English context, the most important events that could be expected to change incentives
were:

* 1957 when major rent decontrol was introduced (user-cost increases for PRS tenants;
returns on landlord investment increased - but not to competitive levels);

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

» 1977 when the Homel ess Persons Act was passed giving local authorities
responsibility for re-housing those accepted as homelessin later periods { increases
demand for PRS);

» 1980 when there were regulatory changes both to the PRS and to the finance market
for owner-occupation plus the Right to Buy for council tenants came into force
(reducing demand for PRS - but in later periods increasing supply);




e 1989 when full decontrol of rents and short term security of tenure were introduced
and at the same time the economy and the housing market faced a major downturn;

* 1996 when buy-to-let mortgages first became available while there were continuing
innovations in finance for owner-occupation (increased the number of landlords able
to invest though may not have affected expected returns for individual investors);

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

» 2015 when changesin subsidies and tax reliefs were introduced (returns to small
individual landlords reduced and incentives to enter owner-occupation increased).

Even so, private landlords have remained in arelatively poor tax position both as compared
to owner-occupiers at least with respect to capital gains and as compared to investments that
allow depreciation. The 2015 changes worsened that position.

DRIVERS OF CHANGE IN THE PRIVATE RENTED SECTOR IN GERMANY

In general, subsidies and tax incentives are tenure-neutral, except during 1997 to 2005 when a
one-off subsidy programme was introduced to increase homeownership. Overall, after
significant cuts in government expenditure, there istoday very little subsidy to homeowners
or landlords (private or social) in Germany.

With reunification Germany experienced a seismic political change that had no parallel in the
other three countries studied. Nevertheless, in the realm of housing policy on the whole the
picture has been one of steady, incremental change; there were few fundamental shiftsin
direction.

Over the last several decades tenants have experienced a steady relaxation of rent controls,
from frozen rentsin the 1950s to cost rents and now freely-set initial rents and Mietspiegel-
based rent rises. This relaxation never reached the full decontrol seen in England, for
example, and recently the relaxation itself has been reversed with re-imposition of controls on
initial rentsin some high-cost cities. Those policy changes that might be expected to affect
relative user costs for tenants, landlords and owner occupiersinclude:

e 1954 rent law, alowing increasesin previously frozen rents

e 1958 1971: gradual relaxation of rent control

e 1965: introduction of housing allowance

e 1971 introduction of comparable rents system

« 1976: tax concessions for owner-occupiers buying existing buildings
e 1990 onwards: incorporation of eastern Germany and its housing

e 1997 -2005: Eigenhaimzulage subsidy for first-time buyers

e 2015: new initia rent limitsin high-cost aress.

DRIVERSOF CHANGE IN THE PRIVATE RENTED SECTOR IN THE NETHERLANDS
The PRS has shrunk enormously in the post-war period, even though one could speak of a

tenure-neutral subsidy policy between social and private renting. For many decades
organisational (in particular institutional) investors have retained market share because of this




policy. However, many private individual landlords have sold their stock. In recent years,
even institutional landlords are finding returns from renting less attractive, and their market
share has fallen more or lessin line with the reductions in bricks-and-mortar subsidies. On
the demand size, the subsidisation of homeownership viaincome tax drove down demand for
private renting.

With fallsin house prices and construction, stricter loan regulation and stricter allocation of
socia rental dwellings, al the signs seem to point to increased demand for private renting.
However, with the introduction of alandlord levy in force until 2017 and an uncertain future
thereafter, the expansion of the PRS is questionable.

The major changesin policy that could be expected to affect user costs for tenants, owner-
occupiers and/or landlords include:

e 1967: rents could be raised on new tenancies (to average for subsidised new-build);

» late 1960s: housing associations assume mgor role in new housing construction,
including for market homes;

e 1968: bricks-and-mortar subsidies made available equally to social and private
landlords; tax exemptions for corporations investing in rented homes,

» 1970: introduction of housing allowances;

e 1989: liberalisation of rentsfor new dwellings at top of market followed in 1994 by
rent liberalisation for higher valued existing units when the tenancy changes;

e 1990s: grossing and balancing operations governme nt wrote off both social and
organisational landlords debts and paid them the present value of the future subsidy
commitment, then stepped back from direct support;

* 1992: tax exemption for corporate landlords was removed for new construction and
for existing stock in 2004,

e 2009: state aid considerations meant that social landlords must focus on low-income
tenants.

USER COST: THE QUESTIONS
User-cost analysis can shed light on three sets of questions:

» what are the relative consumer user costs of renting and owning in each of the four
case-study countries, and what does that imply for household tenure choice?

* what are therelative returns from investing in existing residential rental property and
alternative assets, and how does that affect the behaviour of potential investors?

» given each country staxation and regulatory systems, would an investor want to add
to the stock of privately rented property?

User costs are not fixed but vary frequently as aresult of changesin economic variables such
asinterest rates and house prices and policy-related variables which can exhibit sharp
discontinuitiesincluding taxes, interest rates, cost of letting (e.g. if standards are
changed/imposed) and the proportion of price borrowed (e.g. if LTV limitsare
changed/imposed).




For each country we produced a qualitative timeline identifying important changes in policy
or regulation affecting the PRS or other tenures. These could produce inflection points or
discontinuities that might change relative incentives.

USER COSTS: THE EVIDENCE

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

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

However there are practical difficulties including data availability; timescale as adjustments
are not immediate; whether we wish to analyse ex ante or ex post - ie before or after decisions
are made; and influences that are hard to quantify such as cultural attitudes to home
ownership and the timing of initial house purchase; the individual s expectations about job
security; and the degree of tenure security in the PRS.

While the user-cost analyses give some very genera indications of the relative benefits of
different tenures over time, this technique has some serious drawbacks when used to
investigate these questions.  Some of the issues include:

* aproper comparison between owning and renting would be based on identical units,
but we know that in fact the typical dwellingsin the two tenures are often very
different;

» the question of whether to livein aproperty or let it out is generally answered at the
time of purchase. Equally the investor can only live in one unit. This question, then,
is better addressed by examining how profitable letting is compared to other possible
investments;

* user costs are measured at a point of time - they are not present-value calculations as
would normally be employed by investors; and

» our calculations are generally ex post although decisions have to be made ex ante.

Importantly direct comparisons between the four countries are not possible not only because
of differencesin data availability but in the fundamentals of how each system works. It
would require afar more formal assessment in each country before statistical comparisons
could be made. While the findings are necessarily limited, they suggest that

* most changesin policy, tax, regulation or the economic environment are slow
burners their impacts are not immediate, but bec ome apparent over the course of
many years,

» thereare often too many changes going on at the same time to allow us to isolate the
impact of an individual one - the system works as awhole;




» because housing and investment systems are only rarely, if ever, in equilibrium when
changes occur, the impacts may not be as large or even in the direction expected; and,
perhaps most importantly,

» changesin the economic environment affect the sector more obviously than tweaks
of policy levers.

The analysisidentified only one case of a change with an apparently clear immediate impact:
the 1996 introduction of the buy-to-let mortgage in England. This overcame an important
credit constraint and clearly contributed to aturning point in the growth of the sector. It
should be noted that this was a private-sector initiative rather than a government policy.

In comparison, several countries have introduced policies aimed at incentivising institutional
investment in the PRS. These have as yet had almost no effect, suggesting that rental rates of
return are not yet high enough to change the behaviour of this class of investor.

IMPLICATIONSFOR DENMARK

Denmark is unusual among European countries in having a system where the tenure of
dwellingsis determined at the time of construction. Denmark is also unusual in that national
rent deregulation enacted in 1991 was limited to new buildings. Pre-1991 units are still
subject to strong rent regulation and all types of rental housing are also subject to local
regulations in some areas.

The evidence from the three other countries on the effects of rent regulation varies, but
suggests that traditional rent controls will normally incentivise landlords to exit the market by
selling into owner-occupation or some form of condominium as relative rents decline.
However German experience suggests that a more sophisticated approach to providing a
stable framework giving landlords and tenants greater certainty can work well in alow
inflation economy.

The extent of new investment in the PRS whether into newly built un its, transfers from
other tenures or investment in repair, maintenance and improvement  reflects investor
choices based on the expected rate of return on that investment compared to other possible
opportunities. Many European governments seek to increase institutional investment in the
private rented sector sometimes with the help of tax reliefs, guarantees and other support.

So far the evidence is that very little has actually been invested. It is generally accepted that if
they areto invest, institutions require four conditions:

e asuitable stock of purpose-built unitsto allow cost efficient management and provide
flexible accommodation for tenants,

» rentsthat rise with tenant incomes, so matching the structure of the institutions
outgoings,

» theassurance that they can gain repossession if the tenant fails to meet the terms of
their contract; and

» astabletax and regulatory framework.

The country that best meets the requirements for institutional investment is Germany. Even
so, most landlords in Germany are individuals or small companies and there has been little
institutional activity, except to the extent that private equity has purchased socia rented




stock. In England there has been rapid growth in the sector but there is little existing stock
that meetsinstitutions requirements; most new sites are multi-tenure and there is very little
purpose-built PRS stock.

Finally thereis the question of demand. In all three comparator countries there is evidence of
growing demand for private renting, at least in mgjor cities. In England the increased
demand is evident nationwide.

The growth in demand is driven by a number of factors, including in particular (i) shiftsin
economic activity that have increased the incentives for younger people and more mobile
households to locate in big cities and university towns; (ii) the very considerable growth in
the number of students (both national and international) in higher education; and (iii)
evidence that younger households are increasingly choosing to rent, partly as aresult of the
more risky labour market environment; partly because of increasing credit constraints; and
partly because of better choice in the sector.

In much of Denmark there is social housing available for the sorts of households who would
be private tenants in other countries - which is not the case in either England or Germany.
Most of the new demands are concentrated in Copenhagen, which has some new

devel opments for upmarket rent.

Overal the potential, and in some cases actual, importance of private renting is growing
rapidly. However none of the four case-study models has yet demonstrated the ability to
generate significant additional investment. Instead, in those countries where units can be
readily transferred between tenures, high relative returns has led to increased transfers rather
than to dedicated new construction. In other countries, especially those where there are calls
for and in some cases legidlation on stronger rent controls, new tenants are finding it harder to
access rented housing at rents they can afford while institutional investor interest in particul ar
has flagged.

Into the future, as younger households make different life choices, accessto credit remains
restricted and government budgets for social housing come under increasing strain, private
renting islikely to grow. The objective must be to provide a tenure neutral environment in
which tenants, landlords and investors are all in a position to make the choices that best meet
their objectives. This requires considerable new investment particularly in thriving central
city areas. Most importantly it requires governments to provide stable regulatory, subsidy and
taxation frameworks that allow all tenures to make effective contributions to ensuring
adequate housing for all.



Chapter 1: Theresearch question

1.1 INTRODUCTION: THE OBJECTIVES OF THE PROJECT

In most European countries, the private rented sector (PRS) had been in decline over the last
few decades at least until the turn of the century. Except for those parts of the sector that
provide for better-off mobile households and young people (especially students), private
renting has arelatively poor reputation in many countries. There are exceptions notably
Germany and Switzerland where the tenure is seen as appropriate more generally and where
the types of household that live in the social sector or in owner-occupation in most other
European countries are well housed by private landlords.

Over the last few years, the position of private renting has begun to change. The PRSis now
growing in many European countries, for both positive and negative reasons. On the one
hand, owner-occupation has become more difficult to access, especially since the global
financial crisis, while social renting has faced increasing pressure from the impacts of
recession and public expenditure cuts. On the more positive side, labour is becoming
increasingly mobile, and this mobility is often best served by renting privately. Thereisalso
growing demand from households who see owner-occupation as not for them, at least for the
moment. Again, the exceptions are in Germany and Switzerland, where owner occupation
now appears to be growing at the expense of private renting.

Thisrevival has brought two issues to the fore. First, asthe scale of private rental grows,
housing often does not meet the aspirations of the new groups entering that market with
respect to standards, rents and security of tenure. England is a good example herein that
large numbers of family households are now coming to live in the sector while the level of
tenure security and physical attributes of the units are often unsuitable (Whitehead et al,
2012; Hulseet al 2011). Equally, landlords do not have strong incentives to provide that
quality at an acceptable rate of return. The second major problem is that increased demand
has not trandlated into investment in additional housing. In many of the countries where
private renting is expanding, overal investment in residential construction has declined and
new building is not keeping pace with demographic pressures (Lunde and Whitehead, 2016).

In most countries, the additional supply of private rented units comes largely from dwellings
that were previously owner-occupied or in the social rented sector. Moreover, the existing
stock is being used more intensively with fewer v acancies and higher occupancy levels.
Thisin turn means that housing market pressure is rising, reducing households ability to
achieve the standards of housing to which they aspire. A number of governments are now
introducing policies to support the construction of good quality purpose-built private rented
housing that can play alarger rolein the overall housing market while at the same time
looking to ways to encourage long term stable institutional investment in the sector, but most
such policies are only in the early stages of implementation (see eg Scanlon et a, 2013).

Given the growing political interest in enabling growth in the sector, the Knowledge Centre
for Housing Economics at Realdania funded our original research project looking at the
effects of regulation on the scale and nature of the PRS across Europe (Whitehead et a,
2012a). The emphasis on regulation in that project - particularly of tenure security and rents -
arose because it is seen by many market oriented commentators as the main reason for the




declinein private renting and therefore deregulation is seen asthe answer. The report made
it clear that the picture is much more complex as some types of regulation hastened decline
while others improved the operation of the market. It also showed that many other factors
need to be taken into account when assessing the potential role of the sector in well operating
housing systems.

This second project takes on this broader perspective by examining the full range of factors
and how they have acted together in different environments to generate different outcomes
and prospects. It concentrates on only four countries, alowing a more in-depth analysis of
the drivers of private rental demand and supply and how they constrain or support awell-
operating private rented sector. The goal is better to understand these processes in different
institutional and market contexts and specifically to draw lessons about what could be done to
help Denmark s private rented sector to work more effectively.

1.2 FINDINGSFROM THE FIRST PROJECT

The first project looked at how regulation of the PRS had developed since the 1980sin 11
European countries, and asked whether and how regulation and changesin regulation
affected the scale of private renting across countries. The findings were clear: deregulation
generaly does not lead to growth in the PRS. Where it has done, notably in England, more
than a decade elapsed before the sector grew significantly, and a number of other constraints
had to be removed before significant expansion took place. Mostly, deregulation has been
associated with continued decline in private renting, although there have been exceptions as,
for instance, in Ireland. On the other hand, countries that still have large PRSs are generally
quite highly regulated, but with sophisticated regul atory frameworks which provide
considerable certainty for both landlords and tenants and involve rent stabilisation based on
defined indices asin, for example, Germany and Switzerland.

What these findings indicate is that the regulatory framework is not the only or even the
main incentive or constraint affecting the tenure structure in different countries. Effective
and responsive regulation that improves the operation of the market rather than limiting rents
below market levels would seem to be a necessary condition for awell-operating PRS of
whatever size but it isnot the only determinant of scale and the suitability of the sector for
different types of households.

This report therefore looks in more detail at the factors that determine the overall tenure mix
in each of the four countries, the size and role of the PRS and particularly at those affecting
the level of new investment. It isclear that the relative importance of the various factors
varies by country. Different legal and administrative frameworks, demographic structures,
income distributions as well as policy approaches through tax, subsidy and regulatory
systems al generate very different outcomes. Equally, housing systems take long periods to
adjust to changing incentives so what we observe is not generally the fundamental outcome
of these recent pressures but may simply continue to reflect disequilibrium and slow
adjustment processes. In order to unravel these relationships, we need to study the evolution
of particular housing regimes over time and evaluate the relative effects of the main drivers.
For this reason we concentrate on understanding the factors that may have impacted on on
landlord and tenant incentives over the last twenty five years.




1.3 THE CHOICE OF COUNTRIESFOR THE CURRENT PROJECT

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

We therefore decided to examine the sector in Denmark and three other countries. These
have very different experiences and characteristics, but each has attributes that are relevant to
understanding how best to ensure that the PRS meets the needs of households and investors.
The four countries chosen were:

(i)

(i)

(iii)

(iv)

The Netherlands, where the emphasis has been on socia rather than private rented
housing but which has an integrated system of rent regulation, based on a points
scheme which mainly takes account of dwelling characteristics and applies
equally to social and private renting. Rentsfor dwellingsin either the social or
private sector with points above a certain level were deregulated around 1990, at
much the same time as Denmark deregulated rents in new-build private rented
units so the Dutch example may provide valuablet ransferable experience.

Germany, where the large scale and relative strength of the PRS have remained
fairly constant over the last 30 years, as has the intentionally stable regulatory
framework. Germany is seen to provide the clearest example of awell-operating
private rented system. However, the way it functions depends on the specifics of
the regulatory and tax/subsidy framework, the conditions under which private
renting and other tenures operate and the attributes of dwellings and tenure.
Moreover, while the system still works well in less pressured areas, there are now
considerable signs of stress in some major cities.

England, which, almost alone among the countries included in the first project
experienced both massive liberalisation as well as very considerable growth in the
PRS (but see the latest evidence from Finland, de Boer et al, 2014; Eerolaet al,
2013), In England, much of this growth occurred as aresult of changing
conditions in other tenures and sector-specific innovations in mortgage finance,
rather than directly as aresult of deregulation. Most notably from the point of
view of this project, the growth in private renting has not apparently led to
significant additional investment in new housing supply. Currently, thereis
considerable policy emphasis on devel oping aframework to support institutional
investment in new, purpose built private rented housing, but this has yet to
generate large scale outputs (Bate, 2015).

Denmark, where in 1991 there was deregul ation of rents at the national level for
units built after that date (although considerable complexity at the local level
remained). This appears to have had relatively little impact on levels of
investment even though there is a growing need for good quality private rented
housing, especially for younger and more mobile households in cities.



14 THE RESEARCH QUESTION
The core question for the research project is:

How do incentives and constraints around private rental provision work in different
institutional, economic and policy frameworks, and what factors might incentivise
investment in private renting and produce an efficient and flexible sector to meet
household requirements?

Answering thisinvolves, first, identifying the economic, financial, public-policy and legal
factors that have helped to shape current conditions in the PRS in each country; second, to the
extent possible, measuring the relative effects of the different drivers and in particular how
they interact with one another to generate current conditions; and third, looking to the future,
clarifying what conditions and policies might help to ensure that private renting plays an
effective role in meeting housing requirements. We therefore have increasingly focused on
understanding what the incentives for new investment in the PRS are and how they operate;
why, in al four countries, there appear to be constraints on such investment; and what
policies might be introduced to expand output.

Unlike the original project, which compared experience across alarge number of countries
but did not attempt to make recommendations, the intention in this project is to concentrate
on in depth analysis of a small number of countries; to look to the future and to suggest
lessons for the Danish system where appropriate.

Unpacking the core question, the research aims to answer five sets of more detailed
guestions:

() what is the current position of the PRS in each country; how has this position
evolved; how have the drivers changed over the last decades; and how can the
drivers and outcomes across the four countries be compared? To address these
guestions we identify the determinants of supply and demand for private rented
housing, look in particular at how the tax and subsidy frameworks affect investors,
consumers and other tenures; and place the evidence in the broader economic and
socia context;

(i)  over time, how have the user costg/rates of return of private rental investment,
ownership and consumption changed incentives to invest in and consume private
rented as compared to owner-occupied housing? These measures provide a base
for understanding the incentives to locate consumption and investment in the
different market tenures. Of particular importance hereis (a) the scale and role of
social renting and demand side subsidies and (b) the other investment
opportunities available to investors;

(iii)  what might be changed to increase the supply of new private rented housing,
including regulation, tax and subsidy; land availability; and policies associated
with other tenures and types of investment? Here welook at both opportunities
and barriers to investment;




(iv)  what conclusions can be drawn about the position of the PRS in each country, the
role that different policy instruments play in determining that position and its
likely future projection?

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

15 STRUCTURE OF THE REPORT

Thereport isin four sections. The first section (chapters 1 - 3) provides a short description of
the attributes of private renting in the four countries and then gives an overview of its post-
war development and the major changes that have impacted on that devel opment. Based on
these descriptions we are able to set out an implicit model of the factors affecting the scale
and role of private renting as aframework for more detailed analysis. Section 2 (chapters 4 -
6) provides a more detailed analysis of how the sector has developed in England, Germany
and the Netherlands. Section 3 (chapters 7 - 8) concentrates on a quantitative anaysis of the
drivers of tenure choice and examines the question of whether major changes in regulation,
tax and subsidy in particular have had clear direct effects on the sector. Finally section 4
(chapter 9) brings the material together to identify lessons for the private rented sector in
Denmark and particularly the factors that might lead to additional investment especially in
new unitsin the private rented market. A number of annexes provide more detailed
information on particular issues.



Chapter 2. Thecurrent position of the privaterented
sector in thefour countries

This chapter describes the existing housing tenure structure in each of the four European
countries and discusses the current position and role of the private rented sector (PRS). The
information comes from questionnaires prepared by country experts, from academic, policy
and more ephemerad literature, and from roundtables held in each country (see annex 2). The
information is presented in summary form and concentrates on comparing the four countries.
More detailed material on policy developments and on the supply of and demand for private
renting in the four countriesis presented in Chapters 5 to 8 where we analyse the factors that
have helped determine the role and scale of the sector in each country.

2.1 CURRENT TENURE STRUCTURE

The latest available statistics show that owner-occupation is the dominant tenure in three of
the four countries, with the exception being Germany (Fig. 2.1). Germany has the largest
PRS (53 per cent in 2013 on a broad definition) while the Netherlands has the smallest (9 per
cent in 2012). In England the private rental stock (20 per cent in 2014) is now larger than
socia rented (17 per cent). In Denmark, on the other hand, the social rental stock islarger
(21 per cent vs 17 for private renting in 2015).

Figure2.1 Dwellings by tenurein Denmark, England, Ger many and the Netherlands
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Sources: Denmark Statistics Denmark BOL101: Dwell ings by region, type of resident, type of dwelling, tenure,
ownership, year of construction and ownership; England DCLG Live Table 104 Dwelling stock: by tenure,
England; Germany Eurostat; Netherlands Boelhouw er and Priemus (2014) Table 1.

Our previous report for Realdania showed that in three of the four countries the PRS went
through long periods of decline since the second world war as aresult of regulation, the tax
position of landlords and tenants and increasing opportunities in other sectors (Whitehead et
al, 2012). Table 2 of that report shows that from the early 1980s to around 2010 the decline
was more than athird in Denmark and ailmost 50 per cent in the Netherlands. Since then the




size of the sector continued to fall in the Netherlands but there has been an upturn in
Denmark. England differsin that the upturn started slowly in the 1990s and speeded up from
the turn of the century doubling in size between 2000 and 2014. Finally Germany saw
consistent growth in the private rented sector from the early 1980s to around 2010. However
there is now evidence of decline as the proportion of owner-occupation increases (whileitis
falling in the other three countries).

Therole of the PRS is affected by its scale but also by the mix of tenures. In general the
smaller the sector the more it concentrates on accommodating more mobile and younger
households - ie those who are entering the marketplace. Equally the size of the social sector
helps to determine the extent to which the PRS accommodates more vulnerable households in
that the larger the social sector the more opportunity there is for vulnerable households to
gain access to subsidised rental housing.

So for instance in Germany, where the PRS is the mgjority tenure, the sector accommodates a
full range of households. The lack of asignificant social rented sector in particular means
that poorer households of all types from new migrants to older pensioners are accommodated
in private renting. 1n the Netherlands, on the other hand, with asmall PRS and alarge socidl
sector, most more vulnerable househol ds can access social housing while those looking for
higher quality/valued unit would normally buy. The PRS is therefore mainly alegacy except
in shortage areas where more vulnerabl e households may have to find accommodation in the
PRS. In Denmark, the emphasisin the PRS is either on those who have benefited from
lifelong security or more mobile households and new entrants to the housing market. In
England, the PRS has accommodated younger more mobile households. However it also
provides for vulnerable househol ds who cannot obtain scarce social rented housing. Since the
turn of the century and especially since the financia crisis the growing sector has
increasingly accommodated families and those who would traditionally have preferred to buy
ahome.

2.2 THE ATTRIBUTES OF PRSSUPPLY

In all four countries the PRS stock is concentrated in larger cities. Asshownin Table2.1, at
least 30 per cent of dwellingsin the countries major cities are in the PRS except in the
Netherlands, where the PRS accounts for only around 15 per cent of dwellings in Amsterdam.
In contrast, in the four largest citiesin Germany, the PRS amounts to more than 60 percent of
the total stock.

Table2.1 Spatial concentration of the PRS stock
National | Citieswith high concentrations of PRS

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

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

Sources: England 2011 Census of Population; Germany Mikrozensus Wohnsituation 2011; Netherlands CBS, WoON
2012; Denmark Statistikbanken 2015.

In big citiesin al four countries, the typical private rented dwelling isaflat (Table 2.2). In
England the typical non-urban PRS dwelling is atwo-bedroom terraced house whilein the
three other countriesit is still aflat. PRS dwellingsin all four countries also tend to be
smaller than those in the owner-occupied and socia rental sectors. New PRS dwellings are




typically larger than existing onesin three of the four countries. In Denmark for instance the
typical new purpose-built private rental flat isin ablock located in areas with green
surroundings, such as asmall park, and has three to four bedrooms and 80 100 square metres
of floor space. In England, on the other hand, new purpose-built flats are smaller and have
fewer bedrooms than the existing stock.

Table2.2 Characteristics of PRS unitsin Denmark, England, Germany and the
Netherlands
Type of Denmark England Germany Netherlands
unit
Typical Flat London: purpose- 60-80 m?; multi- Apartment with less
(overal) built 2-bed flat family building than 3 rooms (75%)
(40%); outside
London: terrace/end
of terrace 2-bed
house (35%)
New- 80-100 m?; block of 50-69 m?, purpose- 86 m?, multi-family 82 m?; apartment; 3
bui flats; 3-4 bedrooms built flat; 3-4 building; 2-bedroom | habitable rooms
uild habi
itable rooms
60 m?; block of flats;, | 70-89 m?, terraced 70 m?;, multi-family 70 m?; 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 the English PRS from that of other European
countriesisthat each unit in ablock of flatsis normally sold separately. Dwellings can also
readily move between tenures. At the other extreme, in Denmark, the tenure of buildingsis
generally fixed and difficult to alter, and entire buildings are usually owned by asingle
landlord. In Germany there may be multiple owners in purpose built blocks although many
are owned by asingle landlord. In the Netherlands part of the sector consists of small blocks
of flats which are usually company owned.

Table2.3 Average monthly private and social rents
Average privaterent 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)
Ger many 1,119 (3-bed apartment in city centre) | not available
Netherlands | 586 (national); 450 (nationad);
599 (Amsterdam & Utrecht) 429 (Amsterdam & Utrecht)

Note: Exchange rate based on Bank of England s daily spot exchange rates against Sterling on 5 May 2015. Sources:
Denmark: prs http://www.bvc.dk/SiteCollectionDocuments/Analyser/DREAM _rapport 2012 Huslgeregulering.pdf; social
dwellings excluding special needs https.//www.|bf.dk/media/33119/husleje-_og_udgiftsstatistik_20100d0a.pdf England
Vauation Office Agency Private Rental Market Statistics Table 1.7: Summary of property type All categories monthly
rents recorded between 1 Apr 2013 to 31 Mar 2014 by Region for England and DCLG Live Table 704 Rents: Private
Registered Provider (PRP) rents; Germany http://ww w.numbeo.com/cost-of-living/country_result.jsp?country=Germany;
Netherlands CBS, WoON 2012

Finally, rent determination differs between the four countries. In Germany thereisa mirror
system which relates new tenancy rents to those found in the locality while rents within the
tenancy are indexed. Inthe Netherlands rents for social and private tenancies are determined
by a points system across the two sectors up to arent of 700 euros per month. In Denmark
rents are regulated with considerable local variation except for properties built after 1991. In




England rents are market determined. In England, the gap between private and socia rentsis
large (Table 2.3), and in London private rents can be three times socia rents. Inthe
Netherlands, because of rent regulation, the difference between private rents and socia rents
isrelatively small. The differences lie in the proportion of the private rented sector which is
above regulation limits now accounting for perhap s aquarter of the sector. In Germany no
real comparison is possible because of the small size of the socia sector. In Denmark thereis
no comparative data available.

2.3 WHO LIVESIN THE PRS?

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

Table2.4 Characteristics of PRStenantsin Denmark, England, Germany and the

Netherlands
Denmark England Germany Netherlands
Age Below 30 25-34 (48%) Averageage: 51.9 | Below 30 & above
65

Household type | Singles & couples Singles & couples A 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/unemplo | Employed Unemployed/retired
yed

Proportion 40% 26% n/a 35%

receiving

housing

allowance

Average length 1.2 years 3.5years More than adecade | Over 11 years

of occupancy

Sources: Denmark, 2005, Den dmene boligsektors f remtid , Bilag 4a, Sociaministeriet (2006); England DCLG (2015);
Germany and the Netherlands Scanlon and Kochan, 2 011.

In al four countries there are those that wish to live in the PRS and those who cannot gain
entry to other tenures. The proportions differ greatly, however. At one extreme the proportion
in Germany wanting to livein private renting is very high, while at the other in England there
are many tenants who would rather be in either socia renting or owner-occupation. In the
Netherlands and Denmark where there are lifetime tenancies there are a so numbers of older
tenants for whom remaining in private renting has been the obvious choice.

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

* Smaller households: single persons and couples without children.

* Households with below average incomes. However, the recent expansion of the PRS
in England has enabled it to accommodate more middle-income households (Ball,
2011; Whitehead et al, 2012). Equally there is a proportion of mainly more mobile
better off households in the non-regulated part of the sector in the Netherlands,
especialy in Amsterdam.

» Economically active, in part because of the disproportionate number of younger and
more mobile people in the PRS. However, in Denmark and England, many private




tenants are unemployed with large concentrations of students whilein the
Netherlands, they are more likely to be either unemployed or retired.

» Claiming housing allowances 35 per cent of privat e tenants in the Netherlands and
26 per cent in England claim housing allowances. Both countries have social rented
sectors that accommodate large proportions of the more vulnerable households.
However the private rented sector also accommodates those just coming into the
housing market and those in high demand areas who cannot access socia housing.

» Employed/retired in contrast to the other three countries, Germany s PRS
accommodates a wider range of household types with different income levels in part
simply becauseit is the majority tenure and in part because thereis avery limited
socia sector to accommodate poorer households. Overall, private tenantsin
Germany are more likely to be employed and would like to stay in their home as long
asthey can - very different from the younger, more mobile sector which dominatesin
the other countries.

24 WHO INVESTSIN THE PRS?

The supply of private rental dwellingsin the four countries, asin other countries around the
world, is dominated by small individual landlords, not institutions. Small providers can be
amateur /non-professional or professional individual landlords (Oxley et al., 2010).
Amateur landlords usually own only one or two dwellings, while many professional
individual landlords set up private housing companies to buy either new build properties or to
buy older existing housing in England thiswill o ften be ex-social housing. There are some
larger companies that specialisein private rental property but these are relatively rare. The
Netherlands has the highest proportion of company landlords who have been in place for
decades and are now often looking to leave the sector. There has been very little new
ingtitutional investment in the last few decades. In Germany some of the largest companies
have purchased their whole socia sector housing stock from local authorities. Institutional
investors, such as insurance companies, pension schemes, sovereign wealth funds or social
security schemes, do invest in Germany and to a much smaller degree in the Netherlands.
They have aso begun to enter the market in England, but they tend to operate in particular
parts of the rental market and have small overal market shares. Even in Germany, financial
institutions own only 12 per cent of the housing stock (Eichholtz, et a., 2014). In Denmark,
institutions own about 7 per cent of the PRS (Anderson, 2010).

Inflows and outflows of existing units

Given that the research question concentrates on the incentives to supply and to livein
private renting, it isimportant to understand the flows into and out of the private rented sector
in each country.

Table 2.5 shows the sources of existing private rental dwellings in the four countries. In
England, during the long decline in the sector PRS units were either demolished or went to
owner occupation. Since the 1990s much of the stock that has entered the PRS has come from
owner occupation particularly since 2007 but aso in other property slumps (Crook and
Kemp, 1996; Whitehead and Scanlon 2015). Properties have also come from the Right to
Buy (apolicy that allowed sitting social tenants to buy their homes at large discounts from
1980; over time significant proportions have then been sold on into private renting (see eg
Sprigings and Smith, 2012; Copley 2014). Since the turn of the century there has been an




increasing supply of good-quality PRS dwellings under buy-to-let mortgages (Thomas,
2014).

In Germany, much of the PRS is purpose-built rental stock in some instances, originally
built as time-limited socia housing before reverting to the private sector or sold by local
authoritiesto private landlords. The sector has a so attracted some newly built units and,
because properties can transfer between tenures freely. It aso includes properties that have
been owner-occupied, athough the proportion is small.

In Denmark, dwellings when they are built have a defined tenure so alarge proportion of the
existing stock has been purpose-built as rental units. Any building with more than three units
islikely to have been purpose-built for the PRS. Even so there has been some transfer from
and indeed losses to the owner-occupied sector. Since 1991 the rents on newly built privately
rented properties can be set by negotiation which has resulted in some additional
investment.

The picture in the Netherlands has been one of almost continuous decline, with properties
transferring to owner-occupation or being demolished. Even so some owner-occupied
housing has transferred to private renting mainly, in higher demand inner areas. Small
numbers of social sector units have also transferred, sometimes via tenant purchase and re-
sale.

It isimportant to note that following the global financial crisis, there were larger flows from
owner occupation into the PRS in Denmark, England and the Netherlands where owner
occupiers were unable to sell their properties at desired prices and became reluctant
landlords or property slump landlords instead.

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

Table2.5 Sources of privaterental dwellingsin Denmark, 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 = afew

The current role of new-build

New-build dwellings, either purpose built for private renting or simply purchased by
landlords, generally account for arelatively small part of overall housing output. In England,
new purpose-built private rental dwellings arerare. A small proportion of new rental
properties may be created by renovation or conversion of former single-family propertiesinto
flats. The vast mgority of new build private renting, however, comes from purchase of new
units which could equally have been purchased by owner-occupiers. Buy-to-let interest only




mortgages have played an important role in expanding the proportion of new build going into
the sector Housing associations have also become increasingly involved in providing market
rental housing since the financia crisis, in part to cross-subsidise social sector provision.
(Walker, 2014).

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

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

2.5 CONCLUSIONS

The private rented sectors in these four countries are diverse in their size  ranging from
under 10 per cent to over 50 per cent and composition. Patterns of growth and decline are
also specific to each country. The extent to which private renting is seen as a mainstream
tenure varies greatly with private renting seen asthe normal tenure for all types of
household in Germany; while in other countries with smaller sectors it tends to be
concentrated more on younger, more mobile but also poorer households.

Nevertheless, there are similarities in terms of the location of the private rental stock (mainly
in cities and large urban areas) and the profile of private landlords (overwhelmingly
individuals rather than large companies or institutions). The country that stands out as
different here is the Netherlands where longstanding company landlords are an important part
of adeclining sector. Finally, growth and decline in the sector comes more from shifts of
properties to and from other tenures than directly from new build. This appearsto be true
even in Denmark which designates the tenure of new build properties.



Chapter 3: How the private rented sector has
developed in the four countries

This chapter looks at how the scale of private renting has changed over the decades. It places
the private rented sector in an understanding of the wider housing system and traces some of
the key political changes that have affected the supply and demand for private renting in the
four countries. These key changes can be divided into those that affected the PRS directly
including in particular the regulation of the sector, taxation of rental incomes and subsidies to
landlords and tenants and those that affected it indirectly, such as new policies directly
affecting other tenures.

31 THE CHANGING SCALE OF PRIVATE RENTING

We start by looking at how the size of the PRS has changed over the last decades. Around
1950, the PRS was the majority tenure in England (53 per cent) and the Netherlands (60 per
cent). In both West Germany (48 per cent) and Denmark (40 per cent) it was the largest
although not the majority tenure. At that time, there was heavy regulation in all four
countries, with rents held usually at pre-war levels. This was associated with rapid declinein
three of the four countries, England, the Netherlands and Denmark, as other tenures became
more accessible. However in West Germany there had been little change in the relative
importance of the sector even though there was a period of amost complete de-regulation,
followed by the introduction of a more flexible regulatory system which allowed some
managed rent adjustment to market pressures. Table 3.1 shows how the importance of the
PRS has changed from around 1980 onwards. The position is very different between the four
countries. The reunified Germany has seen an absolute and proportional expansion during
the 40 year period (although there are now signs of declinein some cities). At the other
extreme, the Netherlands shows continual decline to below 10 per cent of the total stock, at
least to 2012 (the year to which the latest data apply). In Denmark, the PRS continued to
decline but relatively slowly. The pattern of change in England was totally different, with
declinesin the 1980s, limited increases in the 1990s and rapid expansion since the turn of the
century especialy after 2008 resulting in asect or that istwice the size it was at the turn of
the century.
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It isthe reasons for these divergent trajectories that we are looking to clarify in order to
understand the relative economic benefits to landlords and tenants as well as the constraints
they have faced and thus the drivers that have generated these very different patterns of
change.

3.2 PRIVATE RENTING WITHIN THE WIDER HOUSING SYSTEM

In looking to understand how the PRS has devel oped over the post war period we need to set
that development in the broader context of housing systems. To this end this section identifies
four main overlapping stages in the devel opment of housing markets across the four countries
and the place of private renting in this changing landscape, stressing in particular the
changing role of regulation, factors affecting tenure mix and the relative importance of new
build as compared to the existing stock. The four stages are very much a stylised picture
based on European trends the specifics of each co untry differ both in timing and the relative
importance of different drivers.

Stage 1: New housing supply together with strong regulation

For along time before the second world war, the PRS was the dominant housing tenure in all
four countries, asin much of the rest of Western Europe. During and after the second world
war, there was strong government intervention, with policy directed towards massive
subsidies for housing construction and large scale house building programmes. At the same
time, strict controls on rents and security of tenure were maintained.

After the war, the general emphasisin al four countries was on trying to deal with the
backlog of housing supply. There had been almost no building during and immediately after
thewar. There were massive shortages and many homes were in very poor condition. Given
these shortages, the immediate need was seen to be to protect households from excessive rent
increases and eviction generating little incenti ve to invest in new supply. There was
virtually no new purpose built construction for the PRS in any of the four countries. In
Denmark, England and the Netherlands, extensive subsidies were given to the public or non-
profit socia rental sector. In West Germany, subsidies for new housing construction were not
only available to public-sector and non-profit housing companies but also to private landlords
and owner-occupiers equaly. After an agreed period, the subsidised dwelling units could be
transferred into the private market, which formed the basis for a PRS. In England and the
Netherlands, particularly strong emphasis was aso placed on the owner-occupied sector in
making up the post-war housing shortage. Because of the generous subsidies, both the
owner-occupied and the social rental sectors grew strongly in the four countries. Heavy rent
regulation limited the incentives to invest in the PRS while lifetime security of tenure meant
that landlords who wished to disinvestment found it hard to do so. Within the rental sector,
the share of social housing was larger than the PRS.

Compared with the subsidy for owner-occupation and socia renting, financial support for the
PRS was very small and consequently, new construction in the PRS was relatively limited.
While strong tenure security limited outward movement of privately rented housing stock,
there were increasing incentives for private landlords to sell their dwellings either to the
sitting tenants or on the open market when they became vacant. There were also programmes
of slum clearance which usually involved privately rented dwellings. Thus not only did the
proportion of private rented dwellings in the housing stock decline, but the absolute number
of private rented dwellings also fell in all four countries.




Sage 2: Improvement in the housing stock and the growth of homeowner ship

Once the housing shortage had largely been eliminated, government policy was directed, to
an increasing extent, towards improving the quality of the existing housing stock in addition
to new construction (Boelhouwer and van der Heijden, 1992). Increasing attention was
devoted to the old, poor-quality private rental dwellingsininner cities. At first, policies
concentrated on demolition and rebuilding (slum clearance) although later the emphasis
moved towards renovation. In both cases the investment was often accompanied by a change
in tenure to social rented housing particularly when replacement was involved and to owner-
occupation when properties fell vacant and could be renovated by the new owner. Both
clearly resulted in decreases in the size of the PRS (Harloe, 1985). The relative emphasis on
socia versus private improvement depended heavily on taxation and subsidy systems with
Germany providing a more neutral approach and the other three countries concentrating more
on socia renting.

In addition to the rehabilitation of the existing stock, governments began to relax the rules on
setting rentsin the PRS. As shown in Table 3.1, the extent of rent deregulation, the pattern of
changes and their timescale were al very different in the four countries and this has
continued over the whole period of analysis. England started the process first moved slowly
but inexorably towards complete decontrol by 1988. West Germany took the strongest
decontrol measures in the early 1960s but a decade later moved to what is called third
generation rent control which has been maintained ever since. Denmark and the Netherlands
have maintained controls for most rental properties but introduced exceptions aiming to
increase investment.

England was the first country to remove rent controls for dwellings above a certain rateable
value in 1954, but rent control was resumed in the form of fair rents from 1965. It was not
until 1988 that private rents were fully deregulated. In West Germany, rents in so-called
white districts (regions in which the housing sho rtage was below three per cent) were
deregulated incrementally from 1961 onwards. Rent control was finally abolished in 1971 but
was immediately replaced by a more sophisticated form of rent stabilisation which affected
all privately rented tenancies. In Denmark and the Netherlands the very strict rent regulation
continued until 1991 and 1989, respectively, when deregulation of newly constructed rental
units was introduced in Denmark and the upper end of the market was deregulated in the
Netherlands (see Whitehead et a, 2012 for details). Linked to the issue of rent regul ation was
that of security of tenure and therefore both the position of existing tenants and of those
entering or moving within the sector.

What should aso be noted isthat at this stage there was relatively little movement to
deregulate housing finance markets, so only well-off households with a good savings record
could expect to obtain a mortgage to purchase their own home and devel opment finance came
mainly from banks that saw housing development as relatively risky. Investment was thus
framed mostly by local authorities or by government subsidy regimes.



Table3.1 Changesin rent regulation in Denmark, England, Ger many and the Netherlands

Period Denmark England Germany Netherlands
1954: rent decontrol for
1950s dwellings over a certain
rateable value
1966: major changesin 1961: rent deregulation
rent legislation. Rent to be| in some lower demand
1960s |determined in relation to districts
the value of the rented
dwelling
1975: mgjor changesin 1971: rent control
1970s rent regulation -cost abolished but alocal
related rent introduced comparable rents system
introduced
1988: dl rentsto be 1989: rent deregulation at
market determined and the upper end of the rental
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

1990s increase to the value of
the rented dwelling when
major improvements
completed
2004: market rents
20005 allowed for_new roof-top
apartments in rented
buildings
2002: introduction of
2000s Rent Table and cap on
rent increases
2011: reduction of annual |2010: higher rent
rent increases; increases for higher
2015: additional income tenants; 2011
constraints on rent maximum rent increases
2010s increasesincluding rent |raised in 10 areas where
brakein regionswitha  |housing supply is scarce;
tight rental market 2014: Rent freeze on
regulated tenancies for
three years

Sage 3: Reducing and rebalancing housing subsidies

Ass absol ute shortages were overcome and the European Union increasingly emphasised fiscal
constraint, nearly all countriesin Europe started to reduce their public spending on housing
investment (Turner and Whitehead, 1982). At the same time, as incomes rose,
homeownership began to grow, especialy as it was promoted via direct and indirect tax
incentives. However, from 1970 fiscal concessions to owner-occupiers began to be cut back
in some countries even where there was often continued emphasis on expanding the sector by
other means. Subsidies were shifted away from housing construction and socia housing
providers towards rent subsidies to low-income tenants in the PRS and social rented sector
and sometimes also to low-income owner-occupiers. This shift from supply subsidies to




income-related subsidies benefitted private tenants who became eligible for support. All of
these pressures helped to shift the tenure mix, usually towards a greater emphasis on private
provision.

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

In England, the Right to Buy was introduced in 1980 which required local authorities to sell
their social rental dwellings to sitting tenants at a discount and resulted in nearly two million
units being transferred to owner-occupation. Public funding to social housing has been cut
dramatically since 1988. In West Germany, indirect subsidies viathe tax system (mortgage
interest deduction and imputed rent taxation) were reduced, and the tax privileges for non-
profit housing companies were abolished in 1986. In the Netherlands, operational subsidies
to social rented housing and housing construction were terminated in 1995, and the tax
subsidy to owner-occupation was reduced significantly in 2001. In Denmark, unlike the other
three countries, supply subsidiesto social housing remain an important part of current
government support for housing.

Even though the emphasisin nationa policies was moving towards privatisation, the size of
the PRS continued to decline during the 1970s and the 1980s except in West Germany. The
volume of new production in the PRS remained small across al four countries. 1n West
Germany, however, the PRS grew as aresult of the transfer of previously social rented
dwellings as the subsidy based rent restriction period ended. However, the subsidy to new
construction accompanied by rent restrictions has been steadily decreasing, replaced by
subsidies and tax breaks to encourage the renovation of existing buildings (Fitzsmons,
2014).

Sage 4: Housing pressures and the role of the PRS as a source for affordable housing

Partly because of the reductions in government funding for housing construction and
particularly socia housing, there have been shortages of sub-market housing in al four
countries and, except in Germany, increasing pressures on house prices and affordability.
Even in Germany, regional housing market pressures have begun to appear in urban regions
with strong economic growth.

With continuing cuts in public expenditure on social housing, the PRS in Denmark, England
and the Netherlands has taken on an expanded role in the housing system, supplementing the
role of social housing in accommodating low-income households. Thiswas made possible
by the availability of income related subsidies across the rented sectors. More generally new
entrants to the housing market whether students and other young people or migrants (both
expanding groups) mainly rely on the private rented sector for accommodation so thereis
increasing pressure for additional supply.

The 2008 global financial crisis pushed housing markets across Europe into recession with
impacts on prices and investment. Even in Germany where the housing market remained
relatively stable, housing construction declined. Because of the growing demand for private
renting, political pressures from existing tenants have pushed governments in Germany and
the Netherlands to strengthen their regulationsin at least parts of their PRS (see Table 3.1).




Germany hasincreased its rent control and rent increases in high pressure areas. The
Netherlands has relaxed its very strict rent regulations so that higher-income private tenants
pay higher rents, but the government are now looking to reintroduce rent control for the lower
segment of the private rental market. In contrast, the focus of governments in Denmark and
England has been on special measures to stimulate new investment in the PRS, particularly
investments from financial institutions.

3.3 DEVELOPMENTSIN LEGISLATION AND HOUSING POLICIESIN FOUR
COUNTRIES

The comparison of the four countries set out above suggests that there are both similarities
and dissimilaritiesin how governments have treated the PRS. It also suggests that how the
PRS srole has changed can be as much an outcome of policies with respect to other tenures
asitisto how the PRSitself istreated. To clarify some of these issues we need to ook more
closely at government intervention across tenures. In this section we identify some of the
most important legislative and policy changes across housing systems which impacted
directly and indirectly on the PRS in each country.

Denmark

Table 3.2 highlights the legislation that has impacted on the role of the PRS in Denmark over
the last four decades. The most notable policy isthe 1975 Housing Regulation Act, which
introduced cost-based rents for private and socia landlords and made it impossible for
private landlords to increase rents in the face of increased demand. This made investment in
the PRS unattractive. Later, rental property built since 1991 was exempted from national rent
controls, creating two separate private rental markets.

Table 3.2 Timeline of legisation and gover nment initiatives affecting the PRS in Denmark

Eventswith direct impact Eventswith indirect impact
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 buy multi-
rentsin private and social rented sectors unit buildings enabled
1975: Phased out subsidies to socia housing
construction
1980s 1987 tax reforms regulated investment in housing

and demand. Reduced the value of deductible interest
payments from 73% in 1987 to 52.2% in 1993

1990s | All dwellings constructed after 1991 exempt from rent | 1994 99 tax reforms reduced the value of deductible
control interest payments from 52.2% to 32,2% in 2001
1996 allowed rent increases for modernised PRS units

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

Throughout the last decades, the Danish housing market has been heavily regulated. It has
also been subsidised through indirect tax subsidies, subsidised construction, housing
allowances and rent regulation. There has been a gradual transition away from support for
housing supply towards support for households, with greater use of housing allowances and
less use of subsidies to construction, for example, the abolition of subsidies to construct new
co-operative dwellings. To encourage investment in private rental housing, the government




increased tax incentives for pension funds to invest in private rental properties, although there
has been relatively little impact (OECD, 2006).

England

Table 3.3 sets out the major legislative and housing policy changes that have impacted on the
role of the PRSin England since the 1960s. The most notable ones are the Housing Act of
1988 which included full rent deregulation of all new tenancies and the creation of the
Assured Shorthold Tenancy (AST) which gave a minimum of only six months security and
the introduction by the finance industry of buy-to-let mortgages in the mid-1990s which
enabled purchasers to obtain an interest-only mortgage against the rental income stream. The
first provided a framework that potentially enabled new investment in the sector while the
second provided an easily accessible funding mechanism.

An important consequence of the Right to Buy has been that, although initially these
properties were owner-occupied by the sitting tenant, thereafter they might be sold on into
private renting. This has been an important el ement in the expansion of the PRS. During the
period from 2001 to 2011 the size of the private rented sector doubled mainly as a result of
transfers of properties from owner-occupation and social renting together with a proportion of
new build. Rising house prices and worsening affordability from the turn of the century
fuelled demand for private renting from those unabl e to access owner-occupation while
landlords invested in the PRS in expectation of large capital gains. At the sametime,
homeless families and individuals who would have expected to enter social housing in the
past were increasingly housed in the PRS with the aid of housing benefit.

Table 3.3 Timeline of legidation and gover nment initiatives affecting the PRSin England

L egislation and government initiatives with L egislation and gover nment 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 sector
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 for
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 occupation, 2000 Remova of mortgage interest relief for
2005; Redl Estate Investment Trusts: 2008 Local owner-occupiers ;
Housing Allowance:

2010 - | 2013/2014 Build to Rent and guaranteeinitiatives | 2011Affordable Rent regimein 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




Germany

Table 3.4 sets out the major legislative and housing policy changes that have impacted on the
role of the PRSin Germany. Rentswereinitialy controlled at pre-war levels, which reduced
theincentive to invest in the sector. In 1953, the government allowed landlords to deduct
depreciation from rental incomes for tax purposes, providing a clear incentive for private
landlords. The severe post-war rent controls were replaced with arent system based on the
rents of comparable propertiesin 1971 so that by the mid-1970s, landlords could charge rents
that were close to the local average and close to notional market levels. Tenants benefitted
from the fact that under normal conditions tenancies were indefinite.

Table3.4 Timeline of legidation and gover nment initiatives affecting the PRS in Germany

L egislation and government initiatives with L egislation and gover nment 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 system | taxation

1980s | 1981 increasein tax deductions for depreciation 1985 removal of subsidies for new social housing

construction; termination of tax exemption for non-
profit housing companies; after 1989 reunification
resumption of large scale subsidies for social
housing construction

1990s 1995 introduction of Eigenheimzulage, aone-off
grant paid over 8 yearsfor first-time buyersto
construct owner-occupied housing

2000s | 2001 Tenancy Reform Act distributed rights and 2005 termination of Eigenheimzulage
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 increases 2015
Rent brake (introduced the possibility of rent
ceilings)

Also important for Germany was the large scale construction of rental units which, in
exchange for subsidy, were rented as social housing, usually for aninitial fifteen year period.
Thereafter these properties when they fell vacant could be let at market rents, although local
authority owners usually maintained the properties at below market levels. There were also
subsidies to allow owner-occupiersto add a granny annex with could be let at market rents.
In addition, the Tenancy Reform Act in 2001 distributed rights and responsibilities more
equally between private landlords and tenants, by limiting maximum rent increases and
specifying notice periods more consistently.

Recently, there have been strong political pressuresto tighten rent control in some cities
where rents (and house prices) have been rising rapidly. First, in 2011, the capping limit of
annual rent increases was reduced from 20 per cent within three yearsto 15 per cent. Since
then there have been moves further to restrict rent increases. For new tenancy contracts, a
new law, the so-called rent brake (Mietbremse), came into force in mid-2015 which enabled a
rent ceiling to be introduced such that the initial rent cannot exceed 10 per cent of the
reference rent (Mietspiegel) in the locality. Thereis an exemption for newly constructed
dwellings. The decision to enforce these new rent caps is made by the L nder .. So far they




have only been introduced in Berlin, Hamburg and a number of citiesin Bavaria. About four
million rental dwellings are located these areas (Cornelius and Rzeznik, 2014).

The Netherlands

The housing sector in the Netherlands has long been shaped by government intervention in
the areas of housing, urban renewal and physical planning. The long history of public
involvement in the housing market and of highly interventionist housing policies has
contributed to the growth of homeownership and the devel opment of alarge socia rented
sector (Htj, 2011).

Table 3.5 lists the major legislative and housing policy changes that have impacted on the
role of the PRS in the Netherlands. Importantly, large subsidies were available to owner
occupiers and housing associations for new construction. Home ownership has aso enjoyed
mortgage interest tax relief at the marginal tax rate. Private landlords did not receive
equivaent subsidies or tax breaks and were taxed at investment rates. Strict rent regulation
has kept rents well below market levels since 1955 except where demand is declining. The
PRS is subject to exactly the same form of rent controls and security of tenure as the social
housing sector. In both sectors rents on properties where the points system that determines
rent would result in arent above 700 euros per month are now deregul ated.

Table3.5 Timeine of legidation and gover nment initiatives affecting the PRSin the
Netherlands
L egislation and government initiatives with L egislation and government initiatives with
direct impact indir ect impact
1960s | deregulation of control over initial rents and
gradual rent relaxation from 1967
1970s | 1971 re-regulation of initia rents based on points
system and rent increases determined annually by
Parliament.
1970 Housing allowances introduced for both
private and social rented sectors
1980s | 1989 deregulation of rentsin the upper end of the 1980 mortgage interest relief for homeowners to
rental market in both private and socia sectors promote homeownership
1990s | 1997 Housing Allowance Act increased rent 1992 ended subsidies to housing associations for
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 alarge rent increase for tenants in the highest | 2013 National M ortgage Guarantee system
income-tax bracket; increase in maximum rents: modified 2011 new limits on mortgage: loan to
2011Quality added to pointsin high demand areas | value ratios and use of the interest-only mortgages
2012 Landlord levy on rental propertieswith 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 Conservatives and Christian Democrats started to
shift the Dutch housing system more towards the market with a socia rental sector focused
more closely on those in need. When the government fell in April 2012, the only proposal
that had been accepted by Parliament was for rent controls to take more account of the
popularity of dwellings: in areas where dwellings are scarce a number of quality points will
be added allowing for higher rent levels once new tenants move in. However, anew




Landlord Levy was also introduced in September 2012 on rental properties with aregulated
rent. Thisfurther discouraged commercial residential rea estate investors from building new
rental properties (Boelhouwer and Priemus, 2014). In 2013, a change in regulation was
introduced to allow landlords to increase rents for higher income tenants and latterly afreeze
on regulated rents until 2017. These changes have the potential to shift additional properties
into the market segment by undertaking improvement and should in principle increase
incentives to supply above that level. (Haffner et al., 2014).

This analysis suggests that there have been very large scale changes in government housing
policy in all four countries. Inthe PRSIt isnot just a matter of rent regulation and security of
tenure but aso includes tax incentives to support investment and housing allowances to
enable tenants to pay the rent. The social sector has provided for large proportions of mainly
lower-income househol ds which clearly impacts on the potential role of the PRS. In the early
years direct government investment in social housing occurred in all four countries but
there are considerable differences in how the role of social housing has evolved. At one
extreme much of social housing has become privately rented over time in Germany and there
islittle or no new investment in the social sector. In the other three countries there have been
significant reductions in available subsidies and in the UK in particular policiesto transfer
stock to other tenures. But possibly the most important factor affecting the incentives of both
landlords and tenants to be in the PRS has been the tax and subsidy treatment of owner-
occupation together with more general financial deregulation enabling households to buy.

Both the extent of policy change and itstiming has differed greatly between countries. As
table 3.1 showed, modifications in rent regulation have taken place at very different times
across the four countries and in some cases there has been deregulation and subsequent re-
regulation. Equally all countries have introduced housing allowances but at very different
times and covering varying groups of households. The big external issues relate particularly
to the changing (usually declining) levels of support for new investment in social housing and
to the package of tax and sometimes subsidy benefits avail able to owner-occupiers. These
differences al suggest that we should observe different patterns of growth and decline in the
PRS across the four countries as well as different incentives to expand or reduce investment
in new PRS dwellings.

34 ATTITUDESTOWARDSTHE PRS

Government attitudes to private renting depend significantly on the fundamentals of each
country s political economy. Denmark has been described as being a Nordic socidlist state
tAbrahamson, 2003) with egalitarian objectives and an expectation that housing would play a
key rolein socia welfare. The political approach has put the emphasis on regulation and
tenant welfare but also on local government powers to shape the market. The outcome has
been continuing emphasis on the provision of social housing, continuing regulation of private
renting together with generous income related support and a complex web of local

regul ations which impact on incentives to invest in the sector differentially across the
country.

Post-war England had asimilar, although more centralised, approach but this was modified
very significantly with the introduction of aliberal (some would say neo-liberal) government
in the 1980s. The result was the privatisation and deregulation of much of the economy,
including the PRS, but a continued commitment to ensuring minimum standards through




demand side subsidies available across the rented sector. Wider deregulation particularly of
the finance market together with an emphasis on consumer choice has pushed demand
towards owner-occupation while public expenditure cutbacks, transfer policies and greater
targeting of subsidies have reduced the capacity of the social sector to provide (Berry, 2014;
Whitehead 2014; SAGE ).

The model in West Germany has traditionally been described as corporatist (Esping-
Anderson, 1990) while that in communist East Germany saw housing as very much part of
the social wage involving low rents and strict allocation policies. Since reunification strong
regulation with respect to housing finance has limited opportunities to enter owner-
occupation even though there have aso been periods of subsidy to expand such investment.
Equally there has been an acceptance that although social housing investment was necessary
to expand total supply that investment could be effectively managed by the private sector. As
aresult private renting has been the obvious option for both households and investors.

The Netherlands is seen as having a hybrid of social-democratic and conservative models of
government (Kammer et al, 2013). Within housing this has generated a neutral regulatory
framework for the private and socia rented sectors but a generous tax relief system for
owner-occupiers. Equally there are government guarantees helping to finance both social and
owner-occupied housing and financially powerful housing associations.

It is aso often argued that attitudes towards the PRS are important in shaping itsrolein
different countries: the English maxim that an Englishman shome s hiscastle issaid to
evidence a strong national preference for owner occupation, as compared to Germany where
people are perceived to be happy to rent privately for the long term. However, repeated
attitude surveys show that German households do indeed aspire to home ownership, which
raises the question of why the homeownership rateis so low (Kohl, 2014).

Except in Germany, where attitudes have been positive throughout the period, the attitudes of
national governments to the PRS have shifted over the last few years from broadly negative
or amost uninterested to positive, as the sector is now seen as a potential source of housing,
particularly after the global financia crisis. Thereisincreasing emphasis on promoting
institutional investment into the sector in England, Denmark and the Netherlands.

However, thereislittle evidence that attitudes of the general population have not changed
significantly, despite the growing demand for private renting. In Germany and the
Netherlands in particular, populist pressures around rising rents have led to increasing rent
controls in both countries and there are similar pressures in England especially in London.

3.5 CONCLUSIONS

To some extent the housing systems in each of the four countries have passed through similar
stages of development, although particular policies were implemented at different times and
traectories have been significantly different, especially with respect to private renting. From
the reconstruction period after the second world war to the 1970s, the PRS shrank in almost
al countries across Europe except Germany. This contraction was associated with weak
effective demand and the sector s relative disadvantage vis- -vis the subsidised social rental
sector and the tax advantaged owner-occupied sector. However, the demand for private
renting has been growing recently partly because of increasing affordability problems, the
impact of the global financial crisis on access to mortgage finance and the consequences of




the recession on both individual incomes and public revenues. New financial incentivesto
stimulate investment in the PRS have been introduced in a number of countries and thereis
pressure across Europe to try to promote institutional investment into new supply.

It isaso clear that rent deregulation is not a sufficient condition for the stimulation of private
investment in the form of either new construction or renovation and repair in the PRS.
Moreover, where regulation remains strong it may well be constraints on movement out of
the sector and the lack of other options which help to maintain the supply of private rental
housing. Thus, whilein principle the potential impact may seem clear, it will usually be
misleading to isolate the impact of asingle policy initiative. The context in which apolicy or
programme is implemented and its dynamic interaction with other policies will have acritica
bearing on observed outcomes.



Chapter 4: Driversof changein the scale and role of
the English private rented sector

The post war English housing system has been typified by four main periods:

» thefirst under both Labour and Conservative governments, when the emphasis was on
increasing overall supply, particularly through subsidies to local authorities to build
housing to be let at sub-market rents and tax reliefs to support home ownership;

» aperiod (running from the election of the Conservative government in 1979 to the
mid-1990s) when the emphasis shifted towards privatisation of the social sector and
liberalisation of mortgage markets enabling the rapid growth of owner-occupation;

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

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

Even within the first period there was some policy directed at improving the operation of the
private rented sector, notably through regulatory change. In the second period decontrol was
completed. But it was not until market conditions changed in the third period that significant
growth in the sector occurred and was then followed by government initiatives to expand new

supply.

In this chapter we trace the political and economic changes that affected the supply of and
demand for private renting in England in these four periods, with particular emphasis on the
legislative and housing policy changes that have helped to determine the current role of the
private rented sector (PRS) in the English housing system. The final section clarifies that
current position.

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

The immediate objective of post-war housing policy, starting in the early 1950s, was to
supply the maximum number of houses in the minimum period of time to solve the severe
shortage problem (Wendt, 1962). The Labour government put emphasis on local authorities
building social rental housing with the aid of government subsidies and low-interest-rate
loans across the country. Local authorities produced more than 2.9 million housing unitsin
the two decades after the War. This housing was built to high standards and was aimed
mainly at low- to middle-income households who could afford the quite high rents charged
(Lowe, 2011, p.50). Much wasin suburban and greenfield areas and consisted of terraced
and semi-detached dwellings with gardens. There was an increasing emphasis on urban
slum-clearance programmes (implemented through large-scale demolition and rebuilding)
and re-housing of lower-income inner-city populations (Power, 1993). This had adirect
effect on the amount of privately rented accommodation available as most of the slums were
in that sector. The new housing was typically built in the form of large estates and at high
densities, sometimes in the form of high-rise apartment blocks where the slums had been
cleared but also in estates at the margins of urb an areas. In addition, the role of local
authorities in housing was extended in the 1970s by the Homeless Persons Act 1977 which
gave them amore general responsibility to ensure adequate housing in their borough
(Boelhouwer and van der Heijden, 1992).




The housing policy pursued by the Conservative government between 1951 and 1964 placed
more emphasis on promoting the private sector, particularly owner-occupation. In particular,
taxation of the imputed rental income of home owners, which had been in place since the
eighteenth century, was removed in 1963. Thisincreased the tax benefits of owner-
occupation as compared to private renting. However, the government maintained local
authorities capacity to build with the help of local subsidies and rent surpluses, and
continued to support slum clearance programmes.

In the private rented sector rents had been maintained at 1939 levels, but through the 1954
Housing Repairs and Rents Act the Conservative Government allowed some limited
increases for dwellingsin good repair. It also freed new and converted private renta units
from rent controls. These changes had little or no effect on investor behaviour as the system
was so far out of equilibrium. Thusthe Act did not lead to significant new construction of
private rental housing or indeed to any large scale programme of repair (Harloe, 1985).

The 1957 Rent Act was a much more comprehensive measure intended to tackle five
problemsin the PRS: under-occupation, lack of labour mobility, the unwillingness of
landlords to make repairs, anomalies arising from properties of similar market value having
different rents and the lack of adequate returns on new investment in the sector (Headey,
1978; Heath, 2013). The 1957 Act immediately decontrolled rents on more expensive
properties as well as across the market when there was a change of tenancy. This meant that
4.25 million properties out of the seven million in the PRS were still subject to rent control
but it also enabled creeping decontrol when tenants left. The Act showed how many landlords
had been held in the sector by regulation and the effect of relaxation was to reduce
investors involvement in the PRS rather than to expand investment. Large numbers of
properties were transferred into owner-occupation through sales, either to sitting tenants or
when they fell vacant, in part because of the fear that rent control would be re-imposed.
Tenants increasing access to building society mortgages as incomes rose helped to support
this transfer.

The private rented sector as a political football continued once Labour was re-elected. The
1965 Rent Act introduced a different form of rent control in the form of regulated tenancies
with fair rents for unfurnished private rental pr operties, the levels of rents to be determined
by local Rent Officers. Rentsin the furnished sector remained market determined until 1972
when the furnished PRS was brought into the system (resident landlords were however
exempted from regulation). After anumber of scandals, the 1977 Protection from Eviction
Act further constrained landlord powers to evict their tenants. In addition the 1974 Labour
government introduced a municipalisation programme by which local authorities could
purchase dwellings on the market, including large numbers of privately rented properties,
often in disrepair.

Policies during this period helped to generate continued decline in the private rented sector.
Indeed, the proportion of private rented dwellings in England s total dwelling stock was
reduced from 32 percent of 11.7 million dwellingsin 1951 to 12 percent of 17.8 million
dwellingsin 1979 an absolute reduction of some 1.75 million units.

Other factors which reinforced decline included relatively rapid economic growth over much
of the period; rapid general and house price inflation in the 1970s which favoured owner-
occupation because sales were not subject to capital gainstax as compared to private rented
housing; and, starting in the late 1960s, some liberalisation of housing credit. As aresult the
role of the PRS in the English housing system was seen as residual  housing the young and




mobile, providing accommodation with employment and acting as tenure of last resort for
those unable to find accommodation in the majority tenures (Bovaird, et a., 1985).

4.1 Major driversaffecting PRS size and investment, 1945 - 1979

Local authority Private rented Owner- Economic Outcomesfor
sector sector occupation environment PRS
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Income-related rent | improve and new | Improved access
rebatesfrom 1972 | construction in to mortgage
1950s finance especially
in 1970s
Standards
regulation

Income-related
housing
alowances from
1974

4.2 1980 - M1D-1990S: EXPANDING OWNER-OCCUPATION AT THE EXPENSE OF
THE RENTED SECTORS

The Conservative government elected in 1979 adopted a housing policy based on
privatisation and liberalisation, cutbacks in public expenditure and restructuring housing
subsidies.

The Conservative government regarded owner-occupation as an essential component of a
property owning democracy and promoted owner-occu pation to all households except the
most disadvantaged (Saunders, 1990). The most immediate policy to promote owner-
occupation was the Right to Buy. Introduced under the Housing Act 1980, it required local
authorities to offer tenants the opportunity to buy their council-owned houses at substantial
discounts from the market value. Between 1980 and 1997 1.3 million council homesin
England were sold, with afurther 600,000 between 1997 and 2014 (DCLG, Livetable 671).
The focus of the socia rented sector was shifted away from housing mainstream tenants to
provision for the most disadvantaged, such as homeless households, the elderly and the
disabled (Lee and Murie, 1999). Overall, the success of the Right to Buy had a profound
effect in changing the tenure structure in England (Forrest and Murie, 1988). In particular it
contributed to a significant growth in the owner-occupied sector during the worst of the
economic recession in the period 1981 1987 (Mapass, 1993, p.78). However by 2014 it is
suggested that more than one in three of these dwellings nearly 700,000 units isnow in
the private rented sector (Copley, 2014; Apps, 2014).

The 1980 Housing Act aso introduced new forms of assured and shorthold tenanciesin an
attempt to help rgjuvenate the PRS but these had little immediate impact.




Another important initiative which benefitted owner-occupation was finance market
liberalisation which made it worthwhile for mainstream banks to enter the mortgage market
and resulted in much easier and cheaper access to mortgage finance for larger numbers of
households (Scanlon and Adamczuk, 2016). The only major offsetting policy was a series of
restrictions on mortgage tax relief which significantly reduced the value of this benefit from
1990 and phased it out completely in 2000.

Of more immediate importance was that from 1989/90 there was a major economic crisis
with rapidly increasing unemployment, large fallsin real house prices and a sudden declinein
inflation. The result was that many mortgagors fell into negative equity and there were large
numbers of possessions, with the market not improving until the mid-1990s. It was during
this period that owner-occupation started to fall among younger households, especially those
in their twenties.

The 1988 Housing Act introduced a range of major changes to the social and private rented
sectors. In the social housing sector, it introduced a mixed funding regime. Housing
associations were to be provided with government grants and at the same time could borrow
on the private finance market. The Act gave associations the freedom to set rents based on
costs up to market levels (Malpass, 2000; Whitehead, 1999; Tang, 2008), which supported
this commercia borrowing. The 1989 Loca Government and Housing Act eliminated
central-government subsidies to local authority housing and limited authorities capacity to
borrow for housing purposes (Malpass and Warburton, 1993). It also provided the legal
framework (and incentives) for large scale voluntary transfer (LSVT) of local authority
properties to housing associations, further reducing numbers of council-socia rented
accommodation (Malpass and Mullins, 2002; Pawson, et al., 2009). The Right to Buy,
LSV Tsand falling public expenditure together led to rapid declinesin the local authority
sector housing which were only partially offset by housing association investment.

The 1988 Act also completely deregul ated the PRS. It abolished rent regulation for new
leases signed from 1 January 1989. Landlords were permitted to charge full market rent and
to increase rents as set out in tenancy agreements rather than by an amount specified by
statute. However, tenants could apply to the Rent Assessment Committee if they felt
increases were too high. Existing tenancies begun before 15 January 1989 were still
regulated tenancies (subject to fair rents). T he 1988 Act also introduced the Assured
Shorthold Tenancy (a minimum six-month tenancy with no further security of tenure) which
subsequently became the default type of tenancy under the 1996 Housing Act, and required
landlords to give tenants a minimum of two months notice.

The government introduced one important short-term tax advantage to the PRSin 1988. It
extended the Business Expansion Scheme, which gave incentives to small investorsto get
involved in more risky business start-ups, including to landlords of newly constructed assured
tenancies for the period 1988 - 1993. During that period some 81,000 dwellings were added
to the PRS stock, although a high proportion of the units provided were only available to
students (Crook et a 1995; Hughes, 1995).

The very limited security of tenure introduced by the Assured Shorthold Tenancy together
with increasing competition among mortgage lenders created the conditions for the mortgage
industry to lend more easily to private landlords. Following a 1994 initiative by the
Association of Residential Letting Agents, the Buy-to-let mortgage from July 1996 became
availableto private landlords to purchase property to let. Theloans were usually interest
only, based on projected rental income, with loan-to-value ratios of up to 85 per cent of




capital values and at interest rates little above those for owner-occupiers (Rhodes, 2006; Ball,
2006).

A further initiative, housing investment trusts (HITs) were introduced in 1996 in order to
bring pension and other long term funds into privately rented housing, including existing
lettings. However mgjor investors did not see them as worthwhile and no HITs had been set
up by 2010. Theintroduction in 2005 of UK-REIT (real estate investment trusts) legislation,
based on the US model, made it possible for liquid and publicly available property
investment vehiclesto be available to a wide range of investors, with the aim of encouraging
increased institutional and professional investment in both commercial real estate and
privately rented investment (Ball and Glascock, 2004). UK-REITs have been allowed to
operate since January 2007. Most invest in commercia and retail property, although a small
number also invest in rental accommodation. As yet, there are no REITs that are solely for
residential property

In 1980 the PRS consisted of some 2.1 million units, somewhat less than 12 per cent of the
total stock. In 1996 the number of units was almost exactly the same, but accounted for only
just over 10 per cent of the stock. However in the interim there had been further decline, to

aslow as 1.8m in the mid-1980s, and this loss was only slowly offset from the early 1990s.
Even then, Crook and Kemp (1996) pointed out that half of the expansion during the early
1990s could be explained by property slump landlords who were unable or unwilling to sell
at that time because of the state of the owner-occupied housing market.

Table4.2 Major drivers affecting PRS size and investment 1980 - 1996
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/social sector sector occupation environment the PRS
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subsidies for introduced 1988 | mortgage tax negative
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Capital grantsto Scheme (BES) tax | 10 mortgage environment | PRS 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
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4.3 1997 2010: WORSENING AFFORDABILITY AND STRONG GROWTH IN THE
PRS

The Labour governments of 1997 2010 continued the C onservative s market-driven housing
policy, supporting owner-occupation; increasing the use of private finance for social housing;
moving further away from rent-based subsidies to means-tested, individua rent allowances;
and promoting choice asaguiding principle of public service delivery (Le Grand, 2007).

In socia housing, the 2000 Housing Green Paper, Quality and Choice: A Decent Home for
All, set the framework for rent restructuring to make rents consistent across the social rented
sector in the 10-year period from 2002 to 2012 (DETR and DSS, 2000). Rents on existing
properties were allowed to rise by RPI plus one per cent and new tenancies were set in line
with national rules.

In the owner-occupied sector mortgage tax relief was finally phased out in 2000 but the big
changes were in the finance market where self-certified, interest-only and longer term
mortgages were introduced. However house prices rose rapidly especially after the turn of
the century and the numbers of first-time buyers fell from 2003. From 2008 credit
availability was extremely limited and required deposits rose from an average of 10 per cent
to 25 per cent. As aresult the number of first-time buyers fell even further, to aslow as
200,000 in 2010 compared to 590,000 in 1999. For those excluded from owner-occupation
the only options were continuing to live with parents or becoming private tenants. Equally,
many existing owner-occupiers could not easily sell their homes so entered the rental market.

In the PRS, the main focus of policies was to stimulate the supply of private rental dwellings
by institutions rather than individual investors, even though the latter dominated and
continue to dominate the PRS. Initiativesinclude d the BES scheme noted above; the
Housing Investment Trust Scheme (HITs) (Crook et al, 1998; Crook and Kemp, 2002) and
the introduction of Real Estate Investment Trusts (REITS).

The government introduced regul ations to improve standards of the PRS in the 2004 Housing
Act including mandatory licensing of private rental houses in multiple occupation (generally
those let to three or more unrelated people); a new housing fitness standard for the PRS; local
council powersto take control of a property that was not being managed responsibly and
safely for the benefit of the occupiers, and an approved tenancy deposit scheme. However the
most important factor leading to improvements in the PRS came from the increased flow of
investment into newly constructed dwellings from small-scale buy-to-let landlords.



Figure4.1. Buy-to-let gross mortgage advances, 2000 2013
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Source: CML Table MM 17 Buy-to-let gross advances.

Indeed the growth of the PRS depended almost entirely on small investor activity, largely
financed through buy-to-let (BTL) mortgages. From their introduction in July 1996, BTL
mortgage advances increased to over 346,000 in 2007, with avalue of over £45.7 billion (Fig.
4.1).

A report by Rugg and Rhodes (2008) identified the most important 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 been catered for in the social rented
sector;

growth in the numbers of younger tenants renting for lifestyle reasons; and
worsening affordability problems for those wanting to access home ownership.

This increasing demand was met in part from newly constructed dwellings, but mostly from
the transfer into private rental of existing units that had been in the social and owner-
occupied sectors. Although some 220,000 dwellings were built for the social sector over the
period 1997- 2010, the number of units fell by nearly 500,000. Equally 1.6 million private
units were built but owner-occupation rose only by around a million. In part this was because
of the growing numbers of Right to Buy dwellings which moved into private renting; in part
because after the global financia crisis owner-occupiers who could not sell became landlords
instead.

Overal in the period 1997-2010 the private rented housing stock increased by some 85 per
cent, and as a proportion of the stock grew from just over 10 per cent to around 17 per cent.
By 2010 there were some 3.9 million privately rented units afigure last seen in the mid-
1960s. Far more of these additions were newly built homes than had been the case since the
1930s. Although exact numbers are not known, a government analysis (HM Treasury, 2010)
based on a sample of BTL mortgages between 2004 and 2007 suggested that BTL might have
contributed to 35,000 units a year, or around afifth of all new completions.




Table4.3 Major drivers affecting PRS size and investment 1997 - 2010

Local authority Privaterented Owner- Economic Outcomesfor
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4.4 2010 ONWARDS CONTINUIG EXPANSION IN THE PRS

The Conservative-Liberal Democrat Coalition Government elected in May 2010 put the
highest priority on reducing the financia deficit by imposing sweeping reductionsin public
spending (Taylor-Gooby, 2012). Thiswas aso akey strand of the Conservative manifesto in
2015.

The 2010 Comprehensive Spending Review announced an amost three quarters cut in capital
expenditure on socia housing (Jacobs and Manzi, 2013). New building was to be maintained
through anew affordable housing model, under whi ch social landlords could charge rents
on new property of up to 80 per cent of market rates. Vacant units could aso be transferred to
affordable rent. Housing Associations were required to reinvest the additional income in new
housing. This allowed greater borrowing and generated around 180,000 new units up to 2015.
The funding model for local authority housing was also modified to enable additional
provision. Even so the size of the social housing sector continued to fal,l in part because of
the reviva of Right to Buy.

A second element in the austerity package was an attempt to control the Housing Benefit bill.
Over the period from 2010 to 2015 alarge number of detailed changes were made to the
Local Housing Allowance (LHA, the PRS form of housing benefit which applied to below
median rentsin the locality) with the aim of restricting eligibility and reducing rentsin the
PRS. The evidence suggests there was little impact on rents, and that tenants have borne the
brunt of these changes (Brewer et al, 2014). AsFigure 4.2 shows, benefitsto private tenants
(which include both PRS and LHA) have continued to increase.



Figure4.2 Housing benefit expenditure by tenure, Great Britain, 1994/95 2017/18

(£ million)

£ million
£30.000

m Loca Housing
£25.000 Allowance
£20.000 Private Rented

Sector tenants

£15.000

Housing Association
£10000 B B B p 8 & 0 8 8 & 8 8 8 0 E 8BS E N B N Tenants

£5.000 - m |_oca Authority
Tenants
£0 -

LYS VDRI HNYRIVYYIIIANNTYYNG
QOO0 00O oo o0ooddddddddd
wmom&moﬁ&lﬁgmﬁwamo?&ﬁwmbm
DADDHIDDDO OO QD OO0 008 dod dddoddddo
oo N R R ReBeRBeR-ReReReR-ReR-R-ReR-B-R=-E=E=
AAd A -ddaNNNNNNNNNNCRNCNCNCN
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Overdl, LHA has acted as an important ingredient to support the demand for privately rented
accommodation. Increasingly, and especially since 2010, private rented dwellings have
become a mgjor source of accommodation for homeless households and more generaly a
substitute for council and housing association housing for lower-income households (Kemp,
2011). Universal Credit will increasingly take the place of the LHA, starting from late 2013
but not becoming important until 2016/17. It integrates housing benefits into a broader based
income support system which will continue to maintain the PRS s role in compensating for
the lack of social housing for the poorest households.

The policy goal of attracting institutional investment into private rental housing once again
came to the fore after the 2010 change of government. The March 2011 Budget contained a
set of measures aimed at creating a more tax-efficient approach to large scal e investment
through REITs (Stephens and Williams, 2012). However of themselves these changes did
not stimulate an incremental flow of institutional investment into new housing built
specifically for rent. After an independent review of ways to attract institutional investment
into the sector (Montague, 2012), the policy priority shifted to the development of a new
Build to Rent scheme. Thisterm describes large- scale purpose-built rental-only blocks that
arein single ownership, an industry model common in many European countries but not seen
in the UK since the 1930s (Pawson and Wilcox, 2013; Scanlon, et a., 2013). Thefirst group
of Build to Rent projects, announced on 16 April 2013, will contain up to 10,000 new homes.
In addition the UK Government announced a £10 billion debt-guarantee scheme to support
new build to rent developments in the UK (Wilson, 2014). Overall, these two measures
aimed to reduce the costs and risk of finance at different stages of development and
ownership of the new private rental dwellings.




Despite al these government efforts, the role of institutional investorsin the PRSis still
negligible. Most of theinstitutional investmentsin large-scale rented housing are in London.
A recent survey of ingtitutional investors by the Investment Property Forum suggested that of
atotal £180 billion in property assets held by 42 institutions, only four per cent was invested
in residential, and of that under half in PRS assets. Thiswas an extremely small amount,
compared to the total estimated £2.7 trillion size of UK ingtitutional assets under management
(CBI, 2013).

A number of studies have looked at why institutional investors have not become significant
playersin the residential property market and have generally identified a common set of
factors (Daly, 2008; HM Treasury, 2010; Hull, et al., 2011; Scanlon, et al., 2013):

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

lack of development finance;

low risk-adjusted yields,

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

the need for scale: Savills (2014) comments that the lack of large-scale purpose-built
private rental stock and the operational platforms to run them isthe main barrier to
investorsin PRS (see also Milligan, et al., 2013).

negative investor and local government attitudes to the sector: it has been suggested
that some local authorities have not adopted the pro-growth approach of the National
Planning Policy Framework and have blocked the supply of new housing in their
areas (CBI, 2013).

poor quality and expensive management;

reputational risk; and

uncertainties around the regulatory and taxation regimes.

Finally, in the owner-occupied sector the number of first time buyers started to pick up from
2012 assisted by the Help to Buy programme from 2013. Under this scheme the government
provides an interest free 20 per cent equity loan on new homes for five years which allows
lower deposits and monthly repayments. By 2014 there were more than 300,000 first time
buyers and this level has been maintained in 2015. However thisis still well below the
average before the financia crisis. Thisis partly due to restrictions on mortgage lending
introduced in the wake of the mortgage market review (Montague, 2012), which took effect
in 2014, but also to continued concerns about the economy and the fact that although
employment has risen there has been little impact on individual incomes.

Neither policy changes nor market changes have done much to slow the growth of the private
rented sector. Between 2010 and 2014 the private rented stock grew by around 675,000 units
while owner-occupation fell by around 185,000 and socia housing grew by some 45,000
units. As aresult the private rented sector now accounts for amost 20% of all dwellings.

Pawson and Wilcox (2013) argue that, although some rented properties are newly built,
mainly entering the sector as Buy to Let purchases with, as yet, very limited institutional
investment, the recent expansion of the PRSis largely fuelled by transfers of existing homes
from other sectors. New building is still mainly aimed at social housing and the owner-
occupied market. If the housing market recovers, these dwellings may transfer back to owner
occupation (Scottish Government, 2013).




Most recently the Conservative government has shifted policy towards expanding owner-
occupation through the Starter Homes initiative, under which developers are required to
provide homes for low-cost purchase rather than social or affordable rent, and the
continuation of Help to Buy. Dwellings are also to be transferred from the socia sector into
owner-occupation through extending the Right to Buy to Housing Association tenants and
the money this generates will pay for new housing, some of which will be for owner-
occupation. Small individual buy-to-let investors on the other hand are to lose some of their
tax reliefs, in part for macro-stabilisation reasons Scanlon et al, 2016). They will also be
required to pay higher transaction taxes on purchases of investment propertiesto prevent
unfair competition with first-time buyers.

Asat 2015 the relative tax position between owner-occupation and private renting can be
categorised as:

» owner-occupied housing is treated as a consumption good in that thereis no tax on
imputed income but equally no allowances for mortgage and other costs. M ost
importantly in the English context the principle home is exempt for capital gains tax.
The government is also intending to exempt properties valued at under £1m from
inheritance tax if the property isleft to the children;

» subsidiesto support entry into newly built homes include the Help to Buy 20 per cent
interest free equity loan for five years and starter homes available to first time buyers
with a 20 per cent discount on market value;

* tenants pay rents out of taxed income; low income tenants receive Local Housing
Allowance based on income, rent and household composition;

* landlords pay tax on PRS income as an investment in a perpetual asset iethereisno
depreciation allowance and tax is paid net of costs. These costs, including mortgage
tax relief at basic rate tax or company tax rates and other costs of renting out property
are deductable with some constraints. Sales are s ubject to capital gains tax

» Developers building for the PRS may benefit from the Build to Rent Fund and
institutional investors from low cost debt finance guaranteed by government.

. Table4.4 Major driversaffecting PRS size and investment 2010 -2015
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4.5 CONCLUSIONS: KEY CHANGESIN INCENTIVESAND CONSTRAINTSIN
ENGLAND

One am of thisanalysisis to identify those moments when incentives and constraints
changed, and consumers and providers modified their behaviour enough to affect the scale
and role of the PRS. We are looking particularly for changes in incentives to undertake new
investment.

The analysis points clearly to the importance of political change. The four stages we
identified are all associated with particular governments and their different ideol ogies.
Governments pursued their policy goals by

» changesinregulation not just of the PRS but als o of the finance market, which
modified households capacity to choose tenure, and of socia sector powers and
responsibilities with respect to homelessness, the right to build and the Right to Buy;

» changesin subsidies to the social sector, to owner-occupiers and to tenants; and

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

Not all of these were instrumental changes aimed at particular behavioural or economic
outcomes many were driven by ideology. And while in retrospect we can identify the key
importance to the evolution of the PRS of certain policies (e.g. the 1988 Housing Act), we
cannot assume that policy-makers at the time intended or foresaw those longer-term effects.

What is also clear isthat the economic environment changes the importance of particul ar
policy interventions and so generates outcomes which vary with that economic environment.
In this context the three most important factors are:

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

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

* macro-economic volatility, which changes both interest rates and the risks around
tenure choices and interacts with macro-stabilisation polices to expand or limit
choices notably in response to the global financial crisis.

In the English context, the most important events that could be expected to have changed
incentives and behaviour were:

* 1957 when major rent decontrol was introduced (user-cost increases for PRS tenants;
returns on landlord investment increased but not to competitive levels);

» 1974 when income related benefits for private tenants were introduced (net user cost
for PRS tenants fals);

» 1977 when the Homeless Persons Act was passed giving local authorities
responsibility for re-housing those accepted as homelessin later periods (increases
demand for PRS);

» 1980 when there were regulatory changes both to the PRS and to the finance market
for owner-occupation plus the Right to Buy for council tenants came into force
(reducing demand for PRS but in later periods inc reasing supply);

» 1989 when full decontrol of rents and short term security of tenure were introduced
and at the same time the economy and the housing market faced a major downturn
(user cost increases for new PRS tenancies though more apparent in the long term




thanin Year 1; rental returns on landlord investment increase, again more apparent in
long term, but offset by negative expected capital gains)

» 1996 when buy-to-let mortgages, an industry initiative to expand the market, first
became available (hel ping overcome constraints on landlord borrowing and so
increased both the number of landlords able to invest and the amount they could
borrow);

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

e 2015, when changesin subsidies and tax reliefs were introduced (reducing returns to
small individual landlordsin particular and increasing incentives to enter owner-
occupation).

What is very obvious from thislist is that most of the policy changes can be expected to be
slow burners and that they interact with one another and sometimes pull in different
directions. As aresult there can be no simple picture. What is also clear isthat there was
undoubtedly a turning point somewhere in the 1990s probably starting from 1990 itself
when demand moved more towards private renting and that this shift has accelerated since
2000 and again since the global crisis.

What isless clear is how much this change in demand has impacted on new investment. It is
clear that private landlords have remained in arelatively poor tax position both as compared
to owner-occupiers, at least with respect to capital gains, and as compared to investments that
allow depreciation. The 2015 changes worsen that position. So whether or not it isworth
investing depends significantly on the relative importance of rental income and capital gains.
As compared to business investment the decision depends on risk and return  which is why
the government is looking to bring in institutional investorsinterested in longer term
predictable rental returns. This has clearly not yet been successful arguably in part because
of the uncertainties surrounding the sector and the price of housing which is mainly
determined by owner-occupier demand.



Chapter 5: Driversof changein the size and role of
the privaterented sector in Germany

51 SEVEN DECADES OF HOUSING POLICY

The market economy in the former West Germany and the planned economy in the former
East Germany, each characterised by a distinct social, political and economic background,
were merged during reunification in 1990. Today, the German housing system is
characterised by the following features. First, it has alarge private rental sector?, and the
owner-occupied housing sector is smaller than in many European countries. Second, social
housing programmes provide direct subsidies to rented housing as well as to owner-
occupation. Unlike many European countries, public authorities make only a marginal
contribution to the social rented housing stock. Approximately one-third is provided by
private landlords and two-thirds belongs to housing associations (Gemenniitzige
Wohnungsunternehmen, which became private landlords when their tax privileges expired in
1989). Third, taxation favours investment in housing generally, and there are only modest
differences between the different tenures.

This chapter identifies and traces the significance of some general political and economic
changes that affected the supply and demand of private renting in Germany over the last 60
years. The review charts the development of the German housing system in five timeframes:
1950s 1960s, 1970s, 1980s, 1990s, 2000s, mid-2010s. We then turn to the current tax and
subsidy system as it affects private rented housing and the 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 massive new construction programme to
compensate for the loss of some 5.5 million dwellings during the war years (Power, 1993).
First, rent control in the form of anominal rent freeze was imposed. Then, the federal
government set out the First Housing Act of 1950 (I. Wohnungsbaugesetz) which marked the
beginning of social or subsidised assisted housing in Germany. The construction of social
housing was promoted by direct subsidies and public guarantees, declining-balance
depreciation (so that the depreciation charge declines over the life of the building) and
exemptions from real property tax. The Act was amended in certain aspects in August 1953,
and further amendments were incorporated in 1955. It distinguished three types of housing
(Wendt, 1962):

i.  Social housing in receipt of direct subsidies and low-interest-rate loans from
public funds
Subsidies for new social housing development were available not only to
municipalities and other public housing authorities, public (non-profit) and
private (for-profit) housing associations (see Seemann, et al., 2014), but also to
private builders. Those receiving such subsidies were required to charge social
rents for afixed period which depending on the s cheme lasted for up to 30

! Thisincludesthe rental sector in former East Germany, which was classified as private rental after
reunification although it had many features of socia rented housing.




years. Subsidised social housing was intended primarily for the broad masses of
individualsin the lower income groups. There were restrictions on dwelling size,
rents and tenant incomes. When the subsidy lock-in period expires these
dwellings become subject to the regul atory regime of the private rented sector.

During the early days of social housing, a standard rent was fixed by the
authorities. Thisrent was based on landlords costs, calculated according to
defined principles, and in most cases was appreciably below the market rent
(Voigtl nder, 2009).

ii.  Other housing aided by tax concessions and tax exemptions
Certain newly constructed dwellings were exempt from the annual land tax for 10
years and any costs, including depreciation, could be set against income from any
source (Tomann, 1990). There was a dwelling-size limit, although housing
projects utilising tax concessions and exemptions generally provided homes
larger than those in the subsidised social housing projects.

iii.  Private housing funded entirely by private money without any financial
privileges.

The First Housing Construction Act of 1950 set agoal of producing 1.8 million new social
dwellings over asix-year period. Thisgoa was reached by 1956, and by 1959, socia
housing accounted for 55 per cent of total dwellings completed (Wendt, 1962, Table V-6).

Recognising that the rent freeze at pre-war levels was holding rents at an uneconomic level, a
rent law was enacted in 1954 which allowed an increase of 10 per cent in rents for all
dwellings constructed prior to the currency reform in 1948, and an increase of 15 20 per cent
for dwellings with central heating and other amenities. It also allowed landlords to charge
supplementary rentsif repairs were made. Supplementary charges for repair in older
buildings were not included in the standard rent on which the permanent increases were to be
calculated. The purpose was to prevent the dilapidation of older buildings. Asaresult of
these changes, the index of residential rents for all income groups rose rapidly to 120 per cent
of the 1945 50 level by 1958 (Wendt, 1962).

The Second Housing Law of 1956 (I1. Wohnungsbaugesetz) promoted owner-occupied
housing construction according to similar principles as those for socia housing, but the
number of new dwelling unitsinitially for the rental market neverthel ess always exceeded the
number of new owner-occupied propertiesin the 1950s. Thisis probably due to the fact that
the market for private mortgage financing had not been established, which meant that
households wanting to buy a home had to find a deposit of between 35 and 40 per cent of the
equity (Voigtl nder, 2009).

A new rent regulation, effective from August 1958, ssmplified former rent restrictions on
approximately nine million existing dwellings (Wendt, 1962). Rents were deregul ated
incrementally from 1961 onwards under the Act on the Cutback of Housing Control and on
Socially-oriented Rent and Housing Legislation (Gesetz ber den Abbau der
Wohnungszwangswirtschaft und ber ein soziales Miet - und Wohnrecht; Lerbs, 2014) in so-
called whitedistricts (regionsin which the housing shortage was below three per cent). At
first, only 52 districts were liberalised, but by 1968, only Berlin, Hamburg and Munich still
applied rationing systems and rent control. Because of the decontrol and subsequent soaring
of rents, housing allowances (Wohngeld) were introduced in 1965 (Tomann, 1990).
Additionally in 1960, the West German government established the comprehensive tenant




protection laws in the Code of Civil Law which included 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 boom in housing construction and excess supply
in the housing market until the end of the decade. Also, the rent control system applied
throughout the 1950s and 1960s led to a widespread problem of derelict housing in inner
cities. To tackle urban decay in cities and to combat |and speculation, the Social-Liberal
coalition government created a new urban development policy in 1971 which included large-
scale social housing construction programmes.

The federal government also enacted the 1971 Protection of Tenants from Arbitrary Eviction
Act (Wohnraumk ndigungsgesetz). This prohibited eviction except under the following three
conditions (B rsch-Supan, 1994):

1. if thetenant severely breaches the contract (eg does not pay the rent);

2. if thelandlord or aclose relative wants to move into the unit and has a just cause for
doing so; or

3. if thelandlord is severely inhibited in the appropriate economic usage of his/her
property (eg conversion into office space in areas assigned by zoning laws as a
business district).

The courts have been very restrictive on the two latter clauses and rarely permit such
evictions.

The 1971 Act also abolished rent control and introduced alocal comparable market rents
system (Vergleichsmietenregelung). The comparable rent istypically differentiated by type,
size, condition and quality (including features related to energy use), as well as the location
of the building. Under this system, which is still in place today, rents can only be increased if
they have not been raised during the last year, and if the landlord proves by referral to arental
index (Mieth hegesetz) or by reference to existing, comparable tenancies (Mietspiegel
translated as rent mirror; Oxley et a, 2010). Since the rental index is aways calculated on
the basis of past rents, the rent level is always below the level in the actual market when rents
on thewhole areincreasing. Therefore, especialy for long-staying tenants, renting a new
apartment or buying a home can be unattractive since their current housing costs are below
market prices (Hubert, 1998). Complementing the new system, rent adjustments for sitting
tenants are regulated by putting an upper limit, and the rent cannot be raised within three
years by more than 20 per cent. Apart from normal rent increases, landlords are alowed to
increase rents after modernisation, including energy modernisation, with a maximum of 11
per cent of modernisation costs (Cornelius and Rzeznik, 2014). However, thereisno
restriction on the rent level for anew letting.

In 1976, important tax concessions were extended to owner-occupiers buying dwellings from
the existing stock. This promoted substantial conversions from rented dwellings to owned
condominiums, often at the same time as maor improvements (Tomann, 1990).

This period also saw the start of a shift in the target group for housing policy. From
subsidising broad sections of the population, housing policy began to target lower-income
groups and particularly families (Haffner et a, 2009).

At the end of the 1970s, high inflation and interest rates greatly increased the cost of socia
housing construction, which fed through to increased public expenditure. The Social-Liberal




government and the L nder governments attempted to reduce expenditure by shifting from
capital grantsto annuity payments. Also, subsidised rents were increased in line with
inflation so as to keep costs under control (Tomann, 1990).

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

In the 1980s, the federal government executed a monetary stabilisation policy to counteract
the moderate economic growth and rising unemployment, together with the decel eration of
inflation. However, the stabilisation policy led to a sharp risein the long-term interest rate.

In this economic environment, the new Christian-Liberal coalition government (since 1983)
promoted a fundamental deregulation of the housing market. The government began to shift
the emphasis of housing policy from supply subsidies to housing allowances. Also, after the
collapse of Neue Heimat (the largest housing association in Western Europe), tax exemptions
for non-profit associations were abolished in the context of agenera tax reform. Mainly to
stimulate construction activity and economic growth, temporary tax deductibility of mortgage
interest for owner-occupiers was introduced between 1983 and 1987, and this successfully
halted the decline of housing construction activity. But the measure proved costly and was
cancelled as part of the tax reform (Tomann, 1990).

The 1980s saw the introduction of more market forces and decentralisation. Central
government began to step back from providing direct bricks-and-mortar subsidies. The
mortgage interest deduction and the imputed rent taxation were abolished in favour of a
depreciation deduction (Haffner et al, 2009). Since 1988, federal and L nder governments
have steadily reduced their influence on the supply side of the housing market, turning
instead to housing allowances and subsidies for acquisition of existing dwellings (Droste and
Knorr-Siedow, 2007).

In 1988-89, however, West Germany was faced with an influx of Aussiedler, people of
German origin mainly from the former Eastern Bloc countries. Asthe regular bricks-and-
mortar subsidy schemes could not cope, the government increased its financial input into
social house building in 1989 (Tomann, 1990). The number of subsidised new-build
dwellings increased from 65,000 to 111,000 in 1993 (Haffner, et al., 2009).

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

German reunification in 1990 involved the transformation of the East German housing
system towards a market-based economy, which included large-scale transfers of
predominantly state-owned multi-family buildings to communal housing companies and
housing co-operatives®. Such transfers set the stage for co-ordinated and publicly subsidised
(dis-)investments in slab-built high-rise multifamily houses that were economically obsolete
in many cases. The German approach of transforming the socialist housing system
substantially differed from most other post-communist economies, which saw large amounts
of public rental housing stocks directly privatised to their inhabitants. Asaresult, the
ownership of former East German rental housing is comparatively concentrated, with 25 per
cent of eastern German housing units located in a building owned by a communal housing
company or a housing cooperative. In some metropolitan areas, this share reaches more than
50 per cent (Lerbs, 2014).

2 At the time of reunification, the homeownership rate in the former socialist part of Germany (East) was about
20 per cent while in West Germany it was over 40 per cent (Weinrich, 2014).




After reunification there was an unexpectedly high demand for housing, especially new
single-family houses in suburban areas in the East. The immediate political reaction of the
new al-Germany government was to continue subsidising social rental housing and to
support construction by granting depreciation allowances of 50 per cent for new rental
housing in East Germany between 1991 and 1998. Also, with effect from 1998, rent law and
regul ations were harmoni sed throughout the Federal Republic (Haffner, et al., 2009).

A new subsidy, Eigenheimzulage, was introduced in 1997 and ran until 2005 (Bischoff and
Maennig, 2012). The goal was to increase homeownership by subsidising both the
construction of new single-family private housing and the purchase of homes from the
existing stock. Almost al households in Germany were eligible, in contrast to the targeting of
socia housing or housing allowance payments. The subsidy came in the form of a credit
against federal taxes that could be taken annually for eight years. There was abasic
allowance of 1% of the construction cost or purchase price of the building (up to 1,250 per
year), plus 800 per child per year. The allowance began on the date of housing completion
or stock purchase, and individuals could claim it only once. When the programme started the
home ownership rate was approximately 39 per cent, and it had risen to 42 per cent by the
end (Bischoff and Maennig, 2012). However the programme was estimated to cost 7.5
billion in 2004 (Ball, 2010), and because of the rising cost was withdrawn.

The result of the ending of this subsidy to home ownership 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 apartments were vacant, of which approximately
30 per cent were located in cities (Bischoff and Maennig, 2012). In 2002 and 2004, the
program Urban Restructuring in East and West Germany was implemented, and German
housing policy underwent several changes. These changes included the creation of incentives
for investment in the existing housing stock and funding for the demolition of uninhabitable
stock.

The new bricks-and-mortar subsidy act of 2001 (Wohnraumf rderungsgesetz, WoFG ), which
came into force on 1 January 2002, abolished the cost rent system for future construction,
although it remainsin force for those socia dwellings covered by the pre-2002 regime. The
2001 law says the subsidy contract between municipality and landlord must stipulate a
maximum rent; this can be negotiated on the basis of local rent level. Annual rent rises and
other terms and conditions can a so be negotiated between the two parties (Haffner et al,
2009).

In the private rental sector, there was areform of the Rent Law, which cameinto effect on 1
September 2001. The aim of the 2001 Tenancy Reform Act (Mietrechtsreformgesetz) wasto
allocate rights and responsibilities more equally between tenants and landlords. Contractual
freedom was enhanced to take account of individual situations. For instance, the notice
period for tenants was reduced to a maximum of three months, while the notice period for
landlords varied depending on how long the tenant had been in the dwelling, with a
maximum of nine months. The new law also recognised various forms of cohabitation,
enabling a non-married partner to take over an existing tenancy, for example (Haffner et al,
2009).




Thisreform aso allowed municipalities to improve the collection of local rent statistics,
which serve as a benchmark for permitted rent increases. So-called qualified Mietspiegel
calculations (a simplified means of mirroring the rents for similar propertiesin the locality)
are produced by statisticians and approved by the municipality or the umbrella organisations
of landlords and tenants. The calculations are updated every two years (eg by the rate of
inflation), and new data collected every four. The advantage isthat rent rises are easier to
implement than with anormal Mietspiegel, especially where the rent is lower than the
maximum local reference rent according to the Mietspiegel (Haffner et al, 2008).

With effect from 2004, the rate of depreciation for tax purposes for landlords was cut to 2 per
cent. Furthermore, the subsidy element in the savings scheme, the Bausparpr mie, was
reduced in the owner-occupied sector. Lastly, at itsthird attempt, the central government
achieved the abolition of the Eigenheimzulage subsidy 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 pressuresto tighten rent control and rent increases
in some cities where rents (and house prices) have been rising rapidly. In 2011 the cap on
rent increases was reduced from 20 per cent within three yearsto 15 per cent over the same
period. Then in autumn 2013, after the elections for the German Federal Parliament, the new
governing parties, the Christian Democratic Union (CDU) and the Social Democratic Party of
Germany (SPD), introduced a Package for Affordable Building and Housing .

One of the proposed measures was an introduction of new rent limits which cameinto force
in 2015. This appliesin different ways to existing and new tenancies. For existing tenancies,
the L nder will determine districts with atight rental market in which the rent cannot be
raised by more than 15 per cent within four years instead of three. Furthermore, the amount
that landlords can charge tenants for energy efficiency measures will be reduced from 11 per
cent to 10 per cent per annum. Thislimit may render energy-saving refurbishments
unprofitable in strong housing markets (where refurbishment cycles are shorter and the
regulatory restriction becomes more binding) and in newer buildings (Henger and

Voigtl nder, 2011, cited in Lerbs, 2014).

For new contracts, a so-called rent brake (Mietbremse) came into force in mid-2015. Where it
applies, initial rents on new tenancies cannot be more than 10 per cent higher than the
reference rent (Mietspiegel) in the locality. Thefirst letting of new constructed dwellings
however isexempt. Each L nde may decide whether to impose these caps on new rents and
rent increases; to date, they have been imposed in Berlin, Hamburg and many citiesin
Bavaria. About four million rental dwellings are located in such areas in Germany (Cornelius
and Rzeznik, 2014).

It istoo early to judge how these measures will affect the private rented market in Germany.
The intention of the regulatory package is to acknowledge spatia differencesin market
devel opments and mitigate acute price developments in high-cost metropolitan housing
markets (Kofner, 2014). Yet, in expectation of future rent caps, thereisastrong risk of a
significant increase in rents for new leases before the rent cap isintroduced. Together with
the limit on growth of future earnings, the expectation that more and more cities will apply
the rent cap will reduce the incentive for landlords to invest in additional housing rather than
other assets (Lerbs, 2014).




52 TOWARDSA SUBSIDY FREE SYSTEM?

Over the last two decades the German government has eliminated most of the subsidies for
homeownership and rental housing. Today, Germany has the lowest level of direct and
indirect housing subsidies in the group of developed economies and the trend is further
decreasing. However, Germany did not experience a housing crisisimmediately before the
global financia crisis of 2008. Part of this stability arises from relatively stable and
sometimes declining house prices. Germany has no specific policiesto favour the growth of
owner-occupation and socia renting. In fact, the conservative housing finance system (based
on the use of buyer equity and fixed-rate loans with long maturities) dampens the households
incentive to enter homeownership and price volatility in the real estate market. The
remaining instruments are rent control and rent regulation policies plus the taxation regime
for rental properties that favours wealthier landlords which help to promote and sustain a
broad, diverse and vital private rental housing sector (Weinrich, 2014).

Private rental housing
Tax treatment of private landlords

(1) Income tax

German income tax law has seven categories of taxable income (PWC, 2013). Income from
residential investments can be classed as business income (Eink nfte aus Gewerbebetrieb ) or
income from renting and leasing (Eink nfte aus Vermietung und Verpachtung ). Rent
received by individual landlords or partnershipsis usually treated as the latter.

Up to 1998, landlords could deduct mortgage interest, allowances for depreciation and
administration and refurbishment costs from taxable income (Westerheide, 2011). Since
cutbacks in subsidisation in 1998, the deduction has been further limited to a maximum of
2% (Kirchner, 2007).

(ii) Capital gainstax

The tax treatment of profits and losses after a sale of adwelling depends on the lega status of
the owner. For aprivate individual, until 1999, capital gains from the sale of aresidential
rental building held privately for more than two years were usually tax-free. Today, the
minimum holding period is ten years (Kemp and Kofner, 2010). If aproperty issold earlier,
the capital gains are fully taxed, while losses are fully deductible from other capital gains
which are liable to incometax. For private corporations, this regulation does not apply:
capital gains are always liable to corporate income tax, and losses are always deductible from
the tax base (Westerheide, 2011).

(i) Treatment of depreciation for income or corporation tax

German landlords, whether corporate or individual, are treated the same for income tax
purposes (Hubert, 1998, p.219). This means that they may deduct their costs, including
depreciation, from their rental income (Tomann, 1990). For properties built before 1925, the
depreciation rateis currently 2.5 per cent for 40 years; for properties built after 1925, it is2
per cent for 50 years. Tax relief on depreciation appliesto all rented properties, and thus also
to properties subsidised by bricks-and-mortar subsidies under the 2001 WoFG.




The depreciation scheme was established in 1953 (Haffner et a, 2009). Until the end of
2005, owners of new buildings could choose to depreciate them on either alinear or
degressive (higher deductions early on, lower lat er) basis. This degressive depreciation
could be regarded as aform of tax relief that favoured new buildings. The federal
government of Christian Democrats and Social Democrats that took office in November 2005
completely abolished the regressive depreciation with effect from 1 January 2006 (Haffner et
al, 2009).

Housing acquired from the existing stock can be depreciated in alinear way. This
depreciation has to be seen in connection with the fact that capital gains from the sale of
private assets are not taxed. Following asale, abuilding already written off can therefore be
depreciated again, without affecting the seller sprofit.. Thus, it can be considered as indirect
subsidisation, which favours old buildings (Kirchner, 2007).

A study compared the tax burdens of landlords and homeowners using the discounted cash-
flow method in Berlin (Braun and Pfeiffer, 2004, cited in Haffner et al, 2009). It reported
that landlords generally received more subsidies in the form of tax-deductible depreciation
than owner-occupiersin the form of Eigenheimzulage when it came to new-build dwellings.
The authors concluded that landlords could reduce rents substantially if they were to pass on
the tax benefitsto their tenantsin full (instead of regarding it as additional profit). The
decrease in rents could be as much as 20 per cent of the market rent, which would
significantly affect the balance of user costs between the two tenures.

(iv) Inheritance tax

Inheritance tax is incurred on the intergenerational transfer of dwellings. The tax rates and
the amount depend on the value that is transferred and on the relationship of the beneficiary
to the deceased person. If the beneficiary is the spouse of the deceased person, a personal
allowance of 500,000 applies. The amount aboveth at level isliable to inheritancetax at a
progressive rate between seven per cent and 30 per cent. If the beneficiary isachild, the
personal allowanceissmaller ( 400,000), but tax r ates are the same. If the beneficiaries are
distant relatives (such as nephews), personal allowances decrease drastically (to 20,000) and
tax rates vary between 30 per cent and 50 per cent. The tax base is 90 per cent of the
capitalised rental value of the dwelling (Westerheide, 2011).

(v) Property tax and property acquisition tax

The annual property tax is 3.5 per thousand of the value of the property. However, thetax is
not calculated on the basis of the transaction value but the so-called standard value which
reflects average property values from 1964 in West Germany and 1935 in East Germany.
Property acquisition tax isaminimum 3.5 per cent of the transaction value and in some states
up to 5 per cent (Westerheide, 2011).



Owner occupied housing
Demand-side subsidies
(1) Subsidies for acquisition of existing housing as a form of pension

Since 1 January 2008, the acquisition of owner-occupied and co-operative housing based on
the Riester pension (Riester Rente) can be subsidised. The Riester pension is a state-
sponsored pension scheme which has been in existence since 2002. Itsaim isto increase
personal pension provision, and it is being utilised for the acquisition of housing property.
Between 10,000 and 50,000 from a person s accumul ated funds can be used to build or
purchase owner-occupied housing located within Germany (Ball, 2010). The borrowed
amounts must be repaid back into people s pension funds prior to their retirement and the
properties purchased must be occupied by them during their retirement. Repayments on
approved mortgage loans (the so-called for the Riester pension certified mortgage |oans)
used to acquire housing property are subsidised annually. Both amounts (repayment and
subsidy) are counted as savings into afictitious Riester pension account. Tax payment on
this account is deferred until the official date of usage has passed, for example, pension age.
It is also possible to use funds saved for the Riester pension to acquire housing property for
own usage (Oxley and Haffner, 2010).

(i1) Mortgage tax relief
There is no mortgage interest tax relief for owner-occupiers.
(iii) Tax relief for down payment savings (Bauspar)

Savings for down payments on purchases of owner-occupied homes are subsidised for some
households under the Contractual Savings for Housing (Bausparen) programme. The
savings scheme itself is available to everyone. Money is deposited in special Bausparen
accounts for a contractual period, and attract a below-market interest rate. When the
contractual savings period ends the participant receives the balance in the account, plus an
associated loan that must be used for house purchase or construction. Thisloan also bears a
low interest rate. Savers with incomes below a certain limit receive an additional government
subsidy. Thiswas very generous in the past, but in 1990, this program was severely reduced.
The maximum subsidy rate is now 10 per cent (B rsch -Supan, 1994).

(iv) Other tax benefits

Imputed rental income of owner-occupancy is not taxed in Germany. Germany has a
negligible property tax, due to both low assessed values and low nominal property tax rates
(B rsch-Supan, 1994). According to Lerbs and Oberst (2014), the effective property tax rate
(defined as the ratio of the annual nominal tax burden to 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 into one of two categories. About two-thirds are
cooperatives (Genossenschaften) backed by community organisations such as charities,
churches and trade unions; they control about one-third of the stock. The remainder is
controlled by the limited liability housing companies (WohnungsaugeselIschaften). Some are




controlled by municipalities and national employers, others by trade unions and churches.
All these social landlords are regulated by federal law (Ditch et a, 2001).

Supply-side subsidies
() Before 2001

Up to the end of 2001, the subsidisation of socia housing construction was regulated by the
Second Housing Law of 1956 (I1. Wohnungsbaugesetz). Under the Second Housing Law of
1956, only bricks-and-mortar subsidies were granted. There were three different subsidy
methods:. the first and second subsidy methods, and the agreed subsidisation (the third
subsidy method). In all three, both rented housing and ownership qualified for subsidisation.

Originally, there was only the first subsidy method. Housing built with these subsidies had to
be rented at cost rents, which resulted in rent distortions between housing built in different
years. Beneficiaries of the subsidies were required to use cost rents until the public loans had
been repaid; the loan periods became increasingly shorter and now average between 30 and
50 years. The rules about tenant eligibility were uniform in all states. In the early stages, the
income limits were so broadly framed that about three-quarters of the population had access
to social housing. Asaresult of theirregular adjustment of income limits, the numbers of
eligible people have fallen over the years. In 1999, only 37 per cent of householdsin the
former West Germany had access to social housing supported by the first subsidy method
(Kirchner, 2007).

The second subsidy method was introduced in 1965, and was aimed at households whose
income exceeded the limits of the first subsidy method by up to 40 per cent. The lock-in
periods, at 10 to 15 years, were significantly shorter than in the first subsidy method. In
addition, this housing was subject to the cost-rent principle. One major motive for
introducing the new subsidy method was that it would cover a greater number of dwellings,
since the subsidy for each was smaller. The second subsidy method concentrated largely on
owner-occupancy. 1981 saw the passing of the Act for the Reduction of Misdirected
Housing Subsidisation, which allowed the states to charge an income-related compensation
payment to househol ds whose income rose beyond the income limits after they moved into
socia housing.

To make subsidisation more flexible and cheaper in individual cases, the third subsidy
method (agreed subsidisation) was introduced in 1989. Eligibility requirements, rent levels,
rent reviews, lock-in periods and subsidy amounts could now freely be defined by the states,
without reference to cost-rent regulations. Following its introduction, the federal states
developed a wide range of subsidisation programmes. Eligibility to housing built under these
programmes was framed much more broadly than under the first subsidy method, and the
lock-in periods were also shorter. The 1994 House Building Subsidisation Act incorporated
modernisation into the Second Housing Law as a new criterion for subsidisation. Until that
time, additional social dwellings could only be obtained by new construction.

(i) After 2001

On 13 September 2001, the Second Housing Law of 1956 was superseded by the Housing

Subsidy Act (Wohnraumf rderungsgesetz, WoFG ). Thisfinally abolished th earlier subsidy
methods and the inefficient cost rent regulations.. Asaresult, states are now responsible for
housing subsidies. For housing subsidised under the old law by the first subsidy method, the




cost rent, however, remainsin effect until expiry of the commitments. Under the old act, the
aim of subsidisation consisted in providing housing for broad sectors of the population.
Under the Housing Subsidy Act, subsidisation is to be concentrated on households who
cannot find adequate housing on the market. The income limits specified in the Housing
Subsidy Act correspond to those that applied under the old law in the first subsidy method.
Under the new law, the purchase of existing property, the acquisition of occupancy
commitments from existing stocks and the conclusion of contracts between municipalities
and housing companies can also be subsidised, provided that this gives rise to occupancy
commitments and rent restrictionsin favour of the target households (Kirchner, 2007).

Since 2006, most of the 16 states run their own housing subsidy programmes. In many of the
programmes subsidised loans from the KfW (Kreditanstalt f r Wiederaufbau , a state-owned
bank) are combined with additional state-specific measures, usually interest-rate reductions.
These subsidies are available for specia purpose investments, for example to supply housing
for low income househol ds and those facing particul ar difficulties to access suitable housing
such as released prisoners, homeless people, etc. Other subsidies, such as for the
refurbishment of the existing housing stock, energy saving measures or disabled access
improvements are also available, but these are not exclusively available for rented housing
(Westerheide, 2011).

Homeownersand renters

Two systems of housing allowances

In 2005, the social security system in Germany was comprehensively overhauled. The
reform established two parallel systems of housing allowances that aim at mitigating housing
costs for low or no income households. Low-income households can apply for Wohngeld, a
housing allowance which pays part of rent depending on household income, costs and
household size. Households with no or very low income receive social security transfers
called Grundsicherung that cover all housing costs up to alevel set by local governments.
Table 5.1 shows the key characteristics of both systems.

Table5.1 Key characteristics of Grundsicherung 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 L ow-income households

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

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

Housing allowances outside social assistance benefits. Wohngeld

Housing allowances (Wohngeld) were introduced in West Germany in 1965 as a way of
securing decent homes at affordable prices for low-income groups when the rental housing




market was gradually decontrolled. Wohngeld is afedera scheme, which isthe responsibility
of the states, but is actually administered by the municipalities on their behalf. The housing
allowance is available to tenantsin socia and privately rented dwellings and to home owners.
In 2011, 903,000 households have received Wohngeld, which equals two per cent of the total
number of households. In this year, expenditures reached 1.23 billion with an average
payment amount of 114 per household (Table 5.2).

Table5.2 Number of households receiving Wohngeld and the expenditur es

Households | Expenditures | Average Wohngeld* 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; only households without Grundsicherung
payments.

The allowances are either paid as arent subsidy or a mortgage payment. The amount of
support depends on the rent, the income and the size of one s household. The higher the rent,
the higher the subsidy; the higher the income, the lower the subsidy. This mechanism is built
into the following formula which was originally derived from the rent-income-ratio in the
1990s (Huber, 1996; Wohngel dgesetz, 2009):

W=108*(M (@a+b*M+c*Y)*Y)

W = Payment amount

M = Eligible Housing Costs (Rent or home owner costs)

Y = Disposable household income

a, b, ¢c = Parameters depending on the number of household
members

The parameters in the formula differ with the number of household members. The formulais
designed to ensure that the housing-cost burden isin the range of 15 to 30 per cent of
disposable income. Subsidy never covers 100 per cent of the rent; the maximum proportion
covered is 80 to 85 per cent. The formula aso determines the income ranges in which the
household types can apply for Wohngeld. The lower income bound is the minimum gross
income at which disposable income (earned income  social security taxes + Wohngeld)
equals the total requirement (Gesamtbedarf) of a household. The upper income bound is the
maximum gross income at alevel where housing allowance equals 10 (minimum amount
paid).

After the Hartz reforms, the Wohngeld payments are financed fifty-fifty by the federal budget
and the 16 state budgets. Housing allowances within social assistance benefits: Kosten der
Unterkunft (KdU).




Before 2005, tenants who received socia assistance benefits (Sozialhilfe) qualified for
payments to cover 100 per cent of their rents, net of service charges (Ditch et al, 2001).
During the Hartz reforms in 2003 04, the Hartz leg islation extensively redesigned the
socia welfare system, particularly for the long-term unemployed in Germany (Fleckenstein,
2008). In 2005, new legislation (the Hartz IV law, the fourth piece of the Hartz legislation)
came into effect which integrated the unemployment and social assistance schemesinto one
benefit scheme for the long-term unemployed. It significantly tightened the rules on benefit
for the long-term unemployed and reduced the rent that is fully paid by the state. Now,
Germany has a two-step transfer system for the unemployed: in the first 12 months of
unemployment (18 months for those aged 55 or over), the assistance is earnings-rel ated
unemployment benefit | (SGB 1); thereafter, it has no relation to previous earnings and is
called unemployment benefit Il (SGB I1).

From 2005 onwards, households who have no (or very low) income (SGB I1) such as long-
term unemployed or retired (SGB Xll) receive Grundsicherung. In this new system,
households are getting paid their housing costs to the full extend aslong asthe dwelling is
appropriate. Grundsicherung includes al costs for housing, including heating. 1n 2012, 2.7
million households received Grundsicherung, which equals seven per cent of the tota
number of households (see Table 5.3). The payments were very constant over the last years,
although the German economy has been remarkably hit by the crisisin 2009. Over the years
since 2005, the number of households in receipt of these payments has declined by nearly 17
per cent, because Germany managed to reduce the unemployment rate. However, the average
payment increased by 22 per cent, mainly because rents have risen in this period especialy in
bigger cities, where the number of people within the social security system ishigh. The
Grundsicherung payments are financed by the municipalities, which in turn get some
transfers from the federal budget.

Table 5.3: Number of households and expenditures (SGB |1 plus SGB XI1)

GB 11 KdU recipientsin millions | Expenditures for KdU in Billion Euro
2005 7.39 14.2
2006 7.99 15.8
2007 7.95 16.0
2008 7.54 155
2009 7.36 15.9
2010 7.36 16.1
2011 7.01 16.1
2012 6.82 16.0

Source: Statistik der Bundesagentur f r Arbeit, St atistisches Bundesamt

Grundsicherung is only paid to those who do not receive other forms of income transfers like
Wohngeld. The amount of eligible costs varies across municipalities. Unlike Wohngeld, the
municipalities define the amount of the rents eligible for benefit.

53 SUMMARY

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

Immediately after the second world war, the focus of West Germany s housing policies was
to provide generous tax and loan subsidies designed to encourage construction of both private




and socia housing, and also to stimul ate the owner-occupied housing sector. At the same
time, there was a gradual relaxation of government controls over rents. Initially, social
housing was accessible to a broad range of the population. But gradually, the focus was
limited to low-income households only. In addition to supply subsidies, rental housing
allowances were introduced in 1965 for both homeowners and renters.

Starting from 1990 there were sharp reductions in the amounts of subsidies and tax benefits
such astax relief for down payments, depreciation allowances, and the corporation tax
exemption for non-profit landlords. 1n 2001 the subsidy system for socia housing
construction changed and states are now responsible for housing subsidies. And in 2005, the
regressive depreciation system was abolished and housing allowances for unemployed people
reduced. Overall, after significant cutsin government expenditure, there istoday very little
subsidy to homeowners or landlords (private or social) in Germany.

Over the last several decades tenants have experienced a steady relaxation of rent controls,
from frozen rents in the 1950s to cost rents and now freely-set initia rents and Mietspiegel-
based rent rises. This relaxation never reached the full decontrol seen in England, for
example, and recently the relaxation itself has been reversed with re-imposition of controls on
initial rents in some high-cost cities. The PRS has aways been more attractive to tenants in
Germany than in many other countries. Thisreflects all the features of the rental offer and
the features of other tenures rather than just re nt levels or increases. All else being equal
the tenant-friendly new controls on initial rents could be expected to boost demand in areas
where they are applied, but pressure for change came about because of pricerisesfor all
tenures. This means that German tenants in these areas are now foregoing capital
appreciation as owner-occupiers. Thisis considered self-evident in England, but has hitherto
not been the case in Germany, where the conservative housing-finance regime and stable
house prices have limited demand.

With reunification Germany experienced a seismic political change that had no parallel in the
other three countries studied. Nevertheless, in the realm of housing policy on the whole the
picture has been one of steady, incremental change; there were few fundamental shiftsin
direction. Those policy changes that might be expected to affect relative user costs for
tenants, landlords and owner occupiers include

e 1954 rent law, alowing increases in previously frozen rents

e 1958 1971: gradua relaxation of rent control

e 1965: introduction of housing allowance

e 1971 introduction of comparable rents system

» 1976: tax concessions for owner-occupiers buying existing dwellings
* 1990 onwards: incorporation of Eastern Germany and its housing

» 1997 -2005: Eigenhaimzulage subsidy for first-time buyers

e 2015: new initia rent limitsin high-cost areas.



Chapter 6: Driversof changein the scale and role of
the Dutch private rented sector

6.1 INTRODUCTION

Housing policy in the Netherlands, asin other countries, has gone through severa stages
since the Second World War. Boelhouwer and Van der Heijden (1992: 273) distinguish three
stages in the period of 1945-1990. They are characterised by a high degree of government
involvement in housing construction since 1945 with the aim to alleviate the housing
shortage caused by the war; a greater emphasis on housing quality since 1975 brought more
attention for the improvement of housing stock and urban redevelopment; and a greater
emphasis on problems of housing distribution and targeting of specific groups and the
withdrawal of the state in favour of the private sector since the late 1980s. The financial
privatisation of the landlordsin the 1990s led to afurther decline of private renting. The aims
of the present government are to focus social renting more on vulnerable households and
extract funds from the sector, which may offer new chances for private renting more
specifically for the more expensive rental segment with deregulated or liberalised rents.

The aim of this chapter isto identify and trace the significance of some general political and
economic changes that affected the supply and demand of private renting in the Netherlands
over the last 60 years. The literature review charts these developmentsin four timeframes
from 1945 onwards: 1945 1969, 1970 1988, 1989 - 2009 and 2010 onwards. An overview
of the fiscal instruments affecting the rental sector can be found in Table 6.1.

6.2 1945 1969: DECLINE OF THE PRS

Given the manifest housing shortages that appeared after 1945 in combination with large
increases in the cost of living and construction costs as well as high interest rates, bricks and
mortar subsidies for housing construction were (re)introduced in 1947 (Boelhouwer and Van
der Heijden, 1992; Haffner et al., 2009; Van der Schaar, 1987; Whitehead et al., 2012).
Subsidies were deemed necessary to safeguard housing construction, as rents were frozen
until 1951 as part of the government sincomes policy (Elsingaet al., 2005; Haffner, 2002).
In short, the private builders were not able to counter the housing shortage. Government took
over. This choice heralded an era of far-reaching and long-term government involvement in
housing.

Subsidies to social renting were distributed to non-profit public organisations, known as
municipal housing companies which took the lead in constructing social rental dwellingsin
the first decades after the war (see Table 6.1) (Brakkee, 1997; Haffner, 2002; Nagel, 1986).
They were also given to the non-profit private socia landlords, called housing associations
(woningcor poraties) which are special organisations registered under the 1901 Housing Law,
and to investors in private rental dwellings (Boelhouwer and Van der Heijden, 1992). As
much as 95% of all housing construction was subsidised. The method of subsidisation was
adapted to the needs of the tenure. Given government budgetary limits, the focus was on
cheap rental dwellingsin large-scale projects.




In the 1950s and 1960s, the division of work between local authorities and housing
associations was debated a number of times, but it took until the late sixties before the
leading role in social rental housing construction was re-assigned to the housing associations
under the 1901 Housing Act (Brakkee, 1997; Elsinga et al., 2005; Faber, 1997; Haffner,
2002; Nagel, 1986; Van der Schaar, 1987). Local authorities were only alowed to build
dwellings when the associations were not able to do so. In 1967, the market share of
dwellings owned by municipal housing companies was at its largest at 13%, while the share
of housing associations amounted to 22%.

According to Elsinga et al. (2005) the Roos Committee in 1964 expressed the government s
view that housing associations should be valued as aform of private initiative that is
generated and maintained by independent social forces. Therefore, the associations were not
limited to building housing that would not be profitable for commercial builders, nor to
providing housing only for underprivileged groups; the expectation was that the co-existence
of commercial developers and housing associations would stimulate optimal results (Elsinga
et a., 2005).These conclusions led to the equalisation of criteriafor supply side subsidies
between social and private rented sectorsin 1968, while at the same time housing
associations were encouraged to take out loans on the capital market instead of loans from the
government (see Table 6.1; Van der Schaar, 1987).



Table6.1

Financial instrumentsin therental sector, 1945-2010s

Social renting Renting (private and social)
Gover nment Government Corporate Bricksand Rent control Housing
loans guar antees income tax mortar allowance
exemption subsidy;
included
exemption of
corpor ate
incometax, if
that was not
already
availablefor a
landlord
1945 | Yes Yes Yes Rent freezeas | No
part of wages
policy
1960s| Yes, loanson | Municipal Yes Yes Rent No
capital market | guarantees harmonisation
also
encouraged
1970s| Yes + loanson | Municipal Yes Yes Introduction of | Yes*
capital market | guarantees the points
system
1980s| Yes+ loanson | ViaWSW with | Yes Yes Rent Y es*
capital market | central-local liberalisation
government for new build
backing
1990s| Grossingand | WSW: al Yes Abolition of Rent pooling; | Regulated
balancing: end | loans loansfor 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: al 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 | witha
could no longer and household | regulated rent
use an income (2013-2017)
exemption

* Some limitations were in place too, mostly based on income and type of subsidized dwelling (Vander Schaar,

1987).

Sources. Bestuur Rendement (2012), Blok (20133, b), Elsinga et a. (2005), Haffner (2014), Haffner et al. (2014),
Ministerie van Binnenlandse Zaken en Koninkrijksrelaties (2013), Priemus (2014), Van der Schaar (1987). Local

land subsidies for social housing not included (local choice)

Rental policy also underwent a change (Boelhouwer and Van der Heijden, 1992; Elsinga et
al., 2005; Whitehead et al., 2012). Until 1955, rents had been strictly regulated and a big gap
had arisen between the old stock with low rents because of regulation and the new rental
housing with high rents. The resulting limited mobility in the rental market was regarded as




undesirable. In 1967, it became possible to raise the rent of existing accommodation for a
new tenant and charge the average rent of subsidised new build housing.

The focus on social renting in combination with relatively strict rent regulation led to the
decline of the private rental sector (PRS) after WWII. The share of private rental housing
stock fell from 60% in 1947 to less than 30% by the end of the 1960s, as can be observed in
Figure 6.1. This decline was largely the result of the significant fall in number of properties
owned by individual landlords, while the share of those owned by organisations remained
stable. The fact that any subsidies for construction that were available were most likely taken
up by organisational landlords (including housing associations) and not by individuals, must
be part of the explanation of these devel opments. The effect of a growing owner-occupied
sector was dlight as it scarcely increased from 28% in 1947 to alittle over 30% by the end of
the 1960s.

Another reason for the decline of the PRS was the poor quality of the pre-war stock which
could often be sold off to sitting tenants, local authorities or housing associations rather than
incur additional expenditure. The process of decline was aided by the relatively low returns
from renting as a result of rent control and tenant protection (indefinite rental contracts plus a
narrow range of reasons for eviction from rental dwellings). In addition the introduction of a
state pension reduced the reliance on rental investment to provide for old age income
(Adriaansens and Priemus, 1986; Boelhouwer and Van der Heijden, 1992; Priemus, 1998).

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

The 1970s saw considerable change in the regulatory and subsidy framework and continued
declinein the PRS. In terms of regulation the average rent of subsidised new build dwelling
was no longer regarded as a good benchmark (Van der Schaar, 1987: 128) and it was
recognised that an objective quality criterion should be included. The result was the
introduction of a points system per dwelling unit which included quality as well as quantity
attributes (Priemus, 1998). Each unit received atotal number of points and a maximum rent
was set for each point (see Table 6.1).

The bricks and mortar (supply) subsidy system, which was relevant for socia and private
landlords, was also under review in this period (Table 6.1). The question was classical:
whether it would not be more efficient to subsidise low-income tenants rather than the
construction of dwellings. This led to the introduction of a housing alowance schemein
1970, with the objective of making sure that housing remained affordable while allowing
rents to be raised to cover landlords costs. The housing allowance was intended to be a
temporary measure, to give tenants time to get used to paying higher rents. However, the two
oil crises made the affordability of housing a political issue again, and both the supply
subsidies and the housing allowance were maintained.

The position of housing associations also started to change in this period. Housing
associations moved towards financial independence from government in the 1990s as
government loans were replaced by capital market loans (Haffner, 2002; Priemus, 1995;
Table 6.1). To help facilitate the financia independence of housing associations, a mutual
fund aprivate guarantee institution, still in p lace today as the Mutual Guarantee Fund for
Social Housing (WSW)  was established in 1984 to promote the rehabilitation of post-war
housing (Table 6.1; Haffner 2002). The housing associations contribute voluntarily to this




Fund, if they want their loans to be guaranteed by it. The guarantee covers the risk of non-
repayment of the loans for the lenders. If the WSW has insufficient funds to fulfil the
guarantee to the lender, the state and the local authorities, as the next layer of guarantee,
back-up to this fund in equal shares. Because the risk to lendersis reduced by the double
guarantee (which can be considered as subsidy), the cost of borrowing is reduced as
compared to the situation without a guarantee.

The bricks and mortar subsidies were given as an annual revenue or management subsidy for
50 years when the dwelling was constructed. For the period up to 1989, this subsidy system
and its changes were relevant to both social and private organisational landlords athough
not to individuals. Figure 6.2 shows that the share of private organisation landlords remained
relatively stable, as they took advantage of this bricks and mortar subsidy for new build rental
housing which had been introduced in 1968 (see above).

As housing associations did not pay corporate income tax, atax exemption called article 10
of the corporate tax code was introduced. Article 10 was available for corporate tax paying
organisations investing in rental dwellings (mainly insurance companies, as pensions funds
were exempted from corporate income tax) to create atax exemption for the income from the
rental dwellings that were built with bricks-and-mortar subsidies. A financia level playing
field was created for housing associations and private organizational landlords when they
financed investment with bricks and mortar subsidies. However, as the bricks and mortar
subsidy system had undergone review and became less attractive progressively, the share of
organisation private landlords started declining slowly as well (to 6% in 1989, from 8% in
1971). This dlight decline probably occurred because of the business model of these
organisations which involved the sale of dwellings after 15 or 20 years before large
investments in renovation became necessary (Priemus, 1998).

Figure6.1  Tenuredistribution in the Netherlands, 1947-1971
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Source: Van der Heijden et al. (2002).



Figure6.2  Tenuredistribution in the Netherlands, 1971-1989
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All government support for bricks and mortar described so far were taken up exclusively by
organisations, not by individual landlords. As aresult, while the share of private
organizational landlords declined only slightly during the period 1971-1989, the share of the
PRS declined more steeply from 28% in 1971 to 13% at the end of the 1980s. Individual
landlords continued to sell off their property (often in urban renewal projects; see above) and
their share dropped from 20% in 1971 to 7% at the end of the 1980s.

Owner-occupation, on the other hand, increased from 35% in 1971 to 45% in 1989 and
became the largest housing tenure in 1981, while social renting remained relatively stable at
40% during this period. The introduction of the housing allowance in the 1970s played a
decisive role in developing a dual-tenure structure based on income. Housing allowances and
regul ated rents made renting attractive for low-income households, while high-income
households increasingly chose to become owner-occupiers, because of the favourable tax
treatment which made and still makes paying higher rents unattractive (Haffner, 2002;
Haffner and Boumeester, 2010; Haffner and De Vries, 2010).

6.4 1989 2009: PRIVATISATION SRS, BUT FURTHER DECLI NE OF PRS

Government policies throughout the 1980s had demonstrated an increasing trend towards
privatisation and promoting responsible private actors. The increased spending for social
engineering in housing on the other hand came to be seen as unaffordable. These

devel opments culminated in the formulation of the White Paper of 1989 (Ministerie van
Volkshuisvesting en Ruimtelijke Ordening, 1989; taken from Haffner et a., 2014) which
heralded a new erain housing policy setting out a greater role for market forces, as well as
the intention to reallocate responsibilities and financia risks away from government.

For the social rental sector (SRS) in the form of housing associations, the trend towards
financial independence was continued, while the municipal housing companies were mainly
taken over by housing associations (Elsinga et a., 2005, and Haffner, 2002). To increase
financial independence of the housing associations, the WSW was extended to new




construction as of 1989 (Table 6.1)3. This allowed the central government (although not
necessarily local authorities) to stop providing guarantees on new capital market loans taken
out by housing associations for construction and renewal (Papa, 1992).

Thefina step in ensuring independence was taken in 1995 for the socia rented sector and in
1998 for the PRS, respectively (Elsingaet a., 2005; Haffner, 2014). The so-called grossing
and balancing operations involved the trade-off between the future subsidy obligations and
the government |oans that were outstanding in the social rented sector. The subsidy
obligations originally specified for 50 years from the time of construction were re-cal culated
as net present value per rental tenure and paid to the social and private landlords,
respectively. This operation resulted in the termination of government subsidies to both social
and private landlords.

The cutting of financial ties between government and the rental sector went almost hand in
hand with the creation of aliberalised rental segment in both the private and social rental
markets from 1 July 1989 (for new construction) and 1 July 1994 (for existing dwellings).
The result was atwo segment sector (both in the PRS and SRS). A threshold rent level
separates both segments, the one where rents are regul ated and the one where rents are not
regulated but negotiated between landlord and tenant. It is up to the landlord to decide
whether to liberalize rent, given the number of points for the dwelling (which indicates a
maximum rent alowable) is sufficient, once a new tenant moves in. Housing allowances
were and are only available in the regulated segment (Table 6.1).

To summarise, in the 1990s, many of the main instruments that boosted the growth of
homeownership and the SRS were kept largely intact (tax relief for homeowners with a
mortgage, rent regulation and housing allowances for tenants; government guarantees for
capital market loans for housing associations), and the country still had the largest SRS in the
European Union (Haffner et al., 2014). The direct involvement of government in housing,
however, faded with the abolition of bricks and mortar subsidies for new construction of
rental dwellings and the capitalisation of remaining subsidies into one-off paymentsto
organisational landlords. Direct involvement was changed to a more indirect governance of
housing through a policy framework within which local authorities, social landlords and
private actors had to operate.

These changes resulted in the continued stabilisation of the stock of social rental dwellings,
while the stock of private rental dwellings decreased in absolute numbers. In relative terms,
both tenures were decreasing (Figure 6.3) because of a steady growth in owner-occupation.
Economic growth in combination with low interest rates in the 1990s and the rel axation of
mortgage requirements boosted the growth of homeownership (Haffner and De Vries, 2010).

3 Social landlords finance their investments mostly with loans from the so-called sector banks, the BNG Bank
and the Dutch Water Board Bank (NWB Bank; Oxley et al., 2015).




Figure6.3  Tenuredistribution in the Netherlands, 1989-2010
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Sources. Van der Heijden et al. (2002) for up to 2005, Haffner et al., 2009; for 2010, ABF Research B.V.
Syswov 2010, 13 June 2013.

When the subsidies for new construction were reduced sharply after 1989 and phased out
completely by the end of the century, large capital gains as aresult of rising house pricesin
the 1990s must have partly compensated institutional investors (Haffner, 2011). The share of
investors remained relatively stable over the period 1947-1993 at around six percent of stock,
and declined thereafter. Because of the abolition of the bricks-and-mortar subsidies and the
more strict requirements of the Dutch central bank, institutional investorsincreasingly
switched from direct to indirect investment after 1996 when about 75 percent of the
investments of pension funds were direct. By 2008, the share fell to around 30 percent
(Vereniging van Institutionele Beleggers in Vastgoed, Nederland, 2010). This was partly the
result of their business model (see above) and the fact that they were not replacing sales by
acquisition or the construction of dwellings.

In addition to the abolition of subsidies for new construction, the favourable tax treatment
(tax exemption) viaarticle 10 of the corporate tax code for institutions investing in subsidised
rental dwellings was abolished for new construction in 1992 and for the existing stock in
2004 (Vereniging van Institutionele Beleggers in Vastgoed, Nederland, 2004). Total returns
on residential investment (as measured by 1PD) plummeted and turned negative after 2007,
when the Global Financial Crisis (GFC) started. Negative capital yields are the main
explanation here. Direct returns declined slightly in the period 1995-2009 (Vereniging van
Institutionele Beleggers in Vastgoed, Nederland, 2010). This decrease was mainly the result
of rising house prices. This made investors more dependent on capital gains, which in turn
explains their business model to sell off dwellings before any large new investment has to be
made.

At the end of 2008 house prices started falling as a reaction to the GFC hitting the housing
market. New construction also went down and the number of transactions in existing
dwellings also fell. The Dutch financial market was also hit (Haffner et a., 2014; Bijlsmaand
Suyker, 2008). Halfway through 2008, Dutch banks had to write off 15 billion Euro of debts
which were linked to American securities. The Dutch government invested five percent of
GDP (30 billion Euro) in the affected banks and insurance companies. It also gave guarantees
to financial institutions up to the amount of 200 billion Euro. Because of the collapse of the
banking system, banks had to improve their financial position (e.g. increasing capital




requirements according to Basel 111) resulting in stricter credit requirementsin all credit
markets (Boelhouwer, 2013; De Jager, 2011). In 2009, the government intervened in the
housing market with measures aiming at countering the effects of the GFC (Koning and
Mulder, 2012; Van der Heijden et al., 2011). However, these measures have not succeded in
calming the housing market, as the Dutch economy ran into the third recession since the start
of the GFC (http://www.joop.nl/economie/detail/artikel/19560 nederland weer in_recessiel;

9 May 2014).

6.5 2010 ONWARDS - NEW OPPORTUNITIESFOR THE PRIVATE RENTED
SECTOR?

As areaction to the crisis the Conservative-led government that came into power at the end of
2012, announced huge budget cuts that aimed to meet the European Union agreement on a
three percent budgetdeficit celling. Stepped reductions in the favorable tax treatment of
owner-occupied dwellings were introduced in 2013 and 2014 and in 2013 the so-called
landlord levy was introduced for landlords operating in the regulated rental sector (Table 6.1;
Haffner et a. 2014; Centraal Planbureau, 20123, b; Priemus, 2014). The aim of the levy was
to extract funds from social landlords to help solve government budget problems (by paying
for rent allowances). However, the levy not only appliesto socia landlords but also to any
landlord owning more than ten dwellings with aregulated rent. The landlord levy is an annual
tax with increasing rates until the year 2017.

Thelandlord levy was to go hand in hand with larger permitted annual rent increases in 2013
and 2014 for households with higher household income to help the landlords with regulated
stock produce the cash flows necessary to pay for the tax. Tenants with a household income
under 33,614 faced a maximum increase of 4%. For t enants with household income between
33,614 and 43,000, the percentage increase allowe d was 4.5% and for tenants that earn
more, the percentage increase was 6.5%. The percentage increases are set yearly by the
minister (Haffner et a., 2014).

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

Changesin policy intentions can be seen starting in 2010, when the then new coalition
government of Conservatives and Christian Democrats aimed to shift the Dutch housing
system towards more market decision-making, leavi ng amore marginal social rental sector
focusing solely on those in need. When the government fell in April of 2012, the only
proposal that had been accepted by Parliament was to revise rent assessments to take more
account of the popularity of dwellings: in higher pressure areas where dwellings are scarce a
number of points will be added, allowing for higher rent levels when new tenants movein
(Haffner et al., 2014)*. This occurred at the same time as income-dependent rent increases
were implemented (see above).

Another policy that may affect the demand for private rental housing positively isthe

4 The central government aimed to replace these scarcity points and the points for the type of by 1 October 2015
with the economic value of the dwelling that is used for tax purposes
(http://www.rijksoverheid.nl/onderwerpen/huurwoni ng/puntensysteem-huurwoning; last accessed 17 June
2015). The aim is a more market conforming rent setting.




household income limit that was set for the allocation of social rental dwellings based on
European Union state aid legidlation (Elsinga et a., 2008; Tasan-Kok et al., 2013). According
to the agreement between the Dutch government and the European Commission, housing
associations are to allocate at |east 90% of their vacant homes to households with a certain
maximum income ( 33,614, see above) since 2011. The income limit isin line with present
government s ideas of a more targeted social sector and a better balance on the rental market
with higher yields for investorsin rental housing with deregulated rents (Haffner et al., 2014).
By 2015, the Parliament had accepted the changes to the Housing Law, including even
stricter rules about household income limits for housing associations to be introduced from1
July 2015 (Ministerie van Binnenlandse Zaken en Koninkrijksrelaties, 2015).

These changes in rent regulation represent some movement towards taking account of market
pressures (IMF, 2015). In addition in April 2014, the government proposed a rent freeze at
699.48 (later increased to 710.68 in 2015) on the maximum rent) that could be charged in
the regulated segment of the rental sector (i.e. on dwellings with fewer than 143 points). The
intention was to freeze rents for athree-year period starting in 2015, but the freeze will now
be effected in 2016 (http://www.rijksoverheid.nl/nieuws/2014/11/18/liberalisatiegrens-vanat -
2016-bevroren.html; last accessed 16 June 2015). This freeze has the potential to shift
additional propertiesinto the market segment by undertaking improvement in order to
increase the number of points applied to the dwelling or to transfer dwellings with more
than 143 points but with aregulated rent into the deregul ated segment, when a new tenant
movesin (see above; Oxley et a., 2015). Finally, the government announced a new rent
pooling system but this has not yet been introduced. The system of income-based rent
increases in the regulated sector will therefore continue.

6.6 FACTORSAFFECTING TENURE DECISIONSBY LANDLORDS, TENANTSAND
OWNER-OCCUPIERS

From the point of view of landlords and owner-occupiers one of the most important factors
that affectsinvestment is the tax framework in which they must operate. The system in the
Netherlands differentiates not only between landlords and owner-occupiers but also between
different types of landlord (notably between organisations and individuals, the scale of
activity, the form of income and the type of loan. As aresult there are different incentives
with resepct not only to tenure choice but also the means of financing that choice.

The framework is as follows:

Income tax for individual and corporate landlords

Personal and corporate income tax generally treat housing income as income from
investment, but the calculation of tax is donein four different ways: two for corporate
landlords and two for private individual landlords with some variations (Haffner et al., 2009;
taken from Haffner, 2011 and Haffner et al. 2014).

(1) Organisational landlords in principle pay corporate income tax. Revenues (including
capital gains) are subject to tax but costs can be deducted. Fiscal depreciation is however
limited (Zwagemakers, 2008°). These professional landlords (companies) are subject to

5 Zwagemaker (2008) explains that fiscal depreciation has become almost non-existent for dwellings since 2007,
because it is only allowed when the actual value of investment property is higher than 100% of WOZ-value.




corporate tax of 20% on profitsup to 200,000 and 25% on amounts of profit above that
amount. Thistax regime has aso applied to social landlords since 2008.

(2) Two kinds of organizations are exempt from corporate income tax: pension funds and
institutions that invest exclusively in real estate provided they pay a dividend to
shareholders (Elsinga et a., 2007; Hoekstra, 2010). The latter are called Fiscal
Investment Institutions (Dutch acronym FBI) and are similar to Real Estate Investment
Trusts (REIT).

Private individual landlords are also taxed in two ways: either as more or |ess professional
entrepreneurs or as investors in rented housing.® In practice the tax inspector decides which

regime applies.

(3) Professional individua landlords are treated as running a business and must pay
personal income tax like any other business subject to persona incometax. They are
taxed on actual income (including capital gains) net of costs against a progressive tax
rate (52% being the highest rate). The real professionals (defined as those landlords
who spend at least 1225 hours per year on their business and are under 65) benefit from
an entrepreneur s deduction depending on the profits achieved. Professionals who spend
lesstime on their business are not eligible. Briene and Hulsker (2002) have calculated
that returnsto real professionals are 0.2% higher after tax than for category (4)
landlords.

(4) Individual investor landlords are taxed on property income in the same way as owners of
other personal wealth. Since the tax reform of 2001, imputed rather than actual returns
have been taxed (Haffner, 2002). The net’ total return isimputed as 4% of the market
value of the property corrected for debt (net wealth). This net imputed return is then
taxed at 30%, giving an effective tax rate of 1.2% on net wealth. Landlords actual
income and costs do not affect the calculation. This also means there is no separate
capital gainstax if the dwelling is sold and the equity 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 wealth and the returns from thiswealth in
the form of imputed rent are taxed in much the same  way as the income from second homes
or other wealth such as savings accounts or stock (Haffner et al., 2014). However imputed
rent is taxed only during the period that mortgage interest is being deducted (maximum of
thirty years). The amount of imputed rent taxed can never be higher than the amount of
interest deducted. The tax rate is progressive and amounts to 52% at the most. The fact that
imputed rent is then not taxed when the mortgage loan is repaid, or isonly partially taxed if it

WOZ-value is market value used for income and property tax purposes estimated each year, but lagging behind
one year. The measure was taken as a measure to save money for the government.

6 For director-large shareholders, there would be a different personal income tax treatment applicable.

7 The net rate implies notional cost deductions.




exceeds mortgage interest, is considered atax expenditure in the Budget of 2011 by Dutch
government.®

Contrary to interest on loans for the acquisition of other personal wealth, mortgage interest as
such is deductible in the Netherlands. To put in place the huge budget cuts that aimed to meet
the EU-agreement of a maximum 3% deficit , the previously favorable tax treatment of
owner-occupied dwellings was reduced (Haffner et al., 2015). As of 1 January 2013, the
mortgage interest deduction is now only available for new mortgage loans with a loan term of
30 years and with an annuity or linear loan repaymentstructure. From January 2014, the
marginal tax rate of 52% for the mortgage interest deduction is being decreasedby 0.5
percentage points per year until it reaches 38% in 2040.

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

The overall system benefits mortgagors as compared to outright owners. The treatment of
imputed income tax a so favours owner-occupiers. Certain types of investor also benefit.
However these differences may be relatively unimportant as compared to issues around rent
regulation, access to social housing and the history of subsidisation both with respect to
supply and demand.

In this context the major changesin policy that could be expected to have affected the tenure
decisions made by tenants, owner-occupiers and/or landlords are:

» 1967: Rents could be raised on new tenancies (to average for subsidised new-build);

» Late 1960s: Housing associations assume major role in new housing construction,
including for market homes;

» 1968: Bricks-and-mortar subsidies made available equally to socia and private
landlords; tax exemptions for corporations investing in rented homes;

e 1970: introduction of housing allowances,

o 1989: liberaisation of rents for new dwellings at top of market followed in 1994 by
rent liberalisation for higher valued existing units when the tenancy change;

e 1990s:. grossing and balancing operations governme nt wrote off both social and
organisational landlords debts and paid them the present value of the future subsidy
commitment, then stepped back from direct support;

o 1992: tax exemption for corporate landlords removed for new construction and for
existing stock in 2004,

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

» 2013: landlords permitted to impose higher rent increases on higher-income tenantsin
the regulated sector; landlord levy imposed on all landlords owning more than 10
dwellings with regul ated rents.

8 Rijksoverheid, Rijksbegroting 4. Toelichting op belastinguitgaven
(http://www.rijksbegroting.nl/2011/kamerstukken,2010/9/14/kst147870 4.html; last accessed on 5 February
2013).




6.7 SUMMARY: TOWARDSA DUAL RENTAL MARKET: THE GROWTH OF THE
DEREGULATED RENTAL SEGMENT?

The PRS in the Netherlands has shrunk enormously in the post-war period, even though one
could speak of atenure neutral subsidy policy between social and private renting. As aresult
the Netherlands has one of the smallest sectorsin Europe.

For many decades, organisational (in particular institutional) investors did not reduce their
market share even though rents were heavily regulated. However, many individual landlords
sold off their stock. In more recent years, even institutional landlords are no longer finding
the returns from renting adequately attractive. Their market share has basically decreased in
line with reductions in and then the abolition of bricks-and-mortar subsidies. On the demand
side, the subsidisation of homeownership viaincome tax has driven down the demand for
private renting especialy among higher income households. The favourable tax treatment
reduces housing costs, while since the abolition of the corporate income tax exemption, all
other owners are liable for some type of income tax (except for pension funds; Haffner, 2011;
Haffner et a., 2014).

From the point of view of tenants rent controls and housing allowances make the regulated
part of the market attractive. However above the threshold tenants must pay market rents and
are not eligible for housing allowances - so the choice between renting and owning is more
clearly market based but with significant tax ben efits to owning particularly with a
mortgage. A bigissue istherefore whether they are able to access credit. Equally as the social
sector targets assistance more towards more vulnerable and poorer households there are fewer
opportunities further up the system.

Following on from the GFC and the subsequent recession, with fallsin house prices and
construction costs, tighter loan regulations, stricter alocation of social rental dwellings and
more-market oriented rent regulation, the signs suggest that increases in demand for private
renting might be enough to induce more supply in the PRS. One cross-sectional data source
shows that the PRS on 1 January 2012 was, at about 140,000 dwellings, larger than it had
been in 2009 (Blije et al., 2013). Some of these extra dwellings may be owner-occupied units
which could not be sold as aresult of the impact of the GFC on the Dutch housing market,
and are thus only temporarily let out.

Looking to the future however, with the landlord levy in place until 2017 and an uncertain
future thereafter, the continued expansion of the PRS is still questionable. The landlord levy
may induce private landlords to |eave the regulated sector and it may also induce atransfer of
regulated dwellings to the unregulated segment. The net effect isunclear, but it is possible
that the government s aim of a more market oriented system and alarger share for the
medium-priced segment of the rental market may become reality.



Chapter 7: User costsasatool to analyse incentives
in the private rented sector

This chapter discusses the definition of user cost, the construction of user-cost formulae and
the questions that user-cost analysis can illuminate. In the next chapter we then introduce the
results of our user-cost calculations for private renting in each of the four countries. Inthis
report we employ user cost analysis as atool to understand what motivates household tenure
choice, and by implication what motivates property owners to invest in rental properties.

7.1 USER COSTS WHAT ARE THEY?

User cost isan economic concept that attemptsto encompass both the financial and
opportunity costs of particular decisions or purchases. Although theword user might
suggest that the analysis focuses on consumer choices, in fact it is equally applicable to
decisions by producers or investors (who in this context are using their capital or other
resources).

In order to understand the dynamics of housing tenure, we need to look at the fundamentals
of the demand for and supply of housing in two tenures:. private rental and owner
occupation®. These are clearly conditioned by price or cost: rational consumers can be
expected to try to minimise the cost of securing accommodation. Put simply, the housing
expenditure for rented housing can be thought of as the monthly rent, and the housing
expenditure for owner-occupation as the monthly mortgage and other housing payments. But
these are just cash-flow measures; a full economic measure of cost would include the
opportunity cost of investment foregone as well as expected capital gains.

These factors are all captured in the concept of the user cost of housing, developed by US
economists to express the full economic burden of housing on the consumer. User cost has
been employed in various economic models that attempt to explain the performance of the
market for owner-occupied housing; the most cited author is J. Poterba, who devel oped the
user-cost approach to analyse how high inflation and mortgage-interest deductibility
interacted to increase US house prices (Poterba 1984). As Miles states, the best way to
evaluate how the tax system, financial markets and housing markets have combined to
generate incentives to owner-occupation is to eval uate the user costs of owner-occupied
housing (1994, p.56). User cost isless frequently employed in analyses of rented housing
and indeed, some of the user-cost literature is almost silent on the subject of renting. Even
S0, the fundamental s of user-cost analysis can in principle be applied to any tenure.

Clearly the use of any model or formula requires abstraction, but economists argue that
models are nevertheless valuable tools. Miles (1994) says, The reliance on formal models
itself warrants some justification. Mineissimple: without a clear framework within which to
analyse the determinants of the prices and quantities of housesit is hard to see how the
implications of the distinctive features of houses, and of changes in them, can be assessed (p.




9). Itisasoimportant to set out clearly what the assumptions are, particularly about whether
or not the system isin equilibrium, in order to identify which factors matter and why.

7.2HOW ARE USER COSTSFOR OWNER-OCCUPIERS CALCULATED?

The basic version of the user-cost equation sets out the financial and economic costs of
housing to the home owner. A simple user-cost formulais:

1) uc=pfTp+ u+d+r E(py]
where
pt = price of dwelling at time't
Tp = property tax rate
U = insurance, repairs and maintenance (constant % of home value)
d = depreciation
r =red interest rate
Et(pt) = expected real increasein capital value at timet
(derived from Miles 1994)

Here, the annual user cost in year oneisthe price of the house multiplied by the tax rate,

mai ntenance expenditures, depreciation and interest payments, |ess expected capital gains--
which seemsfairly intuitive. The assumptions are that property tax, expenditures on
maintenance, depreciation and interest paid are all constant fractions of the house price; this
equation does not deal with the complexities of financing the purchase. Note that thisisthe
annual user cost as expected in year one but user cost will not be constant over time because
interest rates and other variables may change, and importantly because the concept is based
on the housing investment without regard to the method of financing.

The formula can be refined in various ways to make it more precise and to more accurately
reflect the financing of the investment, the individual national contexts, and the literature
contains many examples. Here, from Lunde (1998, 2013), is amore complex formula that
takes account of the method of financing of house purchase (the split between debt and
equity) and some specifics of the Danish system. He defines user costs for owner-occupied
housing in period t as

2) uc = Edkd(1 - Tey) + Feli (1 - Tre) + Ke (di+ g+ adTi + & - Pei)

where E:isthe equity invested in the dwelling
It isthe rate of return on equity
TEe; isthe taxation on asimilarly leveraged dternative investment
Ft isthe borrowed amount invested in the dwelling
IFtistheinterest rate on the loan
Tk isthe tax rate for negative interest income with which interest expenditures on
loans are offset in taxable income
Kt isthe market value of the property at the start of/end of the period
dt isadministrative, operational and maintenance expenditures.
gt istherate of depreciation.

algTt istheland tax (aisthe public assessed |land value s part of the market value and
gTtistheland tax rate)




& isthe property value tax rate
Pet istherate of priceincrease for the property if quality is unchanged.

The first two elements of the formula represent the opportunity cost of capital invested and
the debt financing of the dwelling purchase, while the final element is similar to the simple
formula presented earlier. The specifics of thisformulareflect the Danish situation: land and
built property are taxed differently, so the land tax and the tax on the value of the full
property are identified separately in the formula. Thisis not the case for instance in England
and there is no way in the British context to separate the value of the land from the value of
the building.

Lunde points out that taxation conditions influence user cost, (so) the relevant national user
cost concepts will vary by country (2013, p. 5). This suggests that it may be necessary to
specify separate user-cost formulae for each country, as asingle formulathat covered al
cases would be too unwieldy.

7.3 HOW ARE USER COSTSIN THE RENTED SECTOR CALCULATED?

The determination of user costs for tenantsis simple: for rented dwellings the tenant s
housing expenditure the rent is approximately equal to the user cost (Lunde 2013). In
principle, in afree market in equilibrium, the marginal rental income received by the
landlord® and the marginal cost to the tenant (rent) are the same. Thus under equilibrium
these conditions, calculating user cost for landlords on asimilar basis to that for owner-
occupiers should alow usto deriverents. The formulawould have to be modified to take
into account the specific tax and benefit circumstances of landlords. At the limit the formula
for landlords would demonstrate that in equilibrium, the landlord would charge a rent equal
to marginal cost of supply (user cost). However none of our housing markets can be said to
be in equilibrium at any point in our estimation period so we can only look at the landlord
position by evaluating whether the scale of the sector isincreasing or decreasing. Here
therefore we concentrate on comparing the position of owner-occupiers with that of tenants.

7.4 FORECASTING

Much of the user-cost literature e.g. calculations of effects of mortgage-interest tax
deduction on US house prices per Poterbaemploys ex post calculations. Herethereis, at
least in principle, asingle correct answer even if in practice the data with which to
determine it may not be available. However our intention was to understand the factors that
influenced the decisions of housing-market actors about whether to buy or rent by looking at
the information they had at the time of decision when by definition future outcomes (e.g.
house prices movements) could not be known. We therefore calculated historic user costs not
on the basis of actual price movements but on the basis of expectations at the time.

We assume that the economic actors are rational and that their decisions will be based on (if
not necessarily entirely determined by) user costs. Current user costs incorporate
expectations about house prices, interest rates and other variables, and therefore implicitly
include an element of forecasting. Economic actors cannot know with certainty what house
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prices, interest rates or the tax code will be likein ten years time (or even next year); they
have to make assumptions taking into account the current situation, economic trends, and
their assessment of political and even cultura factors that may influence markets.

What values should be used for expected house prices and interest rates? Thereisalarge
body of literature dealing with the selection and use of forecasting techniques. Armstrong
(2001) provides a useful overview including general principles. He recommends that simple
methods be used unless empirical evidence calls for amore complex approach, and suggests
that forecasters, using their expert knowledge, should adjust for events expected in the future.
Forecasts (assumptions) may also vary according to the time horizon employed: in general
for very short time horizons we can assume that conditions will continue as they are now,
while for longer time horizons we might expect values to follow atrend, or to revert to a
long-term mean.

7.3 ASSUMPTIONS

Our historic user-cost calculations are based on published data, but for current user-cost
calculations we must make assumptions about how some of the variables will develop over
time. We have chosen to look at three time horizons: one, three and five years. Given that
housing-market cycles can last a decade or more we would ideally have preferred to use
longer time periods, but data availability would have made the calcul ations impossible.

Table 7.1 below lists the variables that go into our user-cost calculations for owner-occupied
property. Our baseline, following Armstrong s principles, is to keep the assumptions simple,
with changes expected only for mortgage interest rates and house prices. Both of these
variables are expected to revert to the mean of the last three and five years under the three-
and five-year time horizons respectively. However we have asked country experts to use
their best judgment about likely future policy changes, so the assumptions used may differ
from country to country.

Table 7.1: Basdline expectationsfor one-, three- and five-year time horizons (changes
highlighted)

Prospective FTBs implicitly must choose between investing in the down payment on a home,
or investing the funds in another way. The interest foregone on this aternative investment is
therefore one element of user cost. For these calculations we used data on returns from
government bonds from each country (see sources for each country table). These are less




risky than residential property investment, so we added arisk premium of 3% to the bond
yields to account for this difference, per Diamond (1980).*

7.4 OUTPUTS

The end result, for each country, isaset of calculated user costs for first-time buyers (from
Equation 1, modified as appropriate for each country), and rents for young single tenants
taken from local rent statistics. Separately we also provide information about landlords
returns from IPD data, and about returns on aternative categories of investment. These
findings are presented in Chapter 8.

Annual user costs are calculated from 1988 (England), 1990 (Germany) and 1996 (The
Netherlands) and 1980 (Denmark). Changesin capital value are one of the main
determinants of user cost for owner occupiers, but future house price changes cannot be
known in advance. We therefore produced three scenarios, in which expected future house-
price changes are based on housing-market performance in the preceding one, three and five
years. Thus the calculations use ex post data for house prices, loan-to-val ue ratios, mortgage
interest rates and taxes, but the house-price data also feed into ex ante forecasts of house
price movements. We have not made ex post calculations of actual user cost as our intention
was to ook at decision factors which by definition are ex ante.

This approach allows us to make comparisons within each country over time and across
tenures, and to look at broad trends across countries. We do not use the tables as abasis for
detailed cross-country comparisons.

7.5 THE QUESTION
In this report we employ user-cost anaysis to shed light on the following question:

Question: What are the relative consumer user costs of renting and owning in each of the
four case-study countries, and what does that imply for household tenure choice?

Consumers, who are assumed to be rational utility maximisers, will select the tenure
that provides them with the lowest cost (or the highest gain), all else being equal. We
focus on those entering the housing market: young households choosing between
renting and purchasing a home for thefirst time. (Of course, thisis asimplification
sincein red life choices are rarely binary--househol ds could also share with another
family, not form at all, etc.)

The calculations required (columns A and B in Table 7.2):
» User cost of owner-occupation
» User cost of renting ietherent paid out of taxe d income.




The results from this analysis can then be used as an input into a qualitative assessment of
when/whether landlords might be prepared to add to their 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 in pri nciple even day by day in response to
changesin the relevant variables. Clearly these include many economic variables that
fluctuate constantly, such as interest rates and house prices although these may be fixed for
the long term or even permanently for individual purchasers and tenants, any changes affect
aggregate calculations. But apart from these continuously moving variables, there are policy-
related variables which can exhibit sharp discontinuities, and these discontinuities should in
principle be observable in user-cost calculations. Thelist of variables that could be affected
by policy changes includes

o Taxes

* Interest rates

* Cost of repairs (e.g. if standards are changed/imposed)

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

* Rules around mortgage issuance and eligibility

For each country we have produced a qualitative timeline which identifies important changes
in policy or regulation affecting the PRS or other tenures. These could produce inflection
points or discontinuities that might feed through into (assumed) periods of relative advantage
for one tenure or another. However it remains to be seen whether these policy changes are
observable in user-cost cal culations because of data problems, time lags, the specifics of
regulations (e.g. applied to new purchases only), etc.



Chapter 8: User costsin England, the Netherlands,
Germany and Denmark

This chapter applies the user-cost concept to the PRS in England, the Netherlands, Germany
and Denmark. Welook at user costs for three groups: first-time buyers (FTBSs), tenants and
landlords. We then look at the results for each country to ask whether user cost analysis
helps to identify and quantify important drivers of behaviour - and to clarify its strengths and
l[imitations.

Our starting point is this: prospective tenants will choose between private renting and owner
occupation in part because of the relative costs to the individual of the two tenures, while
landlords will invest in private renting if the expected risk-adjusted return is equal to or
higher than what is available on aternative investments. Neither of these measures will fully
relate to the formal definition of user cost set out in chapter 7. However the main drivers of
behaviour are best reflected in these formulae. Thus analysts can gain understanding of
behaviour by examining the evidence on how user costs change over time and asking whether
there is arelationship between these changes and shofts in tenure mix.

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

The user-cost equation for first-time buyers in England is adapted from Lunde s user-cost
equation for owner occupation (presented on page 77 above). We have modified the
designations of some of the variables to make them more intuitive. The equationis:

[ T

where

UC: isuser cost at timet
Pt is the house price
LTV !theloan-to-valueratio
I mortgagei S the interest rate on the loan
Rartinv s the rate of return on an aternative investment with the same risk
Tatinv iSthe rate of tax on returns from an alternative investment with the same risk
Mt is maintenance, administrative and operational expenditure
Dt isthe rate of depreciation
P: istherate of price increase for the property if quality is unchanged.

Lunde s equations (pp 77 et seq) contain elements for land and property tax, but these are not
included in the English formula. Thereisno annual tax on ownership of land or property in
the UK. Council tax islevied by local authorities on residents, with amounts due based on
dwelling values. It ispaid by all residents whether tenants or home owners, so is not
included as a specific cost of home ownership.




Table 8.1 provides calculations for English FTBs for the 25-year period 1988-2013. There
are three scenarios, reflecting possible home buyer attitudes to expected capital gains:

* In Scenario A their expectations of capital gains are based on price changesin the
single preceding year

» Scenario B: expected capita gains = 3-year average price change

» Scenario C: expected capita gains = 5-year average price change

The data used are set out in the table except for  (maintenance as a percentage of house

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

Looking at the underlying data, it is clear that this covers a period of strong cyclical changein
the housing market. Average house prices for first-time buyers rose strongly in 1988 but
peaked in 1990 and then did not regain their 1990 level for seven years. There was another
strong surge in house pricesin the early 2000s, and average prices for FTBs doubled between
2000 and 2005. They reached a peak in 2007 and then fell; by 2013 when our data series
ends they had not yet reached former peak levels.

Other variables aso fluctuated over large ranges. Median loan-to-value ratios for first-time
buyers were consistently above 90% in the 1980s and 90s, but fell to a post-crash low of 75%
in 2009 when mortgage credit was massively constrained. Similarly, mortgage interest rates
in England (as elsewhere) fell over this period, from over 14 per cent in 1989 and 1990 to
under five per cent since 2009. Rates of return on alternative investments followed a similar
pattern, peaking in 1990 at over 11 per cent as compared to under two per cent in 2012.

But the most volatile set of figuresis the penultimate column: changesin house prices. One-
year changes have ranged from growth of 22 per cent (in 1989 and 2003) to a decline of 12
per cent in 2009. The user-cost equation captures the costs of running a home (maintenance
and mortgage payments) as well as capital gains, which can be thought of as negative costs.
Therefore a user-cost figure that is negative indicates that the user isgaining overall that is,
that (expected) capital gains exceed housing expenditure. Obviously, this cannot be a
permanent position for the housing market.
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We can see that in Scenario 1 (where expected capital gains reflect the previous year s
experience), first-time buyers had negative user costs in the late 1980s, then from 2002 to
2005, reflecting the strong house-price growth in those periods. Even when house-price
growth was averaged over five years, user cost was negative for long periods although the
troughs were not as low. This can be seen in Figure 8.1, which graphs user costs under
Scenarios A, B and C. Conversely in 2009 the Scenario A user cost was very high, reflecting
expected capital losses due to recent declines in house prices.

Figure8.1: Three scenariosfor user costsfor first-time buyersin England, 1988 2013
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Figure 8.2, on the same scale, shows user costs excluding expected capital gains and foregone
income from alternative investment that is, only ac tual housing expenditure. Thisincludes
mortgage payments, maintenance and property taxes. Here there are no negative costs
(gains). Thereisdtill afair amount of variation, with expenditure ranging from £4153 per
annum in 1996 to aimost £13,000 in 2007; this stems again from movements in house prices
and the consequent effect on mortgage payments as well as changes in the mortgage rates
themselves linked to changes in inflation. However the variation is very small compared to
the user cost including expected capital gains.



Figure 8.2: Housing expenditurefor first-timebuyersin England, 1988 -2013

Tenants

Comparing the user cost of owner-occupation for first-time buyers with the user cost of PRS
accommodation for tenants (the rent) should cast light on households tenure choices.
Unfortunately the official data on private sector rents in England are not good. The best
officia source isthe Vauation Office, which compiles data on private-sector rents for the
purposes of administering housing benefit, but its published data start only in 2011. They do
however produce figures that are broken down by size of dwelling, which would allow usto
compare rents for a particular size of property (say, two-bed flats) with the FTB datafor
those years.

Table 8.2 shows private rents in England and London for two-bed properties (median and
average lower-quartile). They represent rents on existing tenancies not new lets, although
decisions are based on new let rents. In England the great majority of private rented
tenancies are for fixed six- or twelve-month terms and the landlord is not obliged to offer
renewal when the tenancy ends. There isno control of starting rents or of rent increases after
the initial tenancy period.



Table8.2: Annual private-sector rents, England, 2011-2015

12-month rolling average private rents for 2-bed property
(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 Statistics

Figure8.3: Annual median and lower-quartile rents, England and L ondon, 2011-2015
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Figure 8.3 gives the evolution of annual median and lower-quartile rents for England and
London for the four years from mid-2011 to mid-2015. These show that rents have risen
steadily and fairly smoothly over the period. It isaso possible to get rental datafor two-
bedroom flats. These are often preferred as a benchmark for comparison with first-time
buyer costs, as the two-bedroom flat is considered the standard rental unit and represents
plausible alternative accommodation for such households.

Figure 8.4 compares median and lower-quartile rents for such flats (all England) with
housing expenditure for owner occupation. It shows that on this broad measure the







































































































































































































