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Introduction

The housing market in the UK is characterised by two main forms of tenure: social housing,
accessible by those in most need, and home ownership for those able to afford it. This leaves
a range of people looking for suitable housing options who are not in ‘priority’ housing need but
whose income would not allow them to access home ownership — the inbetweens.

Many find accommodation in the private rented sector (PRS), a sector which is highly
segmented into niche markets and where small landlords dominate PRS supply. Others have
found accommodation in recent years with intermediate products provided by housing
association, mainly in the form of shared ownership.

The term inbetweens covers a range of people, from those at the margins of home ownership
to those who have no independent living options accessible to them. For many the PRS or
living with relatives is the only option.

Even though there are significant differences between local housing markets around the
country, access to all main forms of tenure can be difficult for some households on lower
incomes in many of these markets:

- Access to social housing is quite limited, and tends to be more limited for people without
families who aren’t considered vulnerable. There were 252, 484 new lets in 2008-9,
from a waiting list of 1.7 million households.

Private renting does offer a range of rental levels, but even lower end rents can be
prohibitive in higher value areas and lower income households can struggle to provide
deposits and access good quality housing.

Intermediate ownership products (shared ownership, shared equity, and Rent to
HomeBuy) are in most areas not available to people whose incomes are lower than
£20,000. They also tend to come with full responsibility for repairs and maintenance,
which can be difficult for people on lower incomes to afford.

The recent downturn in the economy has resulted in major changes which make it even more
difficult for the inbetweens to get suitable accommodation.

! The average income of households purchasing HCA funded low cost home ownership was £27, 851 in England
and £33, 707 in London in 2008/09
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This paper aims to develop a discussion about how new ways to offer rented housing might be
developed to improve housing options for this group. It is part of a wider CIH project, supported
by L&Q, which intends to inform future policy and practice around provision of intermediate
rented housing.

Current trends in housing options: access and supply

Home ownership

We have seen the first reduction in the levels of homeownership for many decades, with
growth having reached a peak in 2004. Despite recent price falls, problems in the affordability
of ownership remain. Mortgage appraisal criteria have become more strict with lower income
multiples and higher deposit expectations - CML figures show that first time buyer deposits
increased from 15% in Aug 08 to 25% in August 09.

During the last downturn there was a 5 to 9 year gap between the peak of the market and the
start of a sustainable recovery that delivered above average house price growth. The stiffer
criteria for obtaining a mortgage are likely to be a continuing limiting factor on any return to
growth in the immediate future, which may see a pick up in prices delayed further than in the
1980s and 1990s. Savills write that “we fully expect to see a continuing decline in owner
occupation and a shift back to renting” in the near future™.

If ownership is to remain outside of the reach of many, then the key issue is where the required
growth in renting will come from.

Is the PRS likely to grow to meet this increased demand?

Government concern that growth in the supply of PRS accommodation may be inadequate is
reflected in the Treasury consultation paper Investment in the UK private rented sector, which
focuses on whether the PRS will “continue to be responsive to changing demand pressures, or
be constrained by a lack of investment”.

Over the last 20 years private renting has grown from 9% of the stock in 1989 to around 13%
today. This has mainly been as a result of the development of buy to let. However the number
of buy-to-let mortgage products has fallen from a high of 3,662 in September 2007 to 185 in
September 2009° and both yields and capital values are still relatively low.

The low yields in particular make it unlikely that buy to let will now develop in the way that it
had in recent years. Moreover, the glut of apartments in many inner cities, bought for buy to let

% Residential Property Focus, Savills, February 2010
% Investment in the UK private rented sector, HMT 2010
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but now facing a downward spiral of rents and capital values, is likely to be a deterrent to future
investment. Therefore we are unlikely to see a significant growth in buy to let in the near future.

However, buy to let will continue to operate even if it does not grow as a proportion of stock. It
has been estimated that in recent years around ten per cent of buy to let loans were for new-
build property, which means that the PRS has made “a disproportionate contribution to new-
build given the size of the tenure as a whole” but that “the majority of investment in the PRS

has been in the existing stock”*.

It is important not just to generate competition between potential owner-occupiers and
investors for existing stock. Therefore, a central factor in ambitions to improve the housing
options of the inbetweens is the need to tackle the overall shortage of suitable housing by
building new homes. To meet the identified needs, we need to develop new build rented
options.

This brief analysis of accessibility and supply suggests that there is a clear need for the
development of newly built housing available at an intermediate rent. This would require
landlords who saw renting as a business based on long-term investment.

Institutional investment in new rented housing

A key aspect of the Treasury consultation paper is whether institutional investors can be
encouraged to enter the market in a significant way. As the Rugg report on the PRS® pointed
out, “the residential market has, at present, very few large landlords operating at a scale where
major institutional investment is appropriate”.

The Treasury consultation paper says “Various explanations have been given as to why this
has been the case, revolving around reputational and financial risks, the lack of suitable
portfolios to invest in, high management costs compared to commercial real estate, and yields.
And all of these factors may have influenced institutional investors’ decision making to a
greater or lesser extent”.

One problem here is the way that incentives for investment work in the PRS. Because asset
values are important, returns are seen as comprising both a rental yield and capital
appreciation. Capital values are, however, driven by owner-occupiers. In the current climate
rental yields on new purchases may rise as house prices have generally fallen faster than
rents, but prospects for capital appreciation have worsened. On top of this, management and
maintenance costs and void periods make residential investment less attractive than
commercial property.

* Investment in the UK private rented sector, HMT 2010
® The private rented sector: its contribution and potential, Rugg and Rhodes, University of York, 2008
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Nevertheless, the Treasury does see opportunities in the current climate for the development
of institutional investment: “partly as a result of the recent downturn, net returns on residential
property are becoming comparable to those on commercial property. Perhaps related to this,
there have been signs of growing institutional interest in investing in PRS accommodation”.

It does recognise that this is from a very low base and that “institutions seem unlikely to
threaten the dominant role of individual investors in funding overall PRS supply”. In addition, it
is reasonable to assume that the requirement for a return comparable to that achievable on
commercial property would drive investment in the most profitable PRS accommodation rather
than in property at the lower end of the market.

This suggests that returns achievable in the current market are unlikely to lead to a step
change in institutional investment in intermediate rented housing. If this is the case in current
economic circumstances, it is unlikely to change as the economy begins to grow again given
that there are likely to be more significant returns in other investment areas.

HMT’s consultation paper recognises this and asks some important questions around whether
recent institutional interest in investing in the PRS reflects a long-term change in investor
opinion and about the suitability of collective investment vehicles for residential property
investment.

An additional question to explore, to complement the Treasury’s avenues of investigation, is
whether current providers of affordable housing - with their considerable expertise in
developing and managing rented and intermediate products — could be in a position to help
meet this need/demand for new rented accommodation.

The rest of this paper seeks to explore this question.

Housing associations and the inbetweens

Recent developments

Housing associations have provided alternative options for the inbetweens in recent years,
mainly in the form of shared ownership. The sustainability of this option has, however, received
a significant dent over the last 18 months because of problems in the housing market and
wider economy. This will mean that the established model of generating cross subsidy from
sales will have to be developed and managed in a way that does not threaten individual
associations’ viability.

The difficulties created by the drop in shared ownership sales have been mitigated by the
development of intermediate rent products which have been financially supported by the
Homes and Communities Agency (HCA). These products have, however, been a response to
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the market circumstances and ensuring continued viability and supply rather than developing
from a clear policy for intermediate renting.

The HCA is currently reviewing its approach to intermediate products. A clear view on how it
might support intermediate renting within the context of its overall approach to investment in
affordable housing would be welcome.

What type of rental offer?

There has been increasing recognition of the importance of creating mixed income
communities. Until recently ways to achieve this often focused on ownership, where the
emphasis was on mixing tenure with an assumption that different tenures attract households
with different incomes. The need for a more explicit and direct focus on income has grown
recently.

In line with this, the aim should be to develop an approach to affordable housing which offers a
range of rented housing options — social and intermediate - at differing prices to reflect varied
household incomes and aspirations, and therefore allowing a mix of incomes on new
developments.

A key aspect of such an approach must be ensuring that intermediate rental provision
supplements, rather than competing with, PRS and lower cost market ownership provision.
There is logic to intermediate rental being clearly targeted at areas where the PRS and lower
cost ownership are failing to meet the needs of a particular group. However there is an
argument that a range of differing types of rented and intermediate housing are required
everywhere to give more choice and competition overall.

We see two clear target groups for intermediate rented accommodation:
Those whose social and economic wellbeing would benefit significantly from discounted
market rents
Those whose social and economic wellbeing would benefit significantly from a longer
term tenancy

1) Discounted market rents

Much of the intermediate rented housing developed recently by associations using HCA
funding has been focussed on groups who might previously have been eligible for low cost
home ownership (LCHO) products. These households are therefore likely to be at the higher
end of the inbetweens income levels, with a gap in provision for lower income inbetweens.
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The Resolution Foundation has a work stream on low earners®, which argues that low earners
are:
Squeezed: often too poor to benefit from the full range of opportunities provided by
private markets but too rich to qualify for substantial state support
Exposed: living at the edge of their means and therefore vulnerable to changes in
circumstances
Overlooked: low earners are not well-defined as a group and the pressures they face
are not well understood.

There is a strong case being made for government to provide more support to households in
the ‘squeezed middle’. These are the 7.2m households on incomes between £12,000 and
£25,000 who, even with the benefit of tax credits, struggle to meet their day to day needs.

These households usually spend all of their disposable income each week, often do not have
formal salaries/contracts, have fluctuating working hours, and may have more than one job.
This means that saving for a deposit, securing a mortgage if they don't already have one, and
sometimes securing access to the PRS will be difficult for this group. This group also spends a
higher proportion of their household income on housing costs (including fuel and power) — 15%
compared to 9% in higher income groups. This shows that the opportunity cost of housing
expenditure is higher for households in this group than others.

A particular concern is with those within this group who cannot afford to pay market rents for
accommodation that is of an appropriate size to meet their needs. These households may be
living in private rented accommodation that is unsuitable, or these may be concealed
households — adults in permanent relationships staying on in the family home, with relatives or
friends. A case might possibly be made on housing needs grounds for provision of housing
with a (moderately) subsidised rent.

Clearly people in this group would benefit from the availability of discounted market rents
taking into account the link between the cost of renting in the open market and what is
affordable to people in this group. This will vary depending on the market situation in particular
areas.

More work to fully understand the detailed profile of this group, and their housing needs and
preferences, would be needed to allow effective models aimed at them to be developed.

2) A longer tenancy
The private rented sector is dominated by assured shorthold tenancies, and 40% of PRS

tenants have been in their home for less than a year’. This clearly shows the importance of the
PRS to supporting mobility of both accommodation and labour, but for some households the

® http://www.resolutionfoundation.org/research low_earners.html
" Rugg and Rhodes: The Private Rented Sector: its contribution and potential. CHP, University of York 2009
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short term nature of private tenancies makes planning for a secure future difficult. It has often
been said that “tenants seeking a long term tenancy may feel themselves to be insecure in the
PRS"®,

A tenancy which is only guaranteed to run for six months, and a rental market dominated by
private individuals whose priorities for their investment are not clear, means that many people
living in the PRS are unable to make longer term decisions about their future. They also do not
have incentives to improve their home and develop local connections with neighbours etc.

There may therefore be a gap for housing associations to develop good quality, longer term
tenancies at market rents.

Links to homeownership

In considering models for intermediate rental there is also an issue about how far
accommodation provided at an intermediate rent should link to encouraging tenants into home
ownership.

Arguments in favour of this are that:
It can help renters to become home owners in a market where there are significant
barriers to full homeownership
Models which allow sitting tenants to purchase (either full or a share) over time allow the
capital raised by the landlord to be reinvested in additional property.

However, given the down sides of home ownership in terms of high debt for occupiers, it would
be unwise for government or housing associations to over incentivise home ownership for
those who might struggle to afford it.

Taking account of the pros and cons, consideration must be given to the criteria to be used for
selecting residents for access to particular types or terms of accommodation. There is a
potential contradiction between assessing applicants on the basis of housing need and - if the
aim is to sell properties - on ability to afford the products.

Products aimed solely at feeding people into home ownership will further “squeeze” those
people in the inbetweens group who are unable to afford such an option. This, along with the
known fluctuations in incomes of people in this group, suggests the importance of an offer of
accommodation which is flexible and would allow continued renting for some, rather than
products with a fixed expectation of a move to homeownership for all

Intermediate rents do offer scope for deposit saving (as shown by existing Rent to HomeBuy
offers), and so one option which could be considered is offering a tenancy that links to savings

8 ibid
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and therefore gives a clear and definite route to outright home ownership. An option of offering
savings whose use is not limited to a deposit for home purchase could also be attractive,
although ways to provide this would be different.’

Financial issues for housing associations

Housing associations already attract institutional investment. How far associations are able to
use these funds to finance intermediate rental depends on the particular terms on which they
have secured funds. Nevertheless they are an accepted mechanism for attracting private
investment into rented housing — a foundation which could be built upon.

One option available to fund intermediate renting is for associations to view the properties as
an investment in the longer term. This would potentially mean developing financial models
based on an expected rental yield over the life of the property and/or factoring in the sale of the
property at some point.

Income yields on private rented properties fell considerably during the last decade. Even
allowing for the current downturn in value net yields now are still below 4%*°. These low yields
make it unlikely that institutional investors will be attracted. Might associations without the need
to make a shareholder return make this work within their wider property portfolios? Does the
development of mixed rented communities on one site mean that overheads are significantly
reduced, thus helping cost profiles?

If the answers to these questions are negative then to make it work there will need to be some
kind of injection of investment funds to meet the gap or/and to harvest some of the capital
gains made by sales.

To provide an intermediate rental offer that meets the needs of tenants and housing
associations, the aim would be to develop a model or models for provision which take into
account:
the level and flexibility of rent that can be charged
financial flexibilities from an increased asset value which allows increased amounts of
debt to be serviced
the type of tenancy, and the ability to gain repossession on expiry or sell a stake to a
sitting tenant
the ability to develop flexibility to allow tenants to purchase or tenancies to be extended
the possible sources and costs of funding.

Consideration would need to be given to the possibilities of developing a portfolio of properties
- some of which might be sold on the basis of an option to buy - and to identify what level of

% See Save for HomeBuy, and Save with Rent, CIH 2008
1% The Investment Property Databank (IPD), a benchmark for measuring the investment performance of
residential let properties in the UK, has consistently recorded net income returns of 3.3 to 3.6 per cent
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extra capital/subsidy might be needed. The trade off between security of tenure and ability to
churn assets to produce the required overall return will be a key aspect for consideration.

Given the constraints on public expenditure in future years, the emphasis might need to be on
raising investment from sources that are willing to accept the sort of returns generated by this
model over time. A key issue will be obtaining sufficient seed capital to run for a number of
years until the combination of annual rental yields and capital gains from a regular flow of sales
meets the overall return target.

Because of the variable nature of local housing markets, it is likely that different approaches
will be required to meet local circumstances.

A possible option for a viable portfolio of properties tailored to the needs of inbetweens in the
local housing market would include:
% of discounted market rent with five year tenancy
% of market rent with five-year tenancy
% of discounted market rent with five-year tenancy with rents moving to market rent
over the five years
a review built-in at the end of the fixed tenancy period to explore whether to change to
homeownership or market rent depending on circumstances
a link between rental and a savings product.

L&Q currently have an intermediate rented product in development.

DownToYou is a rent to purchase product aimed specifically at low earning, priority need
working households earning between £12,000 — £25,000 p.a. The core customer group this
represents is assumed to be existing social residents or low earning singles and couples on
the housing waiting list, and those living in low quality private rented homes. The properties will
be let at 65% of market rent levels. Customers will purchase a minimum share of 25% in their
property after 5 years with the help of performance linked incentives from L&Q.

Subsidy provided by government / HCA

The HCA'’s moves towards a more flexible way of funding new housing by considering using
investments as well as grants may open up new opportunities to develop a new model for
investing in both social and intermediate housing. It might be possible to separate future
investment into two elements: grant subsidy, which is needed to deliver affordable rents, and
equity, which is needed to fund products.

The subsidy situation could then be adapted to suit changing individual circumstances,
because equity can anticipate a share in future gains and losses, it can be repaid, and it can
be recycled and reinvested.
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This could lead to the development of new vehicles for the investment and management of
residential investment involving associations, investors and the HCA. However, there is a need
to acknowledge that there are competing priorities here - more flexible use of HCA investment
in a wider range of housing options runs the danger of diluting the focus on social housing
provided for those in greatest need.

It could also lead to a move away from the rather complex range of part ownership ‘products’
towards a new and more flexible approach to provision of housing which can simultaneously
meet policy aspirations around tenure-blind affordability and access to ownership, and which
could end up with tenants renting or buying over time to suit their circumstances.

Other subsidy options

If intermediate rented housing was to receive subsidy from planning gain, this would require
developers, local authorities and the HCA to allow intermediate rent to be an aspect of any
section 106 agreement.

Consideration might also be given to the role of local authority owned land and whether it could
be used to support development of intermediate rent — perhaps with authorities becoming
sleeping equity partners.

Management issues

The development of a more flexible approach to affordable renting (and ownership) by
associations would have implications in terms of their overall asset and housing management
approaches.

There is an argument that associations, despite now becoming more likely to consider
rationalisation options, are still not developing the sort of flexible approaches to managing their
portfolio that private long term asset managers would. Obviously they are constrained by rent
controls and the need to get TSA approval, but developing such approaches (which would
involve consistently reviewing their properties, market changes and the costs of management
to see whether there would be advantages to the business of rationalising stock) should
perhaps already be an aspect of associations’ activity.

This is important because, if associations are to be successful in developing the sort of rental
offer we outline above in significant numbers, they will have to be nimble in responding to
market changes and build/buy at the right times.

There are also issues around whether associations would need to develop more flexible
approaches to housing management of their properties. The HCA'’s evaluation of Rent to
HomeBuy* expressed doubts concerning the skills needed by many associations to deal with

' Evaluating the Rent to HomeBuy initiative, Campbell Tickell, March 2009
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a different customer base from social housing. On estates with a mix of rental types, there
would also need to be clarity about the services which respective tenants received and, if there
was a different level of service, a justification of the higher rents some were paying.

Conclusion: a more dynamic affordable rented sector?

If it is possible to develop more variation and flexibility in the forms of, and rents charged for,
tenancies available, then it would be possible to begin to develop a more fluid and dynamic
affordable rented sector - rather than a sector principally focused on social housing.

This might allow for further developments whereby social tenancies change. The aim would
still be to provide housing at people in acute need, and security of tenure would still be crucial.
But a regular review of social housing tenancies and the ability to offer a wider range of options
— as proposed in Choosing Choice'? and Rethinking Housing™ - could have advantages. If this
could be accompanied by more flexibility in the rent regime, perhaps additional benefits could
be identified.

If more co-ordinated pathways and better advice on how to link into a range of rented options
could also be developed™, then we could see the emergence of a more flexible system which
better meets the needs of households. It could allow easier moves (physical or legal) between
the social, intermediate and private rented sectors. This could be assisted by:
The development of social lettings agencies along the lines of those proposed by the
Rugg review, and already existing in prototype form in some local authority areas
Access to practical support around financial capability and financial planning to ensure
suitable saving and money management skills are in place.

A major hurdle is that, to be most effective for the inbetweens and for social renters, wider
reforms would have to deal with the practical and policy complexities of the interactions
between rents, ownership and Housing Benefit, to allow renters to move within the whole
rented sector.

Next steps
This project — Future directions in intermediate renting — aims to build on reviews of

intermediate housing already undertaken by HCA and CLG and consider the potential for
developing a new approach to affordable housing offered by intermediate rented housing.

2 Tribal 2009
* CIH 2008
* See Modernising Housing Advice, CIH 2008
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The prolect is designed to examine and consider:
whether providers are developing - or can potentially develop - strategies for
differentiated rented housing offers that fit with other products provided by them and the
wider market
the key financial issues in relation to the development of such models
how the use of these products links to low-cost home ownership options
what housing providers might do in terms of tenancy conditions, rents, management and
allocation policies for these products
how the products fit within the spectrum of local housing need and aspiration, and how
they relate to choice based lettings and advice services
whether development of intermediate rented housing and mixed income developments
might help pave the way for a rethink in the way that affordable renting is provided and
managed.

Future activity in this project is designed to help us consider our central question:

Can current providers of social housing - with their considerable expertise in developing and
managing rented and intermediate products - be in a position to help meet demand for
intermediate rented housing?

We will:
facilitate debate within the sector, using on-line forums, conference debates, media
articles, and a symposium of interested parties
conduct a series of interviews with policy makers to discuss this paper.
consider what needs to be done to fully understand the profile of potential tenants, and
their needs and preferences
model options with L&Q and Waterloo Housing Association, which operate in different
markets, to model a number of options to get a better handle on what might work in
practice.

A policy paper will then be produced with the aim of ensuring that consideration of this
important subject is part of housing policy debates following the election.

Project contacts

Abigail Davies
abigail.davies@cih.org

Mark Lupton
mark.lupton@googlemail.com

April 2010

With thanks to L&Q whose support has made delivery of this project possible
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Notes:

1. This thinkpiece is published by CIH as part of our work to lead and shape future housing and communities
agendas. Further work on key housing policy and practice developments can be viewed and downloaded from:
http://www.cih.org/policy/index.php .

Delivery of this project, Future directions for intermediate renting, has been made possible by support kindly
provided by L&Q www.lggroup.org.uk

2. The Chartered Institute of Housing (CIH) is the professional body for people involved in housing and
communities. We are a registered charity and not-for-profit organisation. We have a diverse and growing
membership of over 22,000 people — both in the public and private sectors — living and working in over 20
countries on five continents across the world. We exist to maximise the contribution that housing professionals
make to the wellbeing of communities.

CIH provides a wide range of services available to members, non-members, organisations, the housing sector
and other sectors involved in the creation of communities. Many of our services are only available to CIH
Members, including discounts. Our products and services include:

Training

Conference and events

Publications

Enquiries and advice service

Distance learning

For further information, please contact:

Customer Services: customer.services@cih.org

Policy and Practice: policyandpractice@cih.org

Education: education@cih.org

Marketing & Communications: marketing.communications@cih.org

Distance Learning Centre: dic@cih.org

Training, Conferences and Events: training.conferences@cih.org

Publications: pubs@cih.org

Careers: careers@cih.org

To contact any of the above departments telephone: 024 76 851700
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