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EXECUTIVE SUMMARY

1. This report clarifies the role of the private rented sector (PRS) in the UK and the contribution made to it by the Buy-
to-Let subsector. It explores recent changes in government policy and how they might affect the PRS, and makes
suggestions about the role the sector might be expected to play in the future.

The Private Rented Sector now

2. The size of the PRS has more than doubled in the last 15 years and now accounts for almost one-fifth of all
dwellings in the UK. Despite policy initiatives to encourage institutional investment the bulk of landlords are private
individuals, many owning just one unit. Data about landlords and their financial models are patchy and contradictory,
although it is clear that those who make a conscious decision to invest (and not all do) often do so as a form of
pension provision.

The PRS now accounts for almost
one-fifth of all dwellings in the UK

3. The largest numbers and highest proportions of PRS housing are found in central cities and especially in London.
Tenants are more likely to be young, working and/or migrants, although increasing numbers of families with children
are in the PRS. Large numbers of low income households live in the sector, including students and households who
are outside the labour force as well as low paid workers. Over a quarter of PRS tenants are in receipt of the Local
Housing Allowance.

4. Atthe moment landlords are taxed at their marginal tax rate on their rental income net of expenses, which includes
interest paid on Buy-to-Let loans as well as wear-and-tear for furnished accommodation. The UK treats landlords for
tax purposes rather less favourably than many other developed countries in two ways: it does not allow depreciation
nor can rental losses be offset against other types of income. However, there have been significant tax changes
recently which may materially impact investment levels in the PRS in the future.
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Growth and change

5.

The PRS had been in decline for nearly a century when it began to grow again very slowly from around 1990. The
necessary precondition was the 1988 Housing Act which put in place full deregulation of rents and tenancies. The
downturn in the housing market and home ownership around 1990 also had some effect.

Significant expansion did not occur until the mid-1990s and can be dated to around the introduction of the Buy-to-
Let mortgage in the mid-1990s. Supply grew mainly through the transfer of dwellings from both owner-occupation
and social housing (mainly via Right to Buy), rather than through new build. Some, although by no means all these
additional PRS dwellings, were funded by the new mortgages. None of the government schemes intended to boost
institutional investment had a major impact on the sector as a whole, despite pockets of interest.

Especially since the turn of the century, demand has grown rapidly, reflecting the increase in the ‘natural market’
for PRS (students, migrants, itinerant professionals and younger people more generally). But increased demand
has also come from reduced access to owner-occupation (mainly for affordability and deposit reasons); increased
economic uncertainty, especially in the labour market; higher debt among potential first-time buyers; the impact of
the global financial market; and worsening access to social renting for households who are not in priority need.

Given the increases in population and households that are projected in the UK; it is almost certain that the demand
for privately rented accommodation will continue to grow over the next decades. To meet this demand there needs
to be continued growth in investment in the PRS. Assessing the effects of policy change requires an understanding
not just of demand but also of the various types of landlord involved and their different incentives to invest in the
sector. The evidence base is thin. It suggests that among private landlords, while Buy-to-Let funding is the most
common acquisition model, a significant proportion of landlords buy their properties outright or use other sources
of funding, sometimes in addition to Buy-to-Let mortgages.

Buy-to-Let lending increased rapidly from its introduction until the financial crisis of 2008/9. In the period
immediately before that crisis there were large increases not only in total lending but also in the proportion of Buy-
to-Let finance which was in the form of re-mortgaging. This was also the case for mortgages for house purchase.
After the crisis mortgage credit of all types was in short supply and other forms of finance - including in particular
owners' equity - supported the expansion of the sector. Buy-to-Let funding has now revived (although not as much
as that for first-time buyers) and re-mortgaging grew rapidly in 2015, possibly reflecting debt management within
growing portfolios.

New UK Buy-to-Let loans for purchase and re-mortgaging and
change in stock of PRS dwellings, 2002-2013
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Addressing the government’s concerns

10.

11.

12.

13.

15.

Over the last year the government has introduced a number of policy changes specific to the sector. They include
an additional property Stamp Duty (SDLT), a reduction in the wear and tear allowance for landlords of furnished
tenancies and phased changes in the rate at which tax relief can be claimed on mortgage interest, plus a modification
in how tax liability is assessed and when capital gains must be paid.

The government has asserted that Buy-to-Let investors compete unfairly with first-time buyers. There has also been
along-termpreference amongpolicy makersforarentedsectorownedand managed by institutions rather than private
individuals as a means of both providing finance and of professionalising the sector.

The authorities are concerned about the strong growth of the Buy-to-Let market, which is not regulated by the FCA,
although the data on this market are limited. The worry that landlords might sell properties during a crisis does not
reflect the experience to date of landlords' behaviour - during the last financial crisis we did not see a mass sell-off
of property. The concerns of the Bank of England, who will very likely be granted powers over the Buy-to-Let market,
seem overdone.

While there is clearly some competition between demand from Buy-to-Let landlords and first-time buyers, the extent
of such competition varies enormously across the country as well as between property types. The (very limited)
research into direct competition between investors and putative owner-occupiers has found that nationwide only
a minority of sales to landlords involved bids from both types of buyer. In many markets there is no meaningful
competition and first-time buyers on modest incomes can readily afford homes. In others—mainly in central
city areas and inner London in particular—there is strong demand from both landlords and prospective owner-
occupiers especially for one and two-bed flats; elsewhere there is little evidence of direct competition between these
two forms of housing tenure.

The worry that landlords might sell properties during a crisis does
not reflect the experience to date of landlords” behaviour - during
the last financial crisis we did not see a mass sell-off of property.
The concerns of the Bank of England, who will very likely be granted
powers over the Buy-to-Let market, seem overdone.

Every year since Buy-to-Let mortgages were introduced more loans have gone to first-time buyers than Buy-to-Let
investors in all regions, including London. Landlords can access interest-only mortgages which are more difficult for
owner-occupiers to obtain. LTVs for investors are lower than for first-time buyers and the terms for which they are
issued are shorter. Moreover, higher LTV loans for first-time buyers are now more common and there is a modest
revival in the interest-only loan market, as well as a fairly significant increase in demand for long-term mortgages
which, in part seek to create a synthetic interest-only repayment profile.

The arguments about landlord behaviour in a downturn have been based on limited survey evidence and apparently
without looking back at previous events. The NMG survey used by the Bank of England is a general household survey
which appears to include a disproportionate number of younger landlords. In more targeted surveys landlords tend
to say they are more likely to buy than to sell, whatever the state of the market. In that sense we judge the likely
landlord contribution to financial instability in a downturn to be less than suggested by the Bank and the government.
Similarly, although institutional investment will help boost the sector and potentially assist professionalisation
and higher standards, it is important not to overstate the contribution it might make relative to the scale of the
sector overall.
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Changing the landscape for Buy-to-Let
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23.

Increases in SDLT can be expected to reduce landlord purchases and turnover. Mortgage tax changes will reduce
returns for many landlords but are not expected to cause them to sell up en masse. Decisions about the role of
residential property in overall portfolios will depend on returns on other asset classes, and any rebalancing will take
place over a number of years.

The future of the PRS will be determined not just by fiscal and regulatory measures but rather by many other factors,
including the promotion of home ownership (drawing in some potential tenants) and the relative returns from other
investments as well as increasing population and real income growth.

The mortgage tax changes announced will mostly impact private individual investors with small portfolios and Buy-
to-Let loans. Those who currently pay higher or additional rate tax will clearly be affected. The way that the tax is
calculated also means some landlords will be pushed into higher tax rates and/or lose income-related benefits.

Together the changes to mortgage tax relief and SDLT (and the reduction in capital gains tax for other types of
investment announced in the Budget) will modify the incentive structure for landlords but the scale of the impact on
landlord behaviour is unclear. The evidence suggests that, in addition to normal turnover, some will sell a number
or even all of their properties; some will reduce gearing; some will postpone or forego further investment in the
sector. But others may feel it is a good time to enter the market or expand portfolios as other landlords sell. So
the magnitude and timing of these impacts is unknown. Moreover, the effect on supply will depend as much on
wider market and economic conditions, including returns available elsewhere, as on specific changes to the taxation
of landlords.

On the near horizon are further regulatory changes such as increased controls on Buy-to-Let lending and perhaps
the stabilisation of rent increases, at least in some cities along with a new capital weightings regime under Basel
3. On 29 March the Prudential Regulation Authority released a consultation paper on underwriting standards for
Buy-to-Let mortgages. This was immediately welcomed by the Financial Policy Committee (FPC) which is monitoring
developments in this market. The industry still awaits the outcome of the current HM Treasury consultation on
powers of determination over buy to-let mortgage lending though it is assumed these will come into being. The FPC
will prepare a statement of its policy for the use of powers of direction ahead of any such powers being approved
by Parliament.

Most immediately there is the four year freeze on the Local Housing Allowance (27% of private tenants claim LHA);
the introduction of a cap on what can be paid out which is now biting in inner London; and measures to reduce the
supply of social housing at least in the short term.

Efforts to encourage institutional investment are bearing fruit and, subject to the finalisation of forthcoming changes
in regulations and taxation, will probably not affect large company or corporate landlords. At the moment their
incentive to expand is therefore unchanged. However, even if this subsector were to grow as rapidly as optimists
suggest, it would still account for only a small proportion of the PRS stock. On the other hand there will be significant
incentives to reduce investment among Buy-to-Let landlords. Given the potential increases in demand for
privately rented housing from continued in-migration and population growth this will further increase pressures in
the market.

Government initiatives to facilitate owner-occupation could in principle add up to as many as 100,000 units per
annum to the stock in that tenure. Not all will be genuinely ‘additional’, as some of the households who benefit would
have bought anyway, but even so there will be an impact on demand for rented property. The various measures,
together with wider economic and demographic trends, can be expected to slow the rate of growth of the PRS but
not to reverse the upward trend.
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Renting, owning and policy

24.
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28.

Will private renting continue to grow at a similar pace over the next decades? This depends not only on the effects of
fiscal measures and government policy towards the PRS more generally but on developments in other tenures and
in wider investment markets.

Private individuals are and will continue to be the bulk of landlords, even if institutions massively increase their
involvement. The example set by institutions, coupled with larger individual portfolios and tenant demand, will tend
to result in increased professionalism more generally.

Portfolio size by type of landlord

. Private individuals Companies . Other organisations

80 —
70 —
60 —
50 —

40 —

% of landlords

30 —

20 —

1 2-4 5-9 10-24 25-100 100+

Source: Private Landlords Survey 2010

While there are reasons to expect owner-occupation to grow at least among mature traditional households it is
our view that it is highly unlikely that younger households will enter owner-occupation to the extent that they did in
earlier decades. Such a scenario implies that the proportion of owner-occupation in England could grow to between
64% and 66% of the total stock over the next few years and stabilise at around that level.

Equally, social housing might under some, perhaps unlikely, circumstances remain at roughly its current size as
housing associations respond to the challenge to expand without direct subsidy. However, it is far more probable
that it will decline, especially if partial ownership starts to take a larger role in affordable housing provision. An
estimate might be that it would fall over the next few years to under 15% of the total stock. Indeed, over time, unless
there is a policy reversal, for example, as a result of a change in government, it could decline further, to as little
as 10%.

Taken together, these scenarios would suggest a PRS in the range of 20% and 22% within this parliament and
perhaps 25% as the longer term equilibrium level. These are significant increases especially in absolute terms, even
though they are lower than many other projections. They reflect current government policy and an assumption that
the economy continues to improve. If the outlook is more negative, the proportion in private renting will be higher.
But if real household incomes rise more rapidly the proportion in owner occupation could be higher, more in line
with mature Northern European markets that still favour that sector. If so, many younger households will continue
to rent, but the vast majority of stable working households will be owner-occupiers.
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Conclusions

29.

30.

31.

32.

In summary, private renting plays and will play a key role in the UK's housing system. It keeps pressure off the home
ownership sector by offering households a clear alternative whether for the short or long term. It also plays a role as
an alternative to the provision of social housing.

The continuing flow of regulatory and taxation changes being introduced and considered will slow the expansion
of the PRS at a time when there are limited alternatives. However, on current trends demand for private renting
is almost certainly going to continue to rise in both absolute and proportional terms. The key concern is whether
there will be sufficient landlords to continue to meet the continuing growth in tenant demand. Any slowdown in the
expansion in supply of privately rented housing arising from changes in taxation and regulation will put pressure on
rents and household budgets.

Even if institutional investors enthusiastically enter the market, individual landlords will remain dominant - as they
are across Europe. Shrinking the sector therefore does not seem a sensible way forward given what we know about
unmet demand and need.

In an ideal world we could identify the goals of policy changes, establish a baseline and monitor outcomes to see if
these goals were met. In this case however, the government's goals are multiple and sometimes inconsistent and
poor data make high quality monitoring difficult if not impossible. If we are to understand and manage the sector
better, we need to improve the data as quickly as possible.
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INTRODUCTION

This report clarifies the role of the private rented sector (PRS) in the UK and the
contribution to it through the Buy-to-Let subsector. It explores recent changes in
government policy and how they will affect the PRS, and makes suggestions about
how the sector can play an effective role in the UK housing system. This chapter
clarifies the objectives of the research, the reasons for addressing these issues and
the position of the Buy-to-Let market within the overall total rented sector.

InJanuary 2016, Paragon Group commissioned the authors to write an independent review of policy
developments in the private rented sector (PRS) in general and the Buy-to-Let market in particular.
The objectives of this study, undertaken from mid-January to the end-February, were:

first, to clarify the role played by the PRS in the UK (notably England) and how that role has
evolved since the PRS started to grow in the 1990s;

second, to identify to the extent possible the Buy-to-Let segment within the broader private
rental market;

third, to understand the direct and indirect impacts of government policy initiatives on the health
of the Buy-to-Let market and the sustainability of the PRS as a whole;

fourth, to suggest what the implications of these policies are for the future of Buy-to-Let and
private renting more generally; and

finally, to draw conclusions about what is necessary for the PRS to play an effective role in
housing provision.

The background

The immediate reasons for undertaking this study are the changes in taxation and regulation that
the government has announced over the last year and the changing attitudes to private renting,
particularly with respect to Buy-to-Let among policy makers and those responsible for macro-
stabilisation and regulation.

A more fundamental reason lies with the rapid growth of the PRS across the UK which has more
than doubled since the turn of the century supported by the expansion of the Buy-to-Let market.
Much of our understanding of how the sector operates is based on data and analysis which refers
back to earlier in the century and even further and the sector has not been fully tested in the new
post Global Financial Crisis environment. This research aims to bring together the best available
data to clarify both the current position of private renting; its role in the overall housing market; and
where it might be heading.



Defining private renting and Buy-to-Let

It is important to be clear about definitions and to clarify the terminology used in this report. Most people believe they
understand what the PRS is, but for statistical purposes it is often simply defined as all housing that is not owner-occupied
or social rented. The term can cover on the one hand very short-term lets and rooms let to lodgers, and on the other,
properties in which the same households have lived for decades under controlled conditions. Some would define the PRS
as dwellings let at market rents, but the sector includes many properties where rents are nowhere near market levels--
indeed some PRS housing is rent-free (properties provided by parents for their children, for example). Moreover, while
the vast majority of landlords are individuals, corporate entities, local councils and housing associations may also own
private rented property. That said, the majority of PRS landlords and tenants are willing buyers and sellers who contract
on the basis of Assured Shorthold Tenancy arrangements with a minimum security of six months.

The idea of Buy-to-Let may simply be about motivation among individuals and small companies. But in practice the term
can be defined in a number of different ways. Buy-to-Let is often used to refer to all properties purchased to let out on the
market by individual landlords, whether using equity or debt. This definition includes owner-occupiers who (re)mortgage
their principal homes to buy a rental property, as well as those who have paid off their mortgage (whatever form it took).
But in the financial context, and in the context of the issues government is currently concerned about, Buy-to-Let refers
to a particular form of mortgage introduced in the mid-1990s and based on rental returns, which may be taken up by
individuals or companies. In the main policy sections of this report, ‘Buy-to-Let' refers to that part of the market currently
financed by such mortgages and to those buying and selling properties within this subsector. Originally a brand name,
the term is now used generically.
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THE PRIVATE RENTED
SECTOR TODAY

This chapter profiles the private rented sector (PRS) in the UK. Its size has more than
doubled in the last 25 years and the sector now accounts for about one-fifth of all
dwellings. Despite policy initiatives to encourage corporate investment the bulk of
landlords are private individuals, many owning just one unit. Data about landlords
and their financial models are patchy and contradictory, though it is clear that those
who deliberately invested (and not all did) often did so as a form of pension provision.

The highest proportions of PRS housing are found in cities, especially London. Tenants
are more likely to be young, working and/or migrants, though increasing numbers of
families with children are in the PRS. The decline in the number of social rented units
means many low-income households live in the sector, and about a quarter of PRS
tenants receive housing benefit.

Landlords are taxed at their marginal rate on their rental income net of expenses,
which at the moment includes interest paid on Buy-to-let Loans. The UK treats
landlords for tax purposes rather less favourably than many developed countries in
two ways: it does not allow depreciation nor can rental losses be offset against other
types of income.

What is private renting?

The private rented sector (PRS) is defined in UK statistics as all rented dwellings not owned by
local authorities or housing associations. Thus it comprises dwellings owned by private individuals
or companies and rented, generally at market rents, to other households. According to the latest
figures, the PRS makes up 19.6% of dwellings in England (DCLG Live Table 104). The PRS houses
19% of households (DCLG: English Housing Survey 2014/15). This makes England broadly typical
of European nations (Table 2.1) although there is a wide spread of tenure patterns: Germany and
Switzerland have much larger private rented sectors, while in Spain and the Netherlands the sectors
are much smaller?.

Table 2.1: Private rented sector as proportion of dwelling stock in European

countries
Country % of stock Year
Germany 49 2010
France 21 2011
Ireland 19 2011
England 18 2011
Denmark 17 2011
Austria 16 2012
Scotland 12 2011
Spain 11 2011
Netherlands 9 2010

Source: Social Housing in Europe (Scanlon, Whitehead and Fernandez, eds)



Who is housed in the PRS?

On the whole, households in the PRS are more likely to be
Young - 35% are aged 25 to 34
Singles or couples (although the proportion of families with children is growing)
On lower-than-average incomes

Migrants from other countries.

Table 2.2 summarises some of the more important attributes of the sector. In particular, it shows that private renting
is for those of working age and mainly for those who are in work. It plays a key role in accommodating households
coming into the country from abroad and those moving around the country, particularly for job-related purposes.
The vast majority of international migrants entering the country move into privately rented accommodation: 74%
of those who have been in the country for less than five years live in the PRS. This only drops to below 50% among
those who have been here for more than ten years. Overall, 39% of foreign born households are private tenants
(Vargas-Silva, 2015).

The PRS also plays an important role in accommodating those, including homeless families, who are unable to access

social housing. Such households are normally outside the labour force and depend on housing benefit to pay their rent
(Wilcox et al, 2015).

Table 2.2: Characteristics of private tenants in England, 2014/15

Private Social Owner
tenants tenants occupiers
% % %
Gross weekly household income under £300* 30 58 18
Economic status of head of household
full or part-time work 71 38 61
other inactive 9 22 3
retired 9 30 35
full-time education 5 9 1
unemployed 7 0
Household type
couple, no dependent child(ren) 23 16 44
couple with dependent child(ren) 23 16 23
one person under 60 20 17 9
other multi-person households 14 11 6
lone parent with dependent child(ren) 13 17 2
one person aged 60 or over 7 24 16
Ethnicity: Head of household not British or Irish* 23 7 3

Source: English Housing Survey 2013/14; English Housing Survey Headline Report 2014/15. *latest available data 2013/14.

"Where relevant in this discussion we exclude resident landlords, as research has found that they differ significantly in terms of motivation and business model from other
landlords (Crook and Kemp, 2011).

“However it should be noted that the definition of the PRS varies considerably between countries and it is often a residual figure.
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With respect to the role of private renting in mobility more generally, the English Housing Survey shows that around one-
third of private tenants have moved in the past year as against 11% of all households, while two-thirds of private tenants
have been in their current accommodation for fewer than three years. In 2014-15, 57% of private tenants said they
expected to buy—a fall from 61% the year before. However, over the longer term the rate was not significantly different
from the 59% of private renters who expected to buy in 2008-09 (DCLG, 2016).

What do they pay?

Like so much of the information about the PRS, the data about private rents are incomplete. One official source gives an
average (mean) private rent in England in 2014/15 of £775 (English Housing Survey, 2014/15). Another says £625 was
the median private rent for the same year (Valuation Office Agency), suggesting that the average figures in the English
Housing Survey are pulled up by some very high rents.

The English Housing Survey gives distribution of rents by household type. In 2013/14 (the most recent year for which this
breakdown was available) the average PRS monthly rent for all household types in England was £763 (Table 2.3). Multi-
person households (generally single people sharing) paid the most, at an average of £1135, while single persons paid on
average about half that (£563).

Table 2.3: Average monthly rents by household type, all England

2013 /14 2014/ 15
£ £

Household type

other multi-person households 1135

couple with dependent child(ren) 797

couple, no dependent child(ren) 719

lone parent with dependent child(ren) 715

one person 563
All private renters 763 775

Source: English Housing Survey 2013/14 Annex Table 4.3; 2014/15 Annex Table
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There is large regional variation in rents. The highest levels are found in inner London, and the lowest in the north of
England. Table 2.4 presents data for England from the Valuation Office Agency, and for England and Wales from an

estate-agency survey based on 20,000 properties.

Table 2.4: Median and lower-quartile monthly rents by English region

VOA Your Move/Reed Rains

Oct 2014 - Sept 2015 December 2015
Area Lower Quartile Median Average

£ £ b
ENGLAND 625
ENGLAND AND WALES 1135 794
London 1,700 1,400 1,251
Inner London 1,300 1,625
Outer London 995 1,250
South East 650 800 766
East 550 656 831
South West 545 650 669
West Midlands 450 550 593
North West 425 525 599
East Midlands 430 525 608
Yorkshire and the Humber 425 498 556
North East 400 475 517
Wales - - 560

Source: Valuation Office Agency Private Rental Market Summary Statistics 2014-15; Your Move/Reeds Rains Buy-to-Let Index December 2015
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Some 27% of private tenants receive housing benefit and a further 10 - 15% are thought to be eligible for small amounts
of allowance but do not claim. Figure 2.1 shows how housing benefit and allowance for the PRS have grown since the
1990s, with projections to 2018 (as at 2013). Since then projected figures have been held roughly constant by additional
policy constraints on payments and by the rise in the number of working households. However, over the next five years,
benefits paid to PRS tenants are expected to continue to rise as a proportion of the total, accounting for a projected 39%
of the total housing benefit bill of over £24bn in 2020/21 (UK Government, 2015). This is higher than payments to the
housing association sector.

Figure 2.1: Housing benefit expenditure by tenure, Great Britain, 1994/95-2018/19
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Source: Outturn and Forecast, Autumn Statement 2013, Housing Benefit https://www.gov.uk/government/publications/benefit-expenditure-and-caseload-tables-2013

The stock of homes in the PRS

Private rented housing is concentrated in cities (especially London). In the UK most rental housing, like most housing
generally, is in the form of houses, even in areas with a high proportion of renting. However, flats are over-represented
in the PRS stock and the ‘typical’ PRS unit is considered to be a two-bedroom flat. According to the 2013/14 English
Housing Survey, 21% of England's dwelling stock was flats but they accounted for 35% of private rented housing. In
London, where overall 49% of dwellings are flats, they account for 57% of private rented housing (Table 2.5).

Table 2.5: Private rented stock by type of area and dwelling, 2013/14

Area Houses Flats Other types of dwelling
% % %

London 37 57 6

Urban other 65 33 2

Rural 88 12 0.3

All private rented dwellings 62 35 3

Source: English Housing Survey, 2013-14, Annex Table 4.8
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Acc