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SECTORING OF HOUSING

1. A particular instance where the decision on sectoring can have important effects on the level
of GDP is that of housing.  There are three sorts of housing in most economies, (i) privately rented
housing where the rents paid cover all costs to the owner and leave a surplus, (ii) owner occupied housing,
and (iii) housing rented by government.  In principle, allocating the first of these to non-financial
corporations and the second to households presents no problem.  The difficulties arise with the third case,
government housing.

2. This may be organised in a number of ways.  There may be a state housing corporation,
owned by government but existing as a separate legal entity.  Equally, the activity of providing
accommodation to households may be managed by government directly from the state budget without
clearly separating the accounts for this activity from others conducted by government.  The exact form of
the unit providing the services is not the concern of this paper.  It is assumed for the sake of argument that
either a separate unit exists or that enough information exists that a quasi-corporation could be postulated.
For the sake of the following discussion, it is assumed that the cost of operating the housing is 100 but the
value of rents paid by households is only 20.

3. The first option is to treat the activity as a government controlled non-financial (quasi)
corporation.  The activity must therefore be treated as market;  the value of output is 20 matched by
household consumption expenditure of 20.  The remaining 80 is paid by government to the (quasi)
corporation as a subsidy on production.  GDP includes only value added relating to the output of 20, that
is it will include a large negative operating surplus.

4. There are still those who would like to suggest that even while leaving the (quasi)
corporation in the non-financial sector, the value of output could be set to the sum of costs, that is 100.
Since household consumption expenditure is still only 20, the remaining 80 must come either from a
subsidy given by government to households or be seen as a purchase of services by government on behalf
of households.  Both these alternatives amount to consumer subsidies and represent an approach rejected
by the SNA and in particular by the representatives of countries in transition involved in the revision
process.  It is the rejection of these alternatives which lead to the position that entities in the non-financial
corporate sector must be market producers with output valued in relation to the receipts from sales and not
according the value of costs.

5. The remaining option is to treat the activity as part of government (even if a separate legal
entity exists) and to value the output as non-market output, value 100, of individual services.  Of this, 20
is still household consumption expenditure, 80 represents social transfers in kind from government to
households and actual consumption of households is 100.

6. What is the basis for choosing each of these two solutions?  One could be the motivation of
government.  Typically, even though transport and communication activities may be subsidised by
government, these are usually regarded as typically market activities and classified to the non-financial
sector.  The reason for subsidising them may be in part geographical, for example to discourage urban
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crowding and to facilitate commuting to urban areas or to permit good communication regardless of
geographical dispersion; it may have an economic base in terms of keeping costs to enterprises down;  it
may have a social aspect in allowing all households access to means of transport and communication
services which might not be affordable at a non-subsidised price.  Typically, however, these services are
made available to the whole of the economy, enterprises as well as households, and are not focussed on
particular classes of households in general though special extra concessions may be made for example to
pensioners.  In contrast to this, health and education services are typically seen as being provided for
reasons of social equity and are focussed on those assumed least able to pay, the sick and those with
children to support, but most in need.  Whereas some transport and communication services may be
collective in nature, all of health and education are clearly individual.

7. A consequence of treating housing as a non-market service is that displaying actual
consumption on housing as 100 and consumption expenditure as 20, the social welfare aspect of the
subsidy is clearly apparent and comparisons between different groups of households, or between countries,
as in the ICP is facilitated.  These reasons therefore seem to argue quite strongly in favour of treating
housing as a non-market activity of government.  What is the argument against?

8. The main objection comes when considering comparisons over time or across countries
where the relationship between cost and rents varies.  Consider the table below.  Here we assume that as a
result of government policy, housing rents are raised over a period of four years so that by the end they
cover all costs including consumption of fixed capital.  For simplicity, we assume no inflation and no
change in the pattern of costs.

Year 1 Year 2 Year 3 Year 4
Intermediate consumption 80 80 80 80
Consumption of employees 10 10 10 10
Consumption of fixed capital 10 10 10 10
Total costs 100 100 100 100
Rents 20 35 70 110
Market production calculations
Gross value added (market prices) -60 -45 -10 30
Implied subsidies on products 80 65 30 0
Social transfers in kind 0 0 0 0
Non-market production calculations
Gross value added 20 20 20 20
Subsidy 0 0 0 0
Social transfers in kind 80 65 30 0

9. When making market price calculations, gross value added at market prices is calculated
simply as output (the value of rents) less intermediate consumption.  The assumption is that a subsidy is
payable and equal to the difference between output and the total costs.  For non-market calculations, the
value of output is set equal to the sum of costs.  The contribution to GDP (at market prices) is again
calculated as output less intermediate consumption but in this case has the value of 20 in each year.  No
subsidy is payable but the excess of output over the rents received is treated as individual consumption of
government and thus social transfers in kind.  While the values for subsidies in the first case and social
transfers in kind in the second are identical, the impact on GDP is quite different.
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10. The first thing to note is that in the non-market case in year 1, GDP will be higher than in the
market case by 80 simply because of the decision made on the appropriate treatment.  The evolution of
time under the two scenarios is also quite different.  In the first case, the fact that government policy
causes value added in housing to increase dramatically clearly reflects actual practice.  In the second, there
is no change in the contribution to GDP over the four years and the effect is clear only through changes in
social transfers in kind.

11. The fact that social transfers in kind in the non-market case disappear by year 4 shows that
the decision to treat the activity as non-market is by then quite unjustified.  By year 4 at least, we must
revert to the market case.  The next question, therefore, is at what point the market assumption should be
adopted?

12. It is the case, of course, that some activities may remain subsidised by government for the
indefinite future.  Such might well be the case for health and education services.  In such instances, where
the activities constitute individual services to households and where government is expected to continue
high levels of provision of such services as a matter of social policy, it would be appropriate to continue to
treat these as non-market activities of government.  In a case such as housing where the criterion of
individual service is met, the question of treatment would then turn on the medium term intentions of
government.  If the intention is to operate the activity under market conditions within a space of, say three
to seven years, it would be appropriate to treat it as market from the time this decision is taken so that the
effect of market activity is reflected as expected in the levels of GDP and other aspects of the national
accounts.  There are other activities, where the output cannot be construed as individual services, say the
operation of a steel mill or coal mine, where major funding may come from government subsidies.  Here
too the decision to make the activity subject to the market provides a rationale for measuring its output
according to market production conventions rather than leave it in the government sector as collective
consumption.

13. In the discussions leading to the revision of the SNA, much time and energy was devoted to
the idea of identifying how to distinguish market from non-market producers.  It was considerations such
as the above which led ultimately to the decision to leave flexibility to individual countries by recourse to
the introduction of the concept of “economically significant prices”.  Under this guidance the solution
suggested above would be possible.

14. In seeking to eliminate flexible interpretation of the guidelines as a cause of methodological
differences between EU members, Eurostat has specified in the ESA that the decision on market versus
non-market production should be based solely on whether the value of sales covers more or less than
50 per cent of the costs.  If adopted in the example above, in the first two years housing would be treated
as a non-market activity; in years 3 and 4 as a market activity.  This is turn would lead to the following
table of entries in the national accounts.

ESA solution Year 1 Year 2 Year 3 Year 4
Gross value added 20 20 -10 30
Subsidies on products 0 0 30 0
Social transfers in kind 80 65 0 0
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15. The fact that the change in all series between year 2 and 3 is due to a different method of
measuring housing output will not be clear to most users.  When this effect is compounded by other
changes in the accounts including significant inflation, it may not even be easily apparent to the compiler
how much of the change in GDP between one year and the next is due to the “graduation” of an activity
from non-market to market treatment.  For this reason, it is difficult to advocate this solution in this case.

16. Does this mean the ESA recommendation is mistaken?  Not necessarily.  It does show,
however, that the clear-cut decision in ESA can only be applied sensibly to countries where there is no
major structural change from heavily subsidised state activity to market activity taking place.  This is the
general case for existing members of the EU, though even here, there may be anomalous results in
individual industries as the process of privatisation of state monopolies continues.  In the case of countries
in transition, this sort of radical structural change is exactly what is covered by the term “in transition”.
The simple example above shows how anomalous results would appear for housing; a similar situation
would also arise for any activity moving from a position of large state subsidy to market conditions.

17. It seems clear that a means should be found of avoiding the step problem demonstrated
above.  There are basically two ways of doing this.  One is to continue using a non-market approach past
the 50 per cent cut-off and the other to start using the market approach earlier.  The example in the first
table shows what may happen if a non-market approach is used too long; the excess of revenues over cost
do not show up in the calculation.  Clearly by year 4 the activity is purely market, but at what point should
the change be made?  Setting the cut-off point at 20 or 10 per cent rather than 50 per cent will still
introduce the same step effect though not as acutely.  Deciding the appropriate level comes back to all the
ambiguities that lead to choosing 50.  If, after whatever threshold, housing is reallocated back from
government to non-financial corporations not just in the year in question but retrospectively in order to
determine consistent time paths, the set of data under the market assumption will result.

18. Having considered this alternative, therefore, the suggestion made by OECD is that countries
in transition should treat state subsidised activities as non-market only if the share of the subsidy is greater
than 50 percent and there is no clear intention by government to make the activity subject to market
pressures in the medium term.  In the meantime, to highlight the distortions caused by the prevalence of
state intervention in markets, and the reduction in such distortions as market practices are introduced, it
would be preferable to let these show in the national accounts as suppressions of GDP by treating
activities such as housing according to the rules governing market activities.

19. Questions for discussion:

-- Is the ESA criterion for the distinction between market and non-market producers appropriate
for countries in transition at the present time?

-- If not, should activities in transition from non-market to market behaviour be accounted for
according to the guidance for market producers to make the change in behaviour apparent in
measures of GDP and more generally throughout the accounts as the changes are taking place
and not only in retrospect?


