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Executive summary

Individuals and families on low-to-middle incomes are falling through the gap in the housing
market between home ownership and social housing. Historically high house prices, a tighter
mortgage market and stagnating wages have left this group shut out of ownership for the
medium to long-term. In 2010, it would have taken the average low-to-middle income household
31 years to accumulate a deposit for the average first home if they saved 5 percent of their
income each year and had no access to the ‘bank of Mum and Dad’. The picture looked a lot

worse in London and a bit better in the North of England.

At the same time, cuts to government support for social housing will put further pressure on
already long waiting lists, making it even less likely that working households will get access to
council homes. This leave many people on low-to-middle incomes stuck in a private rented sector
that is poorly suited to providing a stable long-term home. In addition, an asset divide between

those who own a home and those who rent long term is opening up.

A new approach to build-to-let development using institutional investment has the potential to
be part of the solution to the housing needs of individuals and families on low-to-middle incomes
who are unable to buy a home in the medium to long term. Attracting more institutional
investment from pension funds and life insurance companies into the private rented sector
would allow more rental accommodation to be built at a time when public funds are limited and
the buy-to-let market is recovering only slowly. More importantly, it would support a shift in the
type of rental product that the sector offers. Longer term contracts, higher quality, more
consistent management and the ability to make home improvements would replicate some of

the desirable features of home ownership for those who become long-term tenants.

The other important features of a new approach to build-to-let development are:

e The public sector invests its land for development rather than selling it upfront;

e Local Authorities take a more flexible approach to planning, balancing affordable housing

requirements with the housing needs of working people;
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e Investors retain an option to sell some rental units after a fixed period of time if necessary

to secure competitive returns on investment; and

e Rented homes are managed at scale by professional landlords who can provide tenants

with a high quality service at the same time as keeping management costs down.

Institutions were important investors in the private rented sector in the early twentieth century.
But their role dwindled over time and currently only 1 percent of their overall investment in
property is in the residential sector, much less than in other countries. This is, in part, because
investment in the private rented sector has been perceived as less competitive than investment
in alternative assets and investors have been concerned about the potential reputational risks
related to tenant management. Previous government efforts to bring in institutional investment,
such as the Private Residential Sector Initiative, have stumbled because they have not been able

to guarantee adequate returns.

The new approach to build-to-let set out in this report could change that. Making it work will
depend on close partnership between Local Authorities, institutional investors, developers and
landlords with the flexibility to renegotiate established approaches to addressing local housing
needs. Investors will need to look again at their opportunities for investment in the residential
sector rather than continuing to focus exclusively on the commercial property sector. In its
forthcoming housing strategy, central government will need to give greater priority to build-to-
let in the disposal of public land rather than focusing exclusively on homes for sale. For their part,
Local Authorities will need to balance their ongoing commitments to housing the most
vulnerable with a broader economic agenda for local growth and employment that depends on

housing those on low-to-middle incomes in the private rented sector.
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Introduction

We have a housing crisis on our hands. House building has failed to keep up with growth in the
number of households in Britain, creating a massive undersupply of housing.” In 2010, levels of
house building in England fell to their lowest level since the introduction of the Town and
Country Planning Act in 1947,% creating a shortfall in supply of 140,000 homes.? Without rapid
growth in supply, this gap can only grow given that the OECD estimates a 60 percent increase in

single-person households in Britain by 2025-30."

The main consequence of Britain’s massive undersupply of housing has been to push up the price
of home ownership, making the average first home unaffordable for many ordinary families.
Although house price inflation is currently weak, particularly in the North of England, steep rises
in house prices over the last decade have resulted in historically high prices.” The National
Housing and Planning Advice Unit estimates that even if 240,000 homes per year were built for
sale— over double the number that were actually built in the last year—lower quartile house prices

would still be nearly eight times lower quartile earnings in 2016.°

Prior to the financial crisis, the impact of the chronic undersupply of housing on affordability was
in part masked by easy access to high loan to value mortgages. Easier access to credit allowed
some people on low-to-middle incomes to get on the housing ladder. In 2007-8, 30 percent of
this group bought a house with a 100 percent mortgage.” By 2010 tighter access to mortgage
credit, high house prices and stagnating wages meant that it would have taken the average
household on a low-to-middle income, 31 years to accumulate a deposit for the average first
home if they saved 5 percent of their income a year which most cannot afford. According to the
Council of Mortgage Lenders, 800,000 potential first time buyers have been frozen out of the

market as access to mortgage credit has been tightened.8

LIRF Housing Taskforce, ‘Tackling Housing Market volatility in the UK’, May 2011

2 Savills, ‘Residential Property Focus Q2’, 2011

® DCLG, ‘House-building: permanent dwellings completed by tenure live table’, Live table 244. Shortfall calculated on basis of
difference between numbers built and government target to build 240,000 homes per annum.

4 OECD, ‘Doing Better for Families’, 2011

> DCLG, ‘Mix-adjusted house prices by new or other dwellings, type of buyer and region UK’, Live table 507

® Cited in JRF Housing Taskforce, ‘Tackling Housing Market volatility in the UK’, May 2011

” Whitaker, M ‘Squeezed Britain: the 2010 audit of low-to-middle earners’ 2010

& Council of Mortgage Lenders, News and Views’, Nov 2010. Available at:
http.//www.cml.org.uk/cml/publications/newsandviews/79/286 [accessed 18 July 2011]
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The barriers to home ownership faced by those on low-to-middle incomes are not the temporary
consequences of the recession. Access to mortgage credit will ease but access to high loan-to-
value mortgages will not return to the levels seen in 2006. House price growth is currently weak
but without access to high loan-to-value mortgages, prices are still too high for most low-to-
middle income households, particularly as wages for the bottom half of workers are expected to
stagnate until at least 2015.° Furthermore, with limited homes available for sale, those on low-to-

middle incomes are likely to lose out in the race to buy to those with more to spend.

People on low-to-middle incomes who are locked out of ownership have become increasingly
dependent on the private rented sector. There are currently 3.36 million households living in the
sector, with 900,000 households becoming renters since 2005.'° This includes 1.1 million
households on low-to-middle incomes.** While low-to-middle income households of all ages are
more likely to find themselves in the private rented sector than their more affluent peers,
younger people have been most affected by the difficulties of getting on the housing ladder. A
generational divide is opening up between those on low-to-middle incomes in their 40s and 50s
who already own a home and their younger counterparts. More than 50 percent of ‘generation
rent’, as this younger cohort has been dubbed, has given up the prospect of ever owning a

home.?

Given the current housing reality, a significant proportion of the increase in housing supply needs
to be in new housing stock in the private rented sector. Yet, if rented accommodation is to
become a long-term housing option, rents in London and the South East need to be made more
affordable. Nationwide, there needs to be a shift in what the private rented sector offers those
looking for a long-term home. In a country in which home ownership continues to be a deeply
held aspiration, building some of the features of home ownership into long-term renting, for
example security of tenure and the ability to make home improvements, will be critical to shifting
public attitudes towards renting as a long-term option. There is also a need to address the asset
gap that will emerge as more people become long-term renters. Failure to get on the housing
ladder will quickly translate into a growing asset divide in society unless people can be

encouraged to save in other ways.

° Plunkett, J ‘Growth without Gain: the faltering living standards of people on low-to-middle incomes, 2011
1% savills, ‘Marching on who’s leading who’s lagging?’, May 2011

" Whittaker, M ‘Squeezed Britain: the 2010 audit of low-to-middle earners’ 2010

2 National Centre for Social Research, ‘First Time Buyer Report’, 2011
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The UK private rental market has been dominated in recent years by buy-to-let landlords, many
of whom own only a handful of properties each. They currently account for 73 percent of
landlords, up from 61 percent in 1993/4." With billions of new investment required to redress
decades of undersupply of housing, relying on buy-to-let landlords is unlikely to create the
capacity required in the sector or bring about a change in the rental product on offer. In other
parts of Europe and the US, investment by individual landlords sits alongside investment by
institutions such as pension funds and insurance companies. Although institutions are major
investors in the commercial property sector in the UK, their role in the residential sector is more
limited. Only 1 percent of residential rental stock in the UK is owned by institutions compared to

10 to 15 percent in most European countries.™

Now is the time for that to change. This report argues that a new approach to build-to-let
development based on a partnership between public land owners, institutional investors,
developers and landlords could be part of the solution to the housing needs of ordinary working
people. But this will require fresh thinking from all parties concerned and a new conception of
how best to pursue housing affordability, land use and planning. Investors will have to look again
at their opportunities for investment in the residential sector rather than continuing to focus
exclusively on the commercial property sector. To support this shift in investment, central
government will need to give greater priority to build-to-let in the disposal of public land in its
forthcoming housing strategy. For their part, Local Authorities will need to balance their ongoing
commitments to housing the most vulnerable with a broader economic agenda for local growth
and employment that depends on housing those on low-to-middle incomes in the private rented

sector.

Chapter one of this report outlines the housing needs of those on low-to-middle incomes.
Chapter two describes the new context for institutional investment in the private rented sector in
the UK. Chapter three provides international perspectives on institutional investment and draws
lessons for the UK. Chapter four outlines an approach to build-to-let development based on the
investment of publicly owned land. It highlights how this approach could address some of the
common concerns raised by investors with regard to residential investment. The concluding
chapter puts forward recommendations to take institutional investment in the private rented

sector to scale.

13 Rugg, J. and Rhodes, D. ‘The Private Rented Sector: its contribution and potential’, 2008
" Williams, P. Salisbury, N. and Caven, R. ‘Opportunities for Institutional Investment in Affordable Housing’, 2011
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Chapter 1: The housing needs of low-to-middle income

households

In 1918 close to 80 percent of households in Britain lived in rented accommodation. By 1998,
renting had hit an all time low of 10 percent of households.™ Over the course of the twentieth
century, Britain transformed itself into a society of home owners. Home ownership was not just
about having a secure place to live, it became the main way that people accumulated assets for
themselves and their children. Owning a home became an increasingly important aspiration, a
sign of moving up in society, but one that was within the reach of large numbers of working
people. Eighty six percent of Britons continue to say that, if they had a free choice, they would
choose to buy a house, while only 14 per cent say they would choose to rent their

. 1
accommodation.®

For most of the post-war period, becoming a home owner has been within easy reach of ordinary
working families. This is reflected in the fact that among low-to-middle income households with a
head of household between 55 and 64 years of age, over 80 percent own their own home.*’ But
the aspiration to own is becoming more difficult for younger people on low-to-middle incomes to
realise compared to their more affluent peers as a result of historically high house prices, limited
access to high loan-to-value mortgages and stagnant wages for those in the bottom half of the

earnings distribution.

Given average first-time buyer house prices and the typical mortgages advanced on them, the
average low-to-middle income household putting aside 5 per cent of their disposable income
each year would haven take 31 years to save an appropriate deposit in 2010, up from just eight
years in 1983 (see Figure 1). Expectations of stagnant wages and gradual recovery in house prices
mean that, by 2015, the time required for the average low-to-middle income household to save
for a deposit will depend primarily on the availability of mortgage credit. Access to relatively high
(90 per cent) loan-to-value mortgages would reduce the time required for low-to-middle income
households to 13 years. But the period rises to 38 years for low (70 per cent) loan-to-value
mortgages. The figures vary dramatically by region, because of significant differences in house

prices. For example, low-to-middle income households would have needed to save for 54 years

!> Darian, L ‘Meeting the housing needs of low-to-middle earners’, 2011
1 Taylor, E ‘Public attitudes to housing in England: report based on the results from the British Social Attitudes survey’, 2011
7 Whittaker, M ‘Squeezed Britain: the 2010 audit of low-to-middle earners’ 2010
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to accumulate a deposit for the average first home in London in 2010, compared with 24 years in

the North of England.

Figure 1: Number of years required to save for a typical first time buyer deposit by the average low-to-middle income

household
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Notes: Lines show numbers of years saving required by applying median first-time buyer LTVs recorded in each year to mix-adjusted average
(mean) first-time buyer house prices. Bands show projections on basis of LTVs in the range 70%-90%. Average low-to-middle income household
disposable income based on deciles 2-5 in the ONS release, ‘the effect of taxes and benefits on household incomes’. House price projections for
2011-2015 are based on UK level projections from the OBR. Low-to-middle income household income projections for 2011-2015 are based on
OBR projections for average earnings (earnings make up three-quarters of gross income among low-to-middle income households on average).

Sources: ONS, The effect of taxes and benefits on household incomes; Lloyds Banking Group, Halifax House Price Index, Historical data FTB (ANN);
CML, Table ML2; OBR, Economic and fiscal outlook, March 2011

Access to the ‘bank of Mum and Dad’ to secure a deposit continues to allow younger people from
more affluent families to get a foot on the housing ladder. In 1997, fewer than 10 percent of first
time buyers under 30 had help from family or friends. By 2005, the figure had risen to 45
percent.18 But younger people on low-to-middle incomes have limited access to this kind of
financial support. Among those aged 25 to 34 on low-to-middle incomes, 47 percent own their

own home compared to 67 percent among higher income households.®

In recent years, those on low-to-middle incomes have also found it more difficult to access social
housing, even if they are priced out of home ownership. Constraints in supply and growth in
demand for social housing have meant that waiting lists for a council home have grown and
vacancies have been increasingly targeted at those most in need. There are currently 1.75 million
people waiting for a council house.?® Social housing tenants are much more likely to have very

low incomes and not to be in employment compared to people in other types of housing, with

'8 Hills, J ‘Ends and means: the future roles of social housing in England’, 2007
% Whittaker, M ‘Squeezed Britain: the 2010 audit of low-to-middle earners’ 2010
aelc ‘Rents, lettings and tenancies’ CLG live table 600
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seventy per cent having incomes within the poorest two-fifths of the income distribution.”* While
17 per cent of low-to-middle income households currently live in the social housing sector, this is
in comparison to 51 per cent of households that are benefit-dependent. This situation is unlikely
to be reversed in the current climate of cuts to the capital grant available for the expansion of
social housing. Government investment in the sector is set to fall during the current Spending

Review period from £6.8 billion in 201-11 to £2 billion in 2014-15, a cut of 74 percent.*?

Low-to-middle income households in the private rented sector

Caught between home ownership and social housing, 1.1 million low-to-middle incomes
households are reliant on the private rented sector to make their home. They include a mix of
household types: one third are families with children, a quarter are single people and around one

in ten are adult sharers.

Low-to-middle income households of all ages are more likely to be renting than higher income
households. But younger people trying to get on the housing ladder for the first time face the
greatest challenges. The percentage of low-to-middle income households under 35 in private
rented accommodation has increased sharply from 14 percent in 1988 to 41 percent in 2008.

Meanwhile, ownership has shrunk from 58 percent of households under 35 to 29 percent.”?

L Hills, J ‘End and means: the future roles of social housing in England’ 2007
*2 Darian, L ‘Meeting the Housing Needs of Low-to-Middle Earners’, 2010
% Whittaker M ‘Squeezed Britain: the 2010 audit of low-to-middle earners’ 2010
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Figure 2: Housing tenure among low-to-middle income households with heads aged under 35
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As with home ownership, growing demand from private tenants has kept rents high. Rents rose
by 37 percent in real terms between 1995-96 and 2007-08 in the private rented sector, compared
with increases of 18 per cent for Housing Association rents and 9 per cent for Local Authority
rents over the same period.?* The cost of renting has now reached an all time high, driven by
growth in rents in London and the South East of 7.9 percent and 5.7 percent respectively over the
last 12 months. Other parts of the country, for example the East of England, have seen slight falls

in the cost of renting.”

High rents put an additional squeeze on the living standards of people on low-to-middle incomes,
with less money available for other necessities and to add to savings. Analysis of the affordability
of rents in different parts of the UK highlights the affordability challenge in London and the South
East for households on low-to-middle incomes. Assuming households spend 35 percent of their
income on rent®® and using local housing allowance rates for a one bedroom flat as an indication
of local rent, Figure 3 below shows that 78 percent of couple households on low-to-middle
incomes in London and 24 percent in the South East could not afford rent at local housing
allowance rates. Affordability is much less of a problem for those on modest incomes in the rest

of the country.

 Ibid

2 LsL Property Services, ‘Buy-to-let index’, June 2011

2 Thirty five percent is commonly identified as the percentage of income that households should expect to spend on rent if rent is
to be considered affordable.
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Figure 3: Rental affordability for low-to-middle income couples living in the private rented sector

Proportion of LMI couples without children who cannot afford
Local Housing Allowance rents for 1 bed flat
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Source: Analysis of DWP, Family Resources Survey and Family Expenditure Survey; Local Housing Allowance rates by Government Office Region.

For some young households, the flexibility of private rented accommodation can be an
advantage. It allows for job flexibility and for changes in lifestyle and circumstances. But for many
people who find themselves in private rented accommodation for the long term, the lack of
security and the inability to make home improvements are significant draw backs. According to
the British Social Attitudes Survey, people cite the main advantage of owning a home as being
that it is a good investment, is more secure than renting and that it gives you the freedom to do

what you want with the property.?’” Renting currently provides none of these desirable features.

Families face particular challenges when renting becomes a longer term solution. First, there is a
lack of family size accommodation in the sector. This can lead to families paying beyond their
financial means for housing near work, schools and other local services. Second, the insecurity of
short term tenancies creates particular difficulties for families who fear that they will be forced
to uproot their children at short notice. One mother described the possibility of having her

tenancy terminated as follows:

‘I know it could happen but | push it to the back of my mind because | have enough on my plate

to worry about. It’s a six-month tenancy agreement, so | forget about it for six-months. | would

2 Taylor, E, Public attitudes to Housing in England. Report based on the results from the British Social Attitudes survey, 2011.
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prefer a longer contract because then | wouldn’t have to pay admin fees every time it comes up

for renewal — they use it to get money out of me’ (Rita, 40).%

With home ownership out of reach of many people on low-to-middle incomes and the social
housing sector unlikely to grow to meet their needs, the private rented sector will have to step in.
The sector currently makes up 17 percent of overall housing stock compared to 9 percent in 1991
but will need to continue to grow in capacity.”® Measures to address affordability in London and
the South East will also be required as well as a change in the type of product the rented sector is

able to offer to better meet the needs of ‘generation rent’ for a long term home.

Bringing institutional investors into the sector is a potential way of meeting this pressing public
need. Institutions could support the necessary expansion of the sector and shift the nature of the
product the sector is able to provide because long-term security for tenants translates into
predictable returns for investors. The next chapter discusses the current context for institutional
investment in the private rented sector and argues that barriers to home ownership and social
housing for those on low-to-middle incomes create new incentives for investors to enter the

private rented sector.

8 Darian, L ‘Meeting low-to-middle earners housing needs’, 2011
» CLG, ‘English Housing Survey 2009-10 household report’, July 2011
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Chapter 2: The new context for institutional investment

In the early twentieth century, institutional investors such as pension funds and life insurance
companies were important owners of residential property in Britain. In more recent years,
investors have switched focus to the commercial property sector, leaving growth in the private
rental sector in the hands of buy-to-let landlords. Attempts have been made to lure institutions
back into the sector, for example the previous Government’s Private Rented Sector Initiative
(PRSI). The PRSI initiative failed to deliver the scale of institutional investment expected, in large
part because government was unable to provide the rental guarantees initially promised to

investors.

The absence of institutions playing an active part in the UK residential sector in contrast to other
European countries has been put down to a range of barriers.® First and foremost, there has
been a perception among investors and those in the property industry that the returns from
investment in the residential sector are too low and too insecure to be attractive to investors,
particularly compared to commercial property or the social housing sector which is government
backed and highly secure. Other issues such as the perceived reputational risk involved in
investing in the private rented sector and the lack of land on which to build homes for rent at

scale are also commonly cited.*

The context for investment in the private rented sector is set by both trends in the housing
market and by changes in government policy. These in part shape how the returns from
investment in the residential sector compare to alternative investments. In recent years, both the
housing market and government housing policy have changed, creating an opportunity to
reassess the viability of institutional investment in the private rented sector. House prices have
soared, land values are low and the buy-to-let market is less buoyant. The Government has
introduced policy changes to social housing and has adopted a more pro-development stance.
Together, these changes create a more favourable environment for institutional investment in

the private rented sector than in the past.

30 Daly, J ‘Overcoming barriers to institutional investment in residential property’, 2008
3 Darian, L ‘Meeting low-to-middle earners housing needs’, 2011
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The new environment for investment

Without significant intervention in the housing market, households on low-to-middle incomes
look likely to be priced out of home ownership for the medium to long term rather than
temporarily renting to accumulate a deposit for a home. From the perspective of investors, this
means more predictable rental income and less tenant turnover which reduces management
costs and the volatility of returns. This is particularly the case if families become long term
renters as continuity of schooling and friendships encourage families to move less often.
Investors such as pension funds are attracted to predictable long term income streams from
rental properties to match their liabilities. They will also look to diversify their rental income
steams, creating incentives to develop a mixed portfolio of residential investments aimed at

different population segments, including those on low-to-middle incomes.

Alongside changes in home ownership, the private rented sector now exists within a new social
housing context. The introduction of ‘right to buy’ in the 1980s and the failure to replenish social
housing stock as properties were sold off has seen the social housing sector shrink over the last
30 years and waiting lists grow. Figure 4 below shows the change in the social housing stock by
region, with London being the only region in which the capacity of the sector has grown,
although everywhere it has failed to keep up. This is unlikely to be reversed in the current climate

of cuts to the capital grant available for the expansion of social housing.

Figure 4: The Collapse of Social Housing (regional percentage change 1980-2010)

-34% North East
Yorkshire & Humber
East Midlands

West Midlands
North West
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+5% London
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Source: The Times, 2011
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The Government’s decision to change the definition of affordable rent which is applied to social
housing rents from 60 percent of market rent to 80 percent and to end lifetime tenancies is being
resisted by many registered providers®? who argue that it will hurt vulnerable people, especially
families. As a result, many will not raise rents, making it more difficult to raise the revenue
required to increase the capacity of the social housing sector. The Government has also proposed
to allow Local Authorities to meet their homelessness duty by using the private rented sector in

addition to social housing.

Together, these trends make one thing clear: social housing alone cannot be the solution to the
housing problems of those on low-to-middle incomes under the current circumstances. It seems
more likely that Local Authorities will look to the private rented sector to house low income
working people on the social housing waiting list rather than social housing absorbing more of
this group. This is already happening in some parts of the country. For example, the Terrace Hill
Group worked with Southwark Council to house tenants claiming housing benefit who were
nominated by the Council in private rented accommodation.®® Using the private rented sector to
house those on the social housing waiting list creates additional pressure to expand the private

rented sector.

Low land values in many parts of the country could provide further support for institutional
investment in the private rented sector. Average residential land values are currently around 40
percent lower than their peak at the end of 2007.%* Land banking has been the traditional
response to low land values which means that no development takes place and land is retained
until its value increases and sale is more lucrative. But a more creative solution is possible. Under
the approach to build-to-let set out in Chapter four, there is an opportunity for Local Authorities
and other public land owners with low land values to invest land for the development of private
rented accommodation. In return, they receive a deferred rather than upfront payment. Over
time, this could provide better value to Local Authorities than selling in the current market and

would kick start the development of new rented homes for those on low-to-middle incomes.

*2 The term registered social landlord to describe agencies that are registered to own and manage social housing on behalf of
Local Authorities has been replaced by the term registered provider of social housing to take account of the fact that providers
can now be profit making. Non-profit registered providers are frequently referred to as Housing Associations.

33 Winstanley, P and Hill B for London Councils and British Property Federation, /nvest to Rent: a guide to developing partnership
investment in new private rented homes for Londoners’, 2011

3 Knight Frank Residential Development Land Index: Q1 2011 results - Public bodies become key vendors as demand for well
located sites remains strong, May 2011 http://www.knightfrank.co.uk/news/Knight-Frank-Residential-Development-Land-Index--
Q1-2011-results---Public-bodies-become-key-vendors-as-demand-for-well-located-sites-remains-strong-0612.aspx
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