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Summary and conclusions

Badly-designed housing policies played an important role in triggering the recent
economic and financial crisis. This chapter investigates how housing policies should be
designed to ensure adequate housing for citizens, support growth in long-term living
standards and strengthen macroeconomic stability.

Governments intervene in housing markets to enhance people’s housing opportunities
and to ensure equitable access to housing. These interventions include fiscal measures, such
as taxes and subsidies; the direct provision of social housing or rent allowances; and various
regulations influencing the quantity, quality and price of housing. Housing policies also have
a bearing on overall economic performance and living standards, in that they can influence
how households use their savings as well as residential and labour mobility, which is crucial
for reallocating workers to new jobs and geographical areas. Indeed, as recent OECD analysis
shows, effectively supervised financial and mortgage market development combined with
policies that enhance housing supply flexibility are key for macroeconomic stability. The
main conclusions of that analysis are summarised below, and each is then described in more
detail in the remaining sections of this chapter:

e Innovations in mortgage markets should be coupled with appropriate regulatory oversight and
prudent banking regulations. Financial liberalisation and mortgage innovations have
increased access to credit and lowered the cost of housing finance. This has had positive
implications for previously credit-constrained households, allowing them a better
chance of owning their own home. But regulatory reforms in mortgage markets may also
be behind a noticeable increase in house prices — by an average of 30% in OECD
countries — and in house price volatility. Moreover, deregulation can pose risks for
macroeconomic stability if it triggers a significant relaxation in lending standards and a
subsequent increase in non-performing loans. This is why there is a need for regulatory
oversight and prudent banking regulations.

e Housing supply responsiveness to demand can be improved in many OECD countries, but care is
needed to avoid volatility in residential housing investment. Supply of new housing that is
responsive to prices helps to avoid excessive volatility in house prices, but greater
responsiveness can also translate into more volatile residential investment.
Responsiveness can be increased by streamlining cumbersome construction licensing
procedures, and - in countries with a shortage of land for residential construction - by
encouraging the use of land through better linking the assessment of property value for
tax purposes to the market value.

e Housing policies can facilitate residential mobility, better match workers with jobs and help the
labour market recover from the recent crisis. For example:

- Estimates suggest that increasing the responsiveness of housing supply from the low
level that prevails in the Netherlands to the average OECD level would increase
households’ annual mobility rate by around 50%, possibly because a responsive supply
evens out housing costs across regions.
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- Easier access to credit is also associated with higher household mobility, because it
provides access to more housing options and makes it easier to finance moving costs.
However, high leverage rates can also pose risks to mobility as households with

negative equity are often unable to move.?

- Easing the relatively strict rent controls and tenant-landlord regulations that are
found in some Nordic and continental European countries could significantly increase
residential mobility by improving the supply of rental housing and preventing the
locking-in of tenants.

- Reducing the high costs involved with buying a residence that exist in some
continental European countries could also enhance residential mobility. This would
include tax restructuring and removing or curbing regulations that limit competition
among intermediaries involved in housing transactions (e.g. notaries and real estate
agencies).

e Housing policies should be designed to be efficient and equitable:

- Remove tax distortions by taxing housing and alternative investments in the same
way; this implies taxing imputed rents and allowing mortgage interest to be tax
deductible. Tax treatment of owner-occupied housing is often favourable relative to
other forms of investment, notably due to the fact that imputed rental income is
generally not taxed, while mortgage interest is often deductible. Such tax treatment
can have undesirable consequences for the allocation of savings and investment in
housing and in other markets. Moreover, tax breaks tend to be capitalised in house
prices, thereby preventing some financially-constrained households from owning
their home. Mortgage interest deductibility also tends to favour the better off, since
the propensity to own a house rises with income. However, most countries do not tax
imputed rent; using recurrent property taxes as a substitute is not sufficient as these
taxes are not large enough to offset the mortgage subsidy. In such circumstances a
“second best” approach could be either to remove mortgage interest relief or to scale
up recurrent property taxes by levying them on cadastral values that are aligned with
market values.

- Redesign regulations that bring rents far out of line with market values or tilt the
balance of tenant-landlord relations disproportionally in favour of either party. Strict
rental regulations are associated with lower quantity and quality of housing and their
benefits for tenants are not certain. Indeed there is no clear evidence that average
rents in countries with stricter controls are lower. Moreover, especially if they are
poorly targeted, rental market regulations may have undesirable redistributive effects
among different categories of tenants.

- Use carefully-designed, targeted social housing systems and portable rent allowances
to ensure housing for low-income households. Social housing systems which are
directed to those most in need seem able to achieve their goals at a lower cost than
less targeted systems, although they need to be carefully designed to avoid any
adverse implications for social mix, mobility and associated labour market outcomes.
Well-designed portable housing allowances may be preferable to the direct provision
of social housing as they do not seem to directly hinder residential mobility.
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Housing policies and recent housing market developments

The extreme developments in housing markets were a key feature of the current
economic crisis and the run up to it (e.g. OECD, 2010). In many OECD countries, the general
increase in real house prices since the mid-1980s (Table 4.1)3 came to an abrupt halt
immediately before or as the crisis began (André, 2010). Large corrections in house prices
in many countries reduced households’ wealth and consumption, as well as residential
investment. New OECD analysis shows that past developments in real house prices and
residential construction were not only affected by macroeconomic factors such as income
and interest rates, but also by structural features and policies in housing and housing
finance markets. These shaped the size and pattern of housing demand shocks, the
responsiveness of supply and consequently overall residential construction and price
patterns. This section explores these policies and their impacts.

Table 4.1. Changes in real house prices across OECD countries’
1980 (or earliest year available)-2008

Very large increases Moderate to large increases Stable or declining
(90% or more) (20% to 90%) (less than 20% increase)
Australia Austria Chile
Belgium Canada Germany
Finland Denmark Hungary
Ireland France Israel
Netherlands Greece Japan
New Zealand Italy Korea
Norway Slovenia Portugal
Spain Sweden Switzerland
United Kingdom United States

1. Nominal prices deflated by the consumer price index.
Source: National statistical offices and OECD (2010), OECD Economic Outlook: Statistics and Projections Database.

Financial market liberalisation eased access to credit and increased owner-occupancy
among credit-constrained households

Housing finance markets have changed drastically over recent decades, reflecting a
wave of financial reforms motivated by broader economic efficiency goals. Liberalisation
significantly expands borrowing opportunities and lowers borrowing costs for housing,
resulting in a substantial expansion in the supply of mortgage loans in many countries
(ECB, 2009; Ellis, 2006). One key development has been the significant reduction in down
payment requirements, enabling households to rely more on debt to finance housing
investment. Requirements for high down payments tend to negatively affect lower income
consumers and particularly younger households, who often have had less time to
accumulate the necessary capital for a deposit. One measure of this down payment
constraint is the maximum loan-to-value ratio — the maximum permitted value of the loan
as a share of the market price of the property.* Estimates suggest that a 10 percentage
point decrease in the maximum loan-to-value ratio is associated with a 12% rise in the
home ownership rate among younger low-income households (i.e. owners aged 25-34 years
in the second income quartile) compared to a typical household.”

The links between deregulation, house prices and house price volatility

The expansion in the availability of credit has increased housing demand and real
house prices in many countries. Financial deregulation is estimated to have increased real
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house prices by as much as 30% in the average OECD country over 1980 to 2005. On the one
hand, more competitive mortgage markets with more diverse funding sources, lenders and
loan products are likely to strengthen economic resilience by facilitating housing equity
withdrawal.® On the other hand, they also make it easier for investors to borrow to buy
homes, which may make house prices more volatile. In fact, increases in permissible
leverage (measured by the maximum loan-to-value ratio) tend to exacerbate real house
price volatility in a large sample of OECD countries (Table 4.2). Greater house price volatility
in turn can decrease macroeconomic stability and income certainty for households. It can
also raise systemic risks as the banking and mortgage sectors are vulnerable to
fluctuations in house prices due to their exposure to the housing market.

Table 4.2. The effect of policies on reducing real house price volatility’

Real house price volatility

can be reduced by... Policy experiment

25% A further improvement in banking supervision equivalent to that observed on average in OECD
over the 1990-2005 period (based on an index sourced from Abiad et al. 2008).

20% Reducing the maximum loan-to-value ratio by 10 percentage points.2

19% Increasing the estimated supply elasticity from the level observed in Ireland to the level in Canada

(see Figure 4.1).

1% Reducing the tax relief on mortgage debt financing costs from the level observed in Netherlands
to the level in Sweden (see Figure 4.7).

1. The policy experiments are roughly equivalent to the impact of a one standard deviation change in the policy
variables of interest on real house price volatility. Estimates are based on random effects panel regressions for
between 16 and 20 OECD countries, over the period circa 1980-2005. The dependent variable is the standard
deviation in annual real house price growth and the model also controls for macroeconomic volatility and time
fixed effects (see Andrews (2010) for details).

2. Over the sample period, loan-to-value ratios range from a minimum of 56% to a maximum of 110% in OECD
countries.

Source: Abiad, A., E. Detragiache and T. Tressel (2008), “A New Database of Financial Reforms”, IMF Working Paper

No. 08, Vol. 266, International Monetary Fund; Andrews, D. (2010), “Real House Prices in OECD Countries - The Role of

Demand Shocks and Structural and Policy Factors”, OECD Economics Department Working Papers.

The link between banking supervision and house price volatility

Inadequate banking supervision and, in turn, poorly underwritten residential
mortgage contracts played a significant role in the run up to the recent financial crisis,
which was characterised by a noticeable increase in house price variability. While easing
credit constraints is generally desirable, in the absence of adequate regulatory oversight,
policy changes that trigger a relaxation in lending standards can increase non-performing
loans (i.e. loan that is in default or close to being in default), thereby jeopardising
macroeconomic stability. For instance, lending standards in the United States were
significantly relaxed during the housing boom: in 2001, only 8% of home purchasers had a
down payment of zero, but by 2007 this figure had risen to 22% (US Census Bureau, 2007).”
The OECD estimates that the quality of banking supervision can have a large impact on
house price volatility. For the average OECD country, a further improvement in supervisory
arrangements equivalent to that observed over the 1990-2005 period could reduce real
house price volatility by around 25%, all other things being equal (Table 4.2).2

House prices increase more where housing supply is slow to respond to demand

The price responsiveness of new housing investment determines the extent to which
increases in demand for housing, for instance following easier access to credit, result in
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higher prices rather than in more housing investment. According to OECD estimates, the
long-run price responsiveness of new housing supply tends to be relatively strong in North
America and some Nordic countries, while it is weaker in continental European countries
and the United Kingdom (Figure 4.1; Caldera Sanchez and Johansson, 2011).

Figure 4.1. Variations in responsiveness of new housing supply to prices,
selected OECD countries
Estimates of the long-run price-elasticity of new housing supply’
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1. Estimates of the long-run price elasticity of new housing supply where new supply is measured by residential
investments. All elasticities are significant at least at the 10% level. A greater number indicates a more responsive
supply. In the case of Spain, restricting the sample to the period 1995-2007, which would reflect recent
developments in housing markets (such as the large stock of unsold houses resulting from the construction boom
starting in 2000 and peaking in 2007-09), only slightly increases the estimate of the elasticity of housing supply
from 0.45 to 0.58. Estimation period early 1980s to mid-2000s.

Source: Caldera Sanchez, A. and A. Johansson (2011), “The Price Responsiveness of Housing Supply in OECD
Countries”, OECD Economics Department Working Papers, forthcoming.
Statlink sw=7 http://dx.doi.org/10.1787/888932368669

In the short to medium term, an increase in housing demand (e.g. caused by mortgage
market deregulation, higher levels of activity and employment or migration inflows) would
translate into smaller increases in real house prices if housing supply is more responsive.
Responsive housing supply is especially important to avoid bottlenecks in different
segments of the market. However, the flip side is that in flexible-supply countries, housing
investment adjusts more rapidly to large changes in demand. This contributes to more
cyclical swings in economic growth, as witnessed by recent developments.

Despite this trade-off, in the longer term a more flexible supply of housing is generally
desirable as it allows a better match of housing construction to changes in housing
demand patterns across the territory. Estimates show that the influence of supply
responsiveness on the reaction to housing demand shocks is likely to be large, all else
being equal. For example, if the responsiveness of new supply is reduced from the
relatively high level estimated for Japan to the level in New Zealand (see Figure 4.1), the
increase in house prices associated with a given increase in demand is at least 50% larger
(Andrews, 2010). During recent decades very large price increases were observed in the
United Kingdom and the Netherlands - in these two countries the responsiveness of new
housing supply to housing prices is noticeably low (Figure 4.1). By contrast, other countries
where supply tends to be more flexible, such as the United States, experienced more
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moderate price increases. Estimates also show that house prices are more volatile where
housing supply is rigid, because variations in demand translate more fully into changes in
prices (Table 4.2).

How can public policies affect supply responsiveness?

Housing supply may be constrained by both policy and non-policy factors.
Geographical and demographic conditions — such as physical limitations on land for
development and the degree of urbanisation — can restrict housing supply in certain areas.
Indeed housing supply responsiveness tends to decrease as population density increases
(Figure 4.2, Panel A). But public policies also play a role via land-use and planning or rental
regulations, with new housing supply responsiveness tending to be lower in countries
where it takes longer to acquire a building permit (Figure 4.2, Panel B).

Figure 4.2. Supply responsiveness is weaker where land is scarce and land-use
regulations cumbersome

A. Scarcity of land B. Land-use regulations
Supply responsiveness’ Supply responsiveness’
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1. OECD estimates of country-specific supply responsiveness.

2. Population density measured as population per km?.

3. The number of days to obtain a building permit is obtained from the World Bank Doing Business Database.
*** denotes statistical significance at 1% and ** at 5% confidence level.

Source: OECD estimations based on Caldera Sanchez, A. and A. Johansson (2011), “The Price Responsiveness of
Housing Supply in OECD Countries”, OECD Economics Department Working Papers, forthcoming; United Nations (2007),
Demographic and Social Statistics Database; World Bank (2009), World Bank Doing Business Database.

Statlink sw=7 http://dx.doi.org/10.1787/888932368688

Housing supply can be made more responsive by designing and enforcing efficient
land-use regulations, such as streamlining complicated construction licensing procedures
and easing planning restrictions on multi-family construction (typically dwellings for rent)
in order to increase the supply of private rental housing (Schuetz, 2007). Apart from
improving land-use regulations, providing infrastructure and other public services along
with housing - such as road junctions or water drainage - is also likely to influence supply
(e.g. Barker, 2008). Moreover, well-designed taxes on vacant properties and undeveloped
land can encourage the appropriate use of land for residential and business property in
urban areas. For instance, linking the assessment of property value for tax purposes to the
market value may increase incentives for developing vacant land as market prices also
reflect its development potential (OECD, 2009).

ECONOMIC POLICY REFORMS 2011: GOING FOR GROWTH © OECD 2011 9






