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PREFACE

The research for this note was undertaken at the invitation of
the Office of Policy Development and Research, U.S. Department of
Housing and Urban Development (HUD). A condensed version was pub-
lished in the proceedings of a HUD-sponsored conference on rental
housing held in Washington, D.C., on 14 November 1980.* The present
document contains additiomal detail on recent changes in the price
of rental housing services and the cost of providing such services
(pp. 13-40).

Technical documentation of research underlying the findings re-
ported here is available in a companion note, Inflation Indexes. for
Rental Housing, The Rand Corporation, N-1832-HUD, January 1982. The
contents of both notes will be incorporated into a broader analysis
of recent housing market trends and their implications for public
policy, to be published by The Rand Corporation later this year
under the title, Inflation and Housing Policy.

Donna Betancourt and Michael Shanley helped assemble and orga-
nize the data for this note. The draft was typed by Gwen Shepherdson.
The research was partly supported by the U.S. Department of Housing
and Urban Development under Grant Nos. H-5348-SG and H-5434-SG.

*

John C. Weicher, Kevin E. Villani, and Elizabeth A. Roestacher,
editors, Rental Housing: Is There a (Crisis?, The Urban Institute
Press, Washington, D.C., 1981.
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SUMMARY

Recent public discussion of the "rental housing crisis" reflects two
widespread beliefs: (a) that rental housing is in short supply, and
(b) that rents have consequently risen faster than renters' incomes.
These perceptions underlie recommendations for measures to increase
the supply of rental dwellings by subsidizing new construction and
restricting conversions to nonrental uses; measures to restrain rent
increases; and measures to subsidize the operation of existing rental

properties or their low-income tenants.

Analysis of recent price changes in the rental housing market yields
strong evidence that market conditions have been badly misinterpreted,
mainly because general price inflation has masked real changes in the
production and consumption of rental housing. During the 1970s, real
consumption of rental housing services per household and per capita
increased considerably. Although local conditions vary, nationally
there is an excess supply of rental housing; consequently, rental
revenue has risen less than operating costs, and the average net

‘operating return, expressed in constant dollars, has declined.

Between 1970 and 1980, the full cost of a fixed bundle of rental
housing services increased by 103 percent, but the consumer price
index rose by 113 percent during the same period, indicating a slight
decrease in the relative price of rental housing services. Although

renters' real incomes fell by 19 percent between 1969 and 1978, that
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decline does not reflect the fortunes of individual renter households;
rather, it reflects a change in household composition at least partly
due to rising real income per capita, and home purchases by the more
prosperous renters. During the decade, renter households increased
their per capita consumption of space by about 13 percent, and the

average quality of their dwellings rose.

The cost of supplying rental housing services rose much faster than
did rental revenue. Between 1970 and 1980, rental property operating
costs increased by 141 percent, as compared with an 87 percent increase
in rental revenue. Net operating return--the income available for
depreciation, debt service, and equity returns--increased by 34 percent
in current dollars, but decreased by 37 percent in constant dollars.
Capitalizing net operating return suggests that the average value of
rental properties, measured in constant dollars, fell substantially

during the decade.

The only satisfying explanation for the declining operating return to
rental housing is that an excess supply of rental housing prevents
landlords from raising rents to compensate for cost increases. So
long as that condition prevails, we should expect the owners of rental
property to seek alternative uses for it, such as converting rental

apartments to condominiums.

In such a market, measures to regulate rent increases are redundant;

excess supply already performs that function. Measures to increase
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supply will merely add to the surplus, pushing more existing
properties into bankruptcy. Subsidizing the operations of existing
dwellings or subsidizing low-income renters would benefit both the
landlords of existing properties and their tenants, albeit at

considerable cost to the taxpayer.
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THE RENTAL HOUSING CRISIS: THE GAC REPORT

In November 1979, the General Accounting Office reported to Congress

that rental housing was a national problem that needed immediate

attention:

Millions of Americans cannot afford home ownership and cannot
find affordable rental housing. Immediate national attention
is necessary if an adequate supply of affordable rental housing
is to be available. The Department of Housing and Urban
Development is the principal Federal agency responsible for
providing assistance for rental housing. Thé Congress and the
Administration should take steps to mitigate this nationwide

crisis.jl

#1 U.S. General Accounting Office, [Rental Housing: A National
Problem That Needs Immediate Attention], Report to the Congress
by the Comptroller General, CED-80-11, 8 November 1979, cover.
The bulleted summary below is paraphrased from the body of the

report.
The GAO report offers the following evidence in support of its thesis:

o The rental vacancy rate in March 1979 was only 4.8 percent,
the lowest national figure on record.#2 Vacancy rates for
large dwellings are even lower. These low vacancy rates

limit renters' choices and restrict their mobility.
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#2 The Bureau of the Census subsequently revised that figure

to 5.1 percent.

o The stock of rental dwellings available to low-income
families has been reduced in some cities by landlords'
abandonment of unprofitable properties and in others by
conversions to condominium ownership.

o Production of new rental housing decreased sharply during
the first half of the decade; subsequent increases are
partly attributable to a sharp increase in the number of
federally subsidized dwelling starts. In 1978, 44 percent
of all multi-family (54 units) starts were subsidized. Few
unsubsidized new dwellings are offered at rents that
low-income families can afford.

o Rents have been rising faster than renters' incomes, so that
the real burden of their housing expenses has increased,
especially for low-income renters. Nearly half the nation's
renters now spend more than a fourth of income on housing.

o The operating costs of rental properties have risen faster
than rents, imperiling the solvency of many properties, both
subsidized and unsubsidized. Operating cost increases
reflect general price inflation, especially for energy.

o The rental housing stock is aging, adding further to

operating costs. Whereas such costs account for 40 to 50



percent of revenue in new buildings, they account for 60 to
70 percent in pre-1930 buildings.

o Sharply rising home prices and mortgage interest rates
prevent low-income renters from purchasing homes. In 1976,
the median income of new home-buyers was $21,600, whereas
the median for all renters was $8,800. In that year, the
median purchase price for new homes was $44,300, a figure
that implies an annual housing expense of about $5,580, or

63 percent of the median renter's income.

In short, the GAO finds that renters' choices are being progressively
restricted even as their real housing cost burdens increase; landlords
are going broke; and private investors are shying away from an
obviously unprofitable market. Although the federal government
subsidizes a significant share of the market, the need for assistance
far exceeds the government's present ability to provide it. Of 12.5
million low-income renters, only about 2.5 million were helped by

federal programs.

The GAO recommends that Congress appoint a commission to develop
strategies to ameliorate the crisis, including actions to preserve the
existing stock, to encourage new construction, and to persuade
"private industry to enlarge its role in the rental market." The
commission should also propose a national rental housing policy and
plan of action "to foster the availability and affordability of rental

housing."



ANOTHER SIDE OF THE STORY: THE POLLYANA REPORT

The GAO's conclusions are shared by many informed people, in and out
of government, who use essentially the same statistics to make
essentially the same points. This conference was convened to address
the question, What do we need to know about the rental housing crisis
in order to formulate and evaluate federal housing policy? So it is
appropriate to consider alternative interpretations of the data

presently available.

The Pollyana Institute's recent report on the rental housing market

offers such an alternative. The report finds that

The past two decades have seen steady improvement in the housing
circumstances of renters, especially those with low incomes.
Rents in constant dollars have dropped, per capita housing
consumption by renters has increased, and the incidence of both
overcrowding and major housing defects has diminished sharply.
Millions of single adults, formerly constrained to live with
relatives, have been able to afford separate homes--either living
alone or with friends. The supply of suburban rental dwellings
has increased, widening the locational options of those who
prefer renting to owning. And for renters who prefer owning,

the opportunities have seldom been better.#3



#3 The Pollyana Institute, [Rental Housing: Two Decades of
Progress], Washington, D.C., 1980. The bulleted summary below

is paraphrased from the body of the report.

The report offers the following evidence in support of its

conclusions:

o Between 1960 and 1980, the Bureau of Labor Statistics'
consumer price index (CPI) increased by 179 percent. The
index of residential rents rose only 108 percent. For any
renter whose income kept pace with the CPI, the real cost
of a given level of housing consumption dropped by 25
percent. Most of this decrease in relative prices (18
percent) occurred after 1970.

o Given its bargain price, rental housing consumption per
capita increased. The average number of occupied rental
rooms per person in rental households rose from 1.32 in 1960
to 1.73 in 1978. The percentage of rental dwellings with
more than one person per room fell from 16.1 to 5.9. The
percentage lacking complete plumbing facilities fell from
8.3 to 4.0.

o Rising real incomes and bargain rents enabled many adults
who formerly lived with relatives to form separate
households in rental dwellings. Between 1960 and 1978, the
number of rented dwellings occupied by single persons living

alone rose from 4.2 million to 9.6 million, an increase of



129 percent. By 1978, 36 percent of all rented dwellings
were occupied by single persons living alone or with
nonrelatives.

Between 1960 and 1978, the nation's rental housing stock
increased by about 6.4 million units, or 29 percent--despite
the removal of about 375,000 obsolete or inappropriately
located dwellings each year. The additions to inventory
have been concentrated in metropolitan suburbs, broadening
the locational options of urban renters. By 1978, 32
percent of all rental dwellings and 42 percent of those in
metropolitan areas were located in metropolitan suburbs.
Most renters seek at some stage in their lives to buy homes,
both to accommodate home-centered family lives and as
investments. For instance, among married couples 45-64
years of age, 85 percent were homeowners in 1976. The
opportunities for home purchase have steadily improved
since 1940, when only 44 percent of all households owned
their homes. By 1970, that figure had reached 63 percent,
and is expected to reach 67 percent by 1980.

The transition to home ownership has been favored by two
factors: increasing real incomes, which enable households
to spend more for housing; and rising property values, which
improve the investment returns from home purchases.

Between 1960 and 1978, real disposable personal income per
capita increased by 64 percent; about a third of that

growth occurred after 1970. The market prices of both new



and existing homes more than doubled between 1968 and 1977,
bestowing highly leveraged capital gains on home owners and

purchasers.

WHICH REPORT IS RIGHT?

Why do these two reports yield such different messages? Their
statistics come from essentially the same sources, and I have checked
the numbers against those sources. The answer seems to lie in
different principles of selection and normalization and different

implicit models of the rental housing market.

One important difference is that the GAQ report focuses on a few years
of the mid-1970s, whereas the Pollyana report is based on a longer
time span, 1960-80. Time will tell whether recent data, such as the
low rental vacancy rate, signify major market trends or are merely

epiphenomenal fluctuations.

Another is that the GAO report focuses on the rising ratio of rent
expenditures to the incomes of renter households as evidence of
increasing budget strain. The Pollyana report distinguishes price
increases from consumption increases (both occurred), emphasizes
relative prices (residential rent versus the CPI), and stresses
per-capita rather than per-household measures of consumption and

income. These different normalizations lead to different inferences.



Whereas the GAQ report views the rising prices of new and existing
dwellings as a barrier to home purchases by renters, the Pollyana
report interprets the same event as an opportunity for capital gains.
Both views are of course pertinent and could perhaps be reconciled by
distinguishing the profitability of investment from the investor's

cash flow problems.

Underlying several of the contrasts above is a more fundamental
difference in abstractions. The GAO report tends to treat the rental
market as though it comprised (on the demand side) a fixed set of
households whose rents and incomes were changing. The Pollyana report
suggests that the household structure is changing in response to
rising income and housing market conditions, and also that the
division of the total population by tenure is shifting. If either
shift is substantial, using renter households as the unit of

observation for intertemporal comparisons could easily mislead.

For the remainder of this paper, I will shelve both the GAO and the
Pollyana reports, trying for a more balanced view of recent housing

market trends and their implications for public- policy.

THE RENTAL HOUSING MARKET IN THE 1970S: AN OVERVIEW

The level of discontent among renters clearly rose during the 1970s,

but their grievances are oddly unsupported by national statistics. I

estimate that the full cost of a fixed bundle of rental housing



services rose by 103 percent between June 1970 and June 1980, but

the consumer price index rose by 113 percent during the same period;
thus the relative price of rental housing certainly did not increase
and may have fallen slightly. Although the median renter income,
measured in constant dollars, fell by about 19.0 percent between 1969
and 1978, it is not at all clear that the decline in the typical
renters' purchasing power reflects the fortunes of individual renter
families; by my rough calculations, the change in household structure
and the shift of renters to home ownership was more than enough to
account for the downward displacement of the renters' median income
and the rise of the median rent/income ratio during the decade. It is
also clear that renters increased their per capita consumption of
space and that the quality of their dwellings improved during the
decade. The only negative sign is a drop in the vacancy rate from its

1974 peak of 6.3 percent to a low of 5.0 percent early in 1980.

The level of discontent among landlords also rose during the
decade. They complain that the cost of supplying rental housing rose
faster than did rental revenue. I estimate that rental property
operating cost rose by 9.2 percent annually, 1970-80, a rate that
compounds to an increase of 141 percent for a decade in which rental
revenue rose by 87 percent. The net operating return--income
available for depreciation, debt service, and equity returns--

increased by 34 percent in current dollars.
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The 34-percent increase in net operating return can be assessed
from several perspectives, all yielding gloomy conclusions for rental
property investors. Considered as income to the property owner, the
purchasing power of net opérating return decreased by 37 percent
because of general price inflation. Considered as an investment
yield, capitalizing the increased return at 1980 interest rates
implies no change in property value during the decade. Finally,
considering the 34-percent increase in net operating return as an
average value reminds us that many properties must have yielded less.
In those cases, refinancing at current interest rates would create a
severe cash-flow problem for the owner, impeding property sale or

major capital improvement.

It is therefore hardly surprising that landlords whose prospects are
particularly bleak sometimes simply abandon their properties, leaving
them to be vandalized, then demolished by local governments which
usually inherit title in lieu of unpaid taxes. National statistics do
not distinguish such cases from other reasons for removing rental
dwellings from the active inventory, but the Annual Housing Survey
estimates that about 2.8 million rental units were removed between
1970 and 1977 by demolition, accidental destruction, abandonment, or
conversion to nonresidential use. At that pace, 15 percent of 1970's

rental stock will have disappeared by 1980.

A second consequence of declining operating returns has been the

growing reluctance of investors to develop new rental properties.
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From 1971-73, construction starts of dwellings intended for rental use
were running at about 750,000 annually; the number dropped to 230,000
in 1975, and has since fluctuated in the vicinity of 400,000. The
recent experience would be more encouraging except that it reflects
growing federal participation. Whereas in 1972, federally subsidized
multi-family starts comprised 22 percent of the total, in 1978 they
comprised 44 percent; unofficial figures for 1980 put the subsidized

share at over 50 percent.

Although it remains possible to find attractive special situations for
rental property development, lenders are increasingly skeptical of
unsubsidized projecfs. New properties must compete with existing
rental housing, and competitive rents in the current market imply
negative cash flows into an indefinite future. Some industry
spokesmen have said that market rents would have to rise by 25 to 30

percent to tempt much new capital into rental housing investments.

The third consequence of declining operating returns has been the
conversion of existing rental properties to condominiums or
cooperatives. Landlords whose rent receipts are lagging their costs
often find it quite profitable to convert, either directly or through
an intermediary purchaser. The statistics on such conversions are at
best impressionistic, but industry estimates fall in the range

100,000-150,000 annually in recent years.
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The remarkable feature of these conversions is that the change in
tenure sometimes doubles or triples the market value of a property.
Under those circumstances, conversion generates enough cash to retire
the former owner's mortgage, reimburse displaced tenants, and brighten
the lives of any number of middlemen. Not uncommonly, the purchasers
of these dwellings face annual costs that are twice the preconversion
rents. Why are consumers willing to pay so much more as owners than

they would have to pay for equivalent rental quarters?

The answer seems to lie in a magical combination of income tax
advantages and the expectation of highly leveraged cépital gains.

Both interest payments and real estate taxes are deducted from taxable
income, reducing these costs by up to 50 percent, depending on tax
bracket. The market values of nonrental residential properties rose
by about 10 percent annually during the 1970s. To a homeowner with a
20-percent equity, a 10-percent increase in property value represents

a 50-percent capital gain.#&4

#4 A recent study by William B. Brueggman and Richard B. Peiser
indicates that, since 1970, the internal rate of return on home
purchases has far exceeded what a renter could achieve with a
corresponding investment in corporate bonds, after allowing for
housing costs and tax advantages. See "Housing Choice and
Relative Tenure Prices," [Journal of Finance and Quantitative

Analysis], Vol. XIV, No. &4, November 1979, pp. 735-751.
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However, landlords have the same tax advantages as do homeowners, plus
depreciation allowances against taxable income. The difference,
clearly, is that landlords do not expect capital gains from the
long-term ownership of rental property because they do not expect
rents to provide a growing margin of profit. We are thus back to the
central mystery of the rental housing market in the 1970s: Why have

rents risen so slowly?

THE RENTAL HOUSING MARKET IN THE 1970s: MORE DETAIL

Before addressing that question directly, it will help to review in
more detail the events described in this overview. In the following
pages 1 first discuss recent trends in the price and consumption of
rental housing, then discuss trends in landlords' revenues and
operating costs. These discussions rely partly on new statistical
series that I either developed or compiled from scattered sources;
the series are presented in two tables appended to this essay, but

space does not allow documentation of their derivations.#5

#5 An expanded version of this essay, including full statistical
documentation, will soon be published by The Rand Corporatiom,

under the title, [Inflation and Housing Policy].

Although local housing markets are subject to many common influences,
their rents, property values, vacancy rates, and other indicators of

market condition vary greatly. The analysis that follows rests on
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national data; but data constraints force me to focus on the
metropolitan housing markets that comprise about three-fourths of the
rental inventory.#6 Where comparable data are available, metropolitan
and nonmetropolitan [trends] are nearly identical, though [levels]
sometimes differ appreciably. However, either a national or
metropolitan average may misrepresent the particular experiences of
Boston, Atlanta, San Diego, or Seattle. Although national trends are
usefully consulted to assess national policy, they are inadequate

guides to local policy.

#6 The critical constraint is that the Bureau of Labor Statistics
(BLS) compiles its various price indexes from a sample that
represents only "urban" areas, whereas the Bureau of the

Census tabulates most of its data for the United States,

Standard Metropolitan Statistical Areas (SMSAs), and their
central cities. I have chosen the SMSAs as the areas
collectively comparable to the BLS's "urban" areas, but also

present national statistics where feasible.
The Price of Rental Housing Services, 1970-80

According to the Bureau of the Census, the median gross rent for
renter-occupied dwellings in metropolitan areas rose by 83 percent
between April 1970 and November 1978.#7 However, such median rent
comparisons reflect the changing composition of the housing inventory

as well as changes in the unit price of housing services. The Bureau
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of Labor Statistics compiles a monthly index of urban residential rent
(essentially, contract rent) that controls for both inventory change
and modificatiéns in the facilities and services provided by the
landlord, but excludes tenant's direct payments for fuel and
utilities. That index rose by 55 percent between April 1970 and

November 1978.

##7 The reported medians, excluding single-family homes on
properties of 10 acres or more, were $115 in 1970 and $210

in 1978. The earlier figure is from the decennial Census of
Housing; the later figure is from the most recently published
annual housing survey, conducted between October 1978 and
January 1979. 1In its publications, the Bureau of the Census
described the interval between the 1970 housing census and

the 1978 annual housing survey as 8.5 years.

Although for the period in question, the two indexes differ by a third
in their estimates of change, each has been variously cited as an
appropriate or at least approximate measure of rent inflation.
However, for the reasons briefly noted above, neitherbsatisfactorily
indexes [the price to the typical tenant of a fixed level of housing

consumption].

Using auxiliary data from several sources, I have transformed the
BLS's index of residential rents into one that correctly indexes

renters' housing costs (including their direct payments for fuel and
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utilities), holding constant the level of housing consumption. For
1970-78, my [adjusted gross rent index] increased by 69 percent,
midway between the two estimates of rent inflation discussed above.
For the full decade, my index increased by 103 percent, or at a

compound annual rate of 7.3 percent.

Figure 1 compares the movements of these three indexes and of the
all-item consumer price index (CPI) during the 1970s. Those
comparisons suggest two conclusions pertinent to national housing

policy:

o During the 1970s, the [real price] of housing services to
renters did not change substantially. (The adjusted gross
rent index closely tracks the all-items CPI.) Renters whose
incomes kept up with the CPI could continue to consume the
same amounts of both housing and other goods without

encountering new budgetary difficulties.

o Between 1970 and 1978, the [real consumption] of housing
services per renter household appears to have increased by
about 8 percent. (Median gross rent expenditure rose faster
than the adjusted gross rent index.) Comparing data from
different sources does not yield highly reliable estimates;
but it is at least unlikely that real consumption decreased,
and other evidence (see below) supports the estimate of

increase.
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SOURCE: U.S. Bureau of the Census, Bureau of Labor Statistics,
and Housing Assistance Supply Experiment.

CPI - All items

Adjusted gross
rent index

Median gross

BLS contract
rent index

1970 1972 1974 1976 1978

Fig.1 —Price indexes for urban rental housing and all consumption: 1970 - 80

1980
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The Consumption of Rental Housing Services, 1970-78

As noted above, deflating gross rent expenditures to account for price
changes leaves a residual increase of 8 percent in real consumption
per renter household, 1970-78. The derivation of that estimate makes
it imprecise, but if 8 percent is correct, it is a relatively large
increase in consumption. Data on the change in physical measures of

housing consumption generally support the expenditure evidence.

Table 1 reports some of this evidence. Between 1970 and 1978, the
domestic equipment in renter-occupied dwellings improved in every

category for which comparable data are available: completeness of
plumbing, number of bathrooms per dwelling, completeness of kitchen

facilities, safety and comfort of heating equipment, and the extent of

air conditioning.

Although the average number of rooms per renter-occupied dwelling did
not change, shrinking household sizes made a substantial difference in
space consumption per capita (see Table 2). In 1970 metropolitan
renters occupied an average of 1.51 rooms per person; by 1978, that
figure had risen by 13 percent, to 1.71 rooms per person. The figures

for nonmetropolitan renters are similar.

In short, both the quality and quantity of dwelling space occupied by

renters improved substantially over the decade.
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Table 1

DOMESTIC EQUIPMENT IN RENTER-OCCUPIED DWELLINGS: UNITED
STATES AND ALL 1970 SMSAs, 1970 AND 1978

Percent of All
Renter-Occupied Dwellings
United States | Inside SMSAs
Domestic Equipment 1970 1978 1970 1978
Plumbing Facilities
Lacking some or all i 7.8 4.0 4.5 2.3
With all facilities 92.2 | 96.0 95.5| 97.7
Total 100.0 | 100.0 | 100.0| 100.0
Bathroom Facilities
None } 9.2 3.1 } 6.0 1.5
Shared with another household ' 1.6 : 1.5
One full bath 81.5 82.2
One full, one half bath } 85.2 6.3 } 88.1 6.6
Two or more full baths 5.6 7.6 6.0 8.2
Total 100.0 | 100.0 100.0 | 100.0
Kitchen Facilities
Incomplete or none } 5 9 2.8 } 3.9 1.8
Shared with another household ' .7 : .7
Complete, not shared 94.8 96.5 96.8 97.5
Total 100.0 | 100.0 | 100.0 | 100.0
Heating Facilities
None 1.1 1.4 1.2 1.6
Fireplaces, stoves, portable heaters 5.3 3.0 3.1 1.5
Room heaters without flues 6.8 5.1 4.9 3.5
Room heaters with flues 14.6 8.0 12.3 6.0
Floor, wall, or pipeless furnaces 9.1 | 10.6 9.4 | 10.9
Built-in electric heaters 6.1 9.2 6.4 9.0
Steam or hot water 28.9 26.1 34.4 | 30.6
Warm—-air furnace or heat pump 28.1 | 36.5 28.2 | 36.8
Total 100.0 {100.0 100.0 | 100.0
Ailr Conditioning
None 68.8 | 55.2 66.0 | 53.2
Room 'units only 23.0 | 27.8 24.5 | 27.9
Central system 8.3 17.0 9.5 18.8
Total 100.0 |100.0 | 100.0 |100.0

SOURCE: U.S. Bureau of the Census, Census of Housing: 1970,
Subject Report HC(7)-4; Anmnucl Housing Survey, Current Housing
Reports H-150-74A and H-150-78C.
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Table 2

HOUSEHOLD SIZE AND SPACE CONSUMPTION FOR RENTER-OCCUPIED

DWELLINGS:

UNITED STATES AND ALL 1970 SMSAs,

1970 AND 1978
Number (000)
Persons Rooms
Occupied per per
Year | Dwellings | Persons Rooms |Household | Person
United States
1970 23,560 64,210 | 95,823 2.72 1.49
1978 26,884 63,047 | 108,568 2.34 1.72
Inside SMSAs
1970 17,769 46,562 | 70,350 2.62 1.51
1978 20,332 47,035 | 80,295 2.31 1.71
SOURCES: U.S. Bureau of the Census, Census of
Housing: 1970, Subject Report HC(7)-4; Annual Housing
Survey: 1978, Current Housing Report H-150-78C.
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The Affordability of Rental Housing Services, 1970-78

Between 1969 and 1978, the median income for metropolitan renters,
measured in constant dollars, fell by about 19 percent (see Table 3).
If, as indicated above, the real cost of rental housing services did
not change significantly over that period, renters would need to
devote larger budget shares to housing in order to maintain a fixed
level of consumption. In fact, the median ratio of gross rent to

income rose from .21 in 1970 to .25 in 1978.#8

#8 Renters living inside SMSAs (U.S. Bureau of the Census,

[Annual Housing Survey], Current Housing Reports, Series

H-150-77A and H-150-78C).

These data are usually offered as evidence of alarming stresses on
renters' budgets, but that interpretation is hard to reconcile with
the evidence offered earlier that the typical renter [increased] his
housing consumption over that period. The substantial drop in

renters' real incomes is mostly accountable to two factors:

o Between 1970 and 1978, there was a radical change in the
composition of renter households, the effect of which was
to divide income among more households but not among more
peréons. For this reason alone, household income would

decrease substantially.
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Table 3

MEDIAN INCOMES OF OWNERS AND RENTERS:
UNITED STATES AND ALL 1970 SMSAs,

1970-78
Median Household Income® (%)
United States Inside SMSAs
Year | Owners | Renters | Owners | Renters
Current Dollars
1970 9,700 6,300 11,000 6,700
1971 02))] (b) ®) (D)
1972 02) (b) 02)) (b)
1973 | 11,500 7,200 12,700 7,700
1974 | 12,800 | 7,700 | 14,200 | 8,100
1975 | 13,500 7,800 15,200 8,200
1976 | 14,400 8,100 16,200 8,500
1977 | 16,000 8,800 17,800 9,200
1978 | 17,000 9,400 18,700 9,700
1967 DoZZarsc
1970 8,834 5,738 10,018 6,102
1971 ®) ®) (b) (b)
1972 (b) (b) (b) (b)
1973 8,640 5,409 9,542 5,785
1974 8,666 5,213 9,614 5,484
1975 8,374 4,839 9,429 5,087
1976 8,446 4,751 9,501 4,985
1977 8,815 4,848 9,807 5,069
1978 8,700 4,811 9,570 4,964
SOURCE: U.S. Bureau of the Census,

Annual Housing Survey, Current Housing

Reports, Series H-150, 1973-78.

aFor 1970, income in calendar 1969;
for all other years, income in the 12
months preceding interviews conducted
usually in the fall and winter months.

bNot available.

“Current dollars deflated by the

Bureau of Labor Statistics'

Price Index.

tors.

Consumer

See Table A for defla-
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o Renters were increasingly attracted to home ownership, and
the tenure shift was proportionally greater for those with
higher incomes. Those remaining in rental dwellings in
1978 were collectively, but not necessarily individually,

poorer.

Table 2, above, illustrates the first point. The number of
metropolitan renter households increased from 17.8 million in 1970 to
20.3 million in 1978, but the number of persons in those households
grew only from 46.6 million to 47.0 million. Average household size
dropped from 2.6 to 2.3 persons. As shown in Table 4, the changes
occurred principally in households headed by persons under 65 years of
age; many more single persons established separate households rather
than live with spouses, parents, or other relatives. The number of
renters under 65 living alone increased by 55 percent, whereas the
number of husband-wife households decreased by 22 percent. In 1978,

nearly 37 percent of all rented dwellings were occupied by one person.

The form in which the Bureau of the Census published income data does
not allow precise calculation of the effects of changing household

size on per capita income, but an approximation will serve. Whereas
the median real income for metropolitan renter households fell by 19
percent, 1969-78, the average household size fell by 14 percent. If
the medians are treated as averages, they imply that real income per

person in renter households fell by only 8 percent.
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Table 4

SIZE AND COMPOSITION OF RENTER HOUSEHOLDS:
ALL 1970 SMSAs, 1970 AND 1978

1970 1978
Household Number of Percent of | Number of Percent of
Characteristic Households Total Households Total
Head under 65
1 Person:
Male head 1,645 9.3 2,605 12.8
Female head 1,763 9.9 2,667 13.1
2+ Persons: '
Husband-wife 8,261 46.5 6,461 31.8
Other male head 786 4.4 1,515 7.5
Other female head 2,312 13.0 3,768 18.5
Head 65+
1 Person:
Male head 449 2.5 507 2.5
Female head 1,263 7.1 1,669 8.2
2+ Persons:
Husband-wife 918 5.2 786 3.9
Other male head 97 .5 67 .3
Other female head 274 1.5 286 1.4
All Ages
All sizes and types 17,769 100.0 20,332 100.0

SOURCE: U.S. Bureau of the Census, Annual Housing Survey,
Current Housing Reports H-150-77A and H-150-78C.
NOTE: Distributions may not add exactly to totals because of

rounding in sample expansion or computation.
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A 8-percent decrease in real income is easily accountable to the
changing tenure pattern. Figure 2 compares the metropolitan incidence
of home ownership by real income interval for 1970 and 1978. In every
interval above $12,500 (1978 dollars), the proportion of homeowners
increased. This news should cheer those who consider home

ownership to be the socially preferable tenure, but they should not
simultaneously be permitted to complain that renters are getting
poorer. Rather, home ownership has become feasible at lower levels of
real income than previously, so the remaining renter population, which
is shrinking as a proportion of all households, is shifting toward the

lower end of the income distribution.

The Home-Purchase Alternative

The shift from rental to ownership tenure has occurred despite the
growing consumption cost advantage of renting. As Fig. 3 shows, the
nominal cost of owning and operating a currently purchased home rose
much faster during the decade than the current cost of renting, in
both cases holding housing quality constant. Assuming cost parity for
the two modes of tenure in 1970, the typical homebuyer in 1980 paid a

23 percent annual premium over the rental value of his home.#9

#9 This calculation is based on a comparison of the BLS index
of the cost of homeownership with the author's index of adjusted
gross rent. On a base of 1970=100, the index values in 1980

were 249.3 and 202.7, respectively; their ratio is 1.23. The
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100

1978

NOTE: Income data exclude household members unrelated to head.
Income in 1969 is inflated to 1978 purchasing power equivaleht.

20— {CPl inflation-ndex = 1.780).
oi | | | | | |
10 20 30 40 50 60

Income in 1978 dollars (000)

SOURCE: U.S. Bureau of the Census and
Bureau of Labor Statistics.

Fig. 2 — Owners as percent of all urban households within each income interval: 1970 and 1978
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SOURCE: Bureau of Labor Statistics, and
Housing Assistance Supply Experiment.

Annual gross expense /
of home ownership \

{current purchase)

CPI - All items

Adjusted gross rent index

| | | ] | ] | |

1970 1972 1974 1976 1978

Fig. 3—Price indexes for urban rental housing, home ownership,
and all consumption: 1970 - 80

1980
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BLS index of homeownership cost has recently been faulted for
overstating costs for the typical homeowner because it bases
capital costs on current purchase prices and interest rates.
As applied here, that convention is clearly appropriate. Many
economists would argue that it is also appropriate for all
homeowners, including those who bought earlier at lower prices
and borrowed at lower rates. Such owners incur a rising
opportunity cost as the market values of their properties and

the yields of alternative investments rise.

Despite the relative shift in nominal housing costs, and aside from
the often-alleged psychic benefits of home ownership, home purchase
has been attractive to many renters as an inflation-hedged investment.
Figure 4 illustrates the financial outcomes of typical home purchases
made in 1970.#1#0 The upper panel shows the buyer's annual after-tax
cash outlay for debt service and home operation, expressed as a
percentage of his (rising) income. The lower panel shows the true
annual cost of his housing, again as a percentage of his (rising)
income; the computation takes into account his tax-benefits, the
appreciation of his asset, the foregone earnings from his accumulated

equity, and the current operating expenses of the dwelling.

#1#0 Two cases are illustrated. One is a first-time buyer of
a modest home who finances the purchase with an FHA-insured
mortgage covering 92 percent of the purchase price. The other

is a more prosperous second-time buyer who puts up 30 percent
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of the purchase price and finances the remainder with a
conventional loan. The transactions are typical of those
reported for 1970 by the Federal Housing Administration's

Sec. 203(b) mortgage insurance program and the Federal Home
Loan Bank Board's survey of lending institutions, respectively.
Property values, incomes, and home operating costs are inflated
during the decade using the appropriate national indexes.
Details and documentation are given in Lowry, [Inflation and

Housing Prices], forthcoming.

In retrospect, 1970 homebuyers invested wisely. During the decade,
the after-tax cash outlay dropped from about 20 to about 12 percent of
the typical buyer's gross income, because his debt service payments
were fixed while his income rose. His true net housing expense fell
even more sharply as his property appreciated in value; by 1976, his

housing was essentially free.

In prospect, however, these attractive investment returns were not
risk free. The homebuyer typically entered a longterm mortgage
contract and incurred a property tax liability and residential
operating costs that claim a substantial portion of his income.

Should that income be interupted by illness or loss of employment, the
buyer would encounter a severe cash flow problem, perhaps losing his
home--though not the accumulated capital gains--through a forced sale.
If property values were to stabilize, the buyer's carrying costs would

no longer be offset by capital gains. And if he and others in his
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position should thereupon decide to sell their homes and return to
rental tenure, market values would drop, wiping ocut paper gains for

those slowest to sell.

A decade of rapidly rising property values has persuaded many
otherwise conservative citizens that the opportunity is worth the
risk. No observer can fairly gainsay that judgment,#1#1 but a
prudent government would prepare a contingency plan to deal with

a market collapse which, if it came, would be national in scope.

#1#1 Explaining the escalation of home prices and assessing the
prospects for their continued rise is beyond the scope of this
paper. The most informative recent study is Leo Grebler and
Frank G. Mittelbach, [The Inflation of Housing Prices: Its
Extent, Causes, and Consequences], Lexington Books, D. C. Heath
and Company, Lexington, Mass., 1979.

4

Revenue from Rental Property

We have seen that the prices paid by consumers for rental housing
services rose during the 1970s by 103 percent, slightly less than the
increase in all consumer prices (113 percent). Landlords' revenues
per unit of housing services offered on the market also increased,
but by only 87 percent. Thus, statistical evidence does not support
the widespread belief that landlords have taken advantage of a tight

market to raise rents outrageously.
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The statistical evidence in this case is quite solid. As explained
earlier, the Bureau of Labor Statistics gathers regular reports on
contract rents from the occupants of a national panel of urban rental
dwellings. The Bureau of the Census gathers regular reports on the
occupancy status of rental dwellings from a similar national panel.
The BLS index of contract rent, adjusted by the rental occupancy
rate,#1#2 becomes an index of rental revenue, whose values from

1970-80 are plotted in Fig. 5.

#17#2 Because the occupancy rate fluctuated within narrow limits
(93.8 to 95.1 percent) during the decade, this adjustment had

very little effect on the revenue index.

Rental Operating Costs

Unlike the case for rental revenue, we lack adequate national
statistics on operating costs for rental properties. Although the
Bureau of Labor Statistics indexes the prices of most factors used in
the production of housing services, they do so in the context of
indexing consumer prices, including homeowners' housing costs. The
owners of rental properties use these factors in different proportions
than do homeowners, both because they use different production
technologies and because some factors (e.g., electricity) are often

purchased directly by tenants so do not enter the landlords' accounts.
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Fig. 5 — Indexes for urban rental revenue, operating cost, and net return: 1970-80
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My analysis of operating accounts for various special samples of
rental properties yields expenditure weights by size of property for
10 categories of operating expense. I have matched these weights
with 10 BLS price indexes to estimate composite operating cost
indexes for rental properties conisting of single-family houses,

2-4 dwellings, and 5 or more dwellings. Weighting these three
composite indexes in turn to reflect the size-distribution of the
national metropolitan rental stock yields a stockwide index of rental

property operating costs.#1#3

#1##3 Details and documentation are given in Lowry, [Inflation

and Housing Policy], forthcoming.

The resulting index, plotted in Fig. 5, is quite startling. It
indicates that the operating costs for a fixed bundle of housing
services increased by 141 percent between 1970 and 1980, or 1.6 times
the percentage increase in rental revenue. Even allowing for a
substantial margin of error in the operating cost index, it is clearly
the case that the owners of rental property have been unable to
maintain revenue-cost parity. According to my calculations, the
typical operating ratio for a rental property (the ratio of operating

cost to rental revenue) rose from .50 in 1970 to .64 in 1980.

Net Operating Return from Rental Property

The difference between rental revenue and operating costs is the net

operating return, the cash flow available for debt service,
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depreciation, and equity return. The revenue and cost indexes I have
constructed enable me to estimate an index of the dollar amount of

net operating return, also shown in Fig. 5. That index increased by
34 percent during the 1970s, indicating that a fixed unit of housing
service yielded about a third more cash to the landlord at the end of
the decade than at the beginning, despite the fact that operating cost

increased faster than revenue.#1j}4

#1##4 That outcome is possible because operating cost typically
amounted to only half of revenue at the beginning of the decade.
However, if the differential rates of increase were to continue,

net operating return would soon begin to decline.

Figure 6 assesses the significance of a one-third increase in net
operating return during a decade of general price inflation. If the
return is considered as pure income to the landlord, its purchasing
power dropped by 37 percent during the decade. If it is considered as
an investment yield, the implied value of the asset--the rental
property--did not change substantially during the decade, because
interest rates rose as fast as net operating return. Finally, if the
implied value of the asset is measured in constant dollars, the

decrease in its real value, or purchasing power, is nearly 50 percent.

It is important to note that these calculations do not rely at all om
the property's actual purchase price or how and when the purchase was

financed. Whether the purchase price was relatively high or low,
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whether the owner's investment is or is not highly leveraged, whether
or not the owner has other income that would benefit from tax
sheltering, the profitability of rental property investments

diminished significantly during the decade.

The Market Value of Rental Property

Although capitalizing the typical net operating return to a rental
property during the 1970s implies a declining market value, it is not
clear whether actual transactions reflect that decline. Though
anecdotes abound, there are no national statistics on the market

prices of rental properties or their trends over time.

The tone of the anecdotes depends very much on their local settings.
The reports from low-income inner-city neighborhoods most often
concern the neglect or abandonment of rental properties by their
owners, a clear signal that market values have fallen sharply. The
reports from middle-income urban neighborhoods most often concern
multiple dwellings sold at "inflated" prices; the new owner then
justifies rent increases as revenue he needs for debt service and
equity yield on the inflated capital value of the property. The
reports from upper-income neighborhoods most often concern the actual
or attempted conversion of high-rent apartments to condominiums whose

sale provides the former owner with large capital gains.
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Many of these anecdotes are well-documented; but anecdotes about
extreme cases circulate more readily than anecdotes about the typical
property. Although I cannot show that these anecdotes are
statistically representative, I can perhaps make them more
intelligible by showing that the varieties of investor behavior
suggested by the anecdotes all make sense in the light of the
statistical evidence, presented earlier, that net operating returns

are falling.

Most low-income inner-city neighborhoods have a visible surplus of
housing. Low rents, high vacancy rates, and high operating costs
combine to yield very low net operating returns. Because few
low-income tenants have the means or the motivation to buy the
dwellings they ocupy, there is seldom an alternative future for an
unprofitable rental property, particularly if it is a multiple
dwelling. Milking the property until it is no longer habitable, then
abandoning it, is often the least unprofitable policy for the owner.
Such properties sometimes pass through several hands on the road to
abandonment, each tramsaction reflecting a less hopeful view of the

property's future.

In middle-income neighborhoods, the rental property owner's
circumstances are brighter but uncertain. Even though net operating
returns may have declined in real terms, they are definitely positive.
With good tenants and good management, such a property can carry

itself indefinitely, though the owner's internal rate of return is
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modest. The replacement cost of the building is generally greater
than its current market value. The downside risk seems small, and
there is a chance that external events may eventually trigger a local
escalation in property values. Speculators who pay "inflated" prices
for such properties are betting on capital gains, rather than counting
on current operating returns for a competitive yield on the purchase
price. Finally, such a transaction creates a tax shelter for the
buyer's other income, thereby reducing the opportunity cost of the

speculative investment.#1#5

#1#5 When a rental property is sold, depreciation for tax
purposes begins anew, based on the purchase price of property
(more exactly, on the share of the purchase price assigned to

capital improvements; land is not depreciable).

In upper-income neighborhoods, many rental properties are ripe for
conversion to owner-occupancy, a process greatly facilitated by the
recent refinement of legal principles for joint ownership of
multiple dwellings. Rental properties in such locations are often
sold to their occupants or others for much higher prices than current
net operating returns would justify. For the new owners, debt
service, property taxes, and operating expenses typically far exceed
the rents they were paying as renters in the same or a similar
dwelling. They are willing to assume the greater nominal burden for
three reasons: their interest payments and property taxes are

deductible from taxable income, saving up to 50 percent of the cost
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of these items; as noncash income, the flow of services from their
dwelling is untaxed; and they anticipate capital gains from further

increases in the market values of their homes.

To sum up, the statistical evidence indicates a decade-long decline in
real operating return which should have caused the real capital values
of rental properties to fall. Where there is no reasonable hope of
converting rental properties to other uses, market values do seem to
have fallen. Where the prospects for conversion are distant and
uncertain, speculation is encouraged by the tax laws and leads to
spotty increases in market prices. Where conversion is imminent,
market values rise despite lagging current returns. In short, the
market value of rental property seems to be guided by its prospects

for nonrental use, not its yield as a rental property.

EXPLAINING RENT RESTRAINT

During the 1970s, the price paid by the typical urban renter for

a fixed quantity of housing services increased by 103 percent,
slightly less than consumer prices generally (113 percent), and
substantially less than the cost of owning a comparable dwelling
(149 percent). Contract rents--the landlord's revenue--rose by 87
percent, while rental operating costs rose by 141 percent; net
operating returns, though positive, seem insufficient to encourage

the expansion or even maintenance of the stock of rental housing.
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Various explanations have been offered for tHe lagging rate of rent
increase. All seem to me to have some validity, but neither
separately nor jointly do they seem powerful enough to account for
the end-of-the-decade outcome, when rents appear to be, on average,
well below the longrun supply cost for rental housing. Below, I

summarize and comment on the alternatives.
Length-of-Stay Discounts

Some observers have suggested that a major factor in restraining
marketwide rent increases has been the cost to landlords of the
moveouts that ensue when sitting tenants are asked to pay higher
rents. Thus, Anthony Downs points out that about 60 percent of all"
rental dwellings are in buildings with fewer than 5 units, mostly
owned and operated by small-scale investors, whom he describes as
"turnover-minimizers" rather than "rent-maximizers." Consequently,
"rents lag below the level warranted by actual market conditions

whenever demand rises faster than supply, as is now the case."#1#6

#14#6 Anthony Downs, [The Future of Rental Housing in America],
The Brookings Institution, Washington, D.C., October 1979,
pp. 6-7 and 11. (My source is a draft that may not correspond
in content or pagination to the version published in this

volume.)



42~

The reasoning is plausible, and length-of-stay discounts can be
observed empirically. Studies conducted by my colleagues at Rand
estimated such discounts for rental properties in Brown County
(Green Bay), Wisconsin, and St. Joseph County (South Bend), Indiana.
In both cases, each year of occupancy reduced monthly gross rent
from its hedonically estimated market level by an average of 3.8

percent, up to a maximum of 11 percent.#1#7

#1#7 C. Lance Barmett, [Using Hedonic Indexes to Measure Housing
Quality], The Rand Corporation, R-2450-HUD, October 1979, p. 30;
Charles W. Noland, [Assessing Hedonic Indexes for Housing], The

Rand Corporation, N-1505-HUD, May 1980, Table 1.

If those estimates are typical of other areas, they are inadequate

to account for the cumulative lag of rents behind supply costs during
the 1970s. At mid-decade, the national turnover rate was about 51.5
per 100 rental dwellings,#1#8 implying a two-year average length of
stay and an average rent discount equal to about 6.5 percent of

market price.

#1#8 The national turncver estimate is from C. Peter Rydell,
[Vacancy Duration and Housing Market Condition], The Rand

Corporation, WN-10074-HUD, January 1978, Table 2.1.
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Rent Control

An alternative hypothesis is that landlords, especially those with
large properties, have been restricted in their rent policies either
by rent control or the threat of it. New York City and various
smaller jurisdictions in New York State have had some form of rent
control since 1943, a heritage from the general price controls of
World War II. Since 1970, tenant organizations in many jurisdictions
have pressed for enactment of rent controls, and they have succeeded,
according to one recent count, in over 125 jurisdictions, including
Boston, Washington, D.C., Baltimore, and Los Angeles. The controls
vary considerably in restrictiveness and enforcement, and the
experience with them is too brief to measure their effectiveness at

keeping rents below market levels.#1#9

#1#9 New York City's strongest controls, from 1943 through 1969,
are estimated to have reduced rental revenues on controlled
dwellings by 36 percent in 1968. See Ira S. Lowry, Joseph S.
deSalvo, and Barbara M. Woodfill, [Rental Housing in New York
City: The Demand for Shelter], the New York City Rand Institute,

R-649-NYC, June 1971, pp. 87-92.

But the brevity of these programs outside New York State, and the
small fraction of the nation's rental dwellings to which they apply
both argue against the inference that rent controls substantially

restrained nationwide rent increases during the 1970s. It is
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conceivable that even where controls had not been enacted, landlords
colluded to limit their rent increases so as not to provoke political
action by their tenants. Such collusion among firms with large rental
holdings has in fact been evident in places where rent control
legislation was pending, but it is quite improbable as a general
explanation. There are far too many landlords in most markets to
collude successfully, and only the large operators are typically

organized for intercommunication.

Consumer Resistance

Although the median income of urban renter households increased by
45 percent between 1970 and 1978, the median rent increased by 83
percent. Consequently, the median rent/income ratio rose from .21

in 1970 to .25 in 1978.

Most observers interpret the sharp increase in rent/income ratios

as evidence of a severe budget squeeze on renter households. Some

go on to suggest that this budget squeeze has motivated an effective
resistance to rent increases, even though landlords need more revenue
to offset their increased costs, and higher rents are needed to

encourage new construction of rental dwellings.

In this context, "consumer resistance" might mean either or both of
the following: (a) Given their incomes, renters are unwilling to

spend more for housing, choosing instead to decrease their
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consumption; or (b) given the price of housing relative to other goods
and services, consumers prefer to shift their spending to nonhousing

items. In either case, the aggregate demand for rental housing could
still rise if the number of consuming units increased relative to the
supply of rental housing; but vacancies would concentrate in the more

expensive parts of the market.

Earlier in this essay, I observed that the median income for urban
renter households, expressed in constant dollars, had dropped during
the decade. For the 1970-80 period, that drop was about 19
percent.#2#0. With typically lower real incomes, one might expect
1978 households to economize on housing consumption relative to those
in 1970. On the other hand, the price of rental housing fell slightly
relative to prices in general, which should have encouraged a slight
increase in housing consumption. Finally, the number of renter
households increased by about 14 percent during this period, which
could increase aggregate demand even if individual households reduced

consumption.

#2#f0 More exactly, this calculation compares income in 1969 with
income in 1977-78, and uses the BLS's consumer price index change

from average 1969 to May 1978 as a deflator.

In fact, we find that the l4-percent increase in the number of urban
renter households was accomplished without much increase (1.0 percent)

in the number of persons in such households. Renters' real income per
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capita fell by only 8 percent, and real housing consumption per capita
increased by about 22 percent. The number of rooms per person rose by
13 percent, and other indices of housing quality also i@proved.
Nonetheless, there are signs in recent data of "consumer resistance."
In 1972, the lowest vacancy rate (4.3 percent) occurred in the middle
of the rent distribution. In 1979, the lowest vacancy rate (4.0
percent) occurred in the bottom fifth of the rent distribution.
However, average vacancy durations in 1979 declined sharply from the
bottom to the top of the rent distribution. Among vacant dwellings
renting for less than $100, 37 percent had been vacant for 6 months

or more at the time of survey. The corresponding figure for dwellings

whose rents were $250 or more was 14 percent.#2i1l

#2#1 See C. Peter Rydell, [Vacancy Duration and Housing Market

Condition], The Rand Corporation, WN-10074-HUD, January 1978, for
an analysis of the relationship between vacancy rates and vacancy
durations, and of the overstatement of vacancy duration in survey

data.
A Rental Housing Surplus?

If an economist were asked what circumstances in a competitive market
would lead producers to sell their output at less than longrun average
cost, he would immediately answer "Excess capacity." Could that

explanation apply to rental housing in the 1970s?
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Certainly, the industry is technologically prone to excess capacity.
Housing is capital-intensive, the capital is durable, and its location
(except for mobile homes) is fixed. When a local market is overbuilt
or its renter population decreases, the owners of rental property are
faced with high vacancy losses until demand catches up with supply or
until supply is gradually diminished by demolition or conversion to
nonresidential use. Competitive rent reductions may increase
aggregate consumption by promoting household formation and shifting
vacancies from large or high-quality dwellings to small or low-quality
dwellings; but absent a rapid rate of household formation, there is no

quick way to work off excess supply.

Nationally, the nominal balance between the supply of and demand for
rental housing changed very little during the 1970s, or at least
during the part of the decade for which national accounts are now
available. According to the Annual Housing Survey, 4.8 million
dwellings were added to the rental inventory by new construction
between 1970 and 1977, whereas about 2.8 million were removed by
demolition, accidental destruction, abandonment, or conversion to
nonresidential use. About 800,000 dwellings (a residual estimate)
appear to have been added by conversion or rehabilitation, for a net
gain of 2.8 million units. During the same period, the number of
rental households increased by about 3.0 million, only slightly more

than the gain in rental units.#2#2
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#24t2 U.S. Bureau of the Cehsus, [Annual Housing Survey], Current
Housing Reports, Series H-150-73A, pp. XIV-XVII; Series H-150-77,

pp. XIV-XVI. These are national, not metropolitan, statistics.

However, national data are not very good for analyzing supply-demand
balances because there is no national housing market. The national
statistics merely aggregate data for a collection of local markets

whose supply-demand balances could differ sharply.

In any case, our tools for measuring these balances are suspect. The
most widely used is the rental vacancy rate, whose national value in

1970 was 5.3 percent. It rose to a peak of 6.3 percent during part of
1974, then dropped to about 5.0 percent early in 1980. Throughout the
decade, the rental vacancy rate was lowest (about 4.0 percent) in the

northeast, highest (about 7.0 percent) in the south.

But the regional rates seem unrelated to other indices of market

condition. Consider the following data for 1978-80:#2{#3

#24#3 U.S. Bureau of the Census, Current Housing Reports, Series
H-111-79-5, Table 1; Series H-111-80-02, Table 2. U.S. Bureau
of Labor Statistics, [CPI Detailed Report, June 1978], Table 25;

[CPI Detailed Report, June 1980], Table 23.
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Rental Vacancy Rate (%) Residential Rent Index
Region 1978 1980, Q2 % Change, 1978-80)
Northeast 4.8 3.9 13.5
North Central 4.8 5.8 15.5
South 5.5 6.2 17.6
West 4.8 5.3 21.4

Even greater disparities apear in city-by-city comparisons of rental
vacancy rates to rent-index changes and in both regional and
city-by-city comparisons to population growth or new construction
starts. In two north-central housing markets studied thoroughly by
my colleagues at Rand, it appears that relative vacancy rates have
virtually no effect on market rents, although they powerfully reflect

in property values.

In fact, we are presently unable to assess supply-demand balance in
rental housing markets, either nationally or locally, so cannot
evaluate arguments about rental housing surpluses or shortages. It
is likely that we have enough data for such assessments, but we lack
a coherent model of market processes that would allow us to interpret

the data we have.
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CONCLUSIONS

After reviewing the evidence, I agree that our rental housing markets
are approaching crisis conditions. But the nature of the crisis is
widely misunderstood, and the remedial measures proposed or enacted
by both local and federal governments seem almost deliberately

designed to intensify the longrun difficulties of the private market.

As characterized by the GAO report, and by the media, the crisis is
a severe shortage of "affordable" rental housing, usually with the
implication that rents are escalating because of an absolute shortage

of rental dwellings. The remedies that are generally proposed

include:

o Measures to restrict rent increases in privately owned rental
dwellings.

o} Measures to restrict the removal of such dwellings from the
rental inventory.

o Measures to encourage the construction of new rental
dwellings.

o Measures to subsidize the operation of existing rental
dwellings.

Except for the last, all seem counterproductive.
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There are certainly a few "energy boomtowns" in Colorado and Wyoming
where housing of any kind is extremely scarce because of rapid
population growth. But I am unable to find persuasive evidence of a
[general] shortage of rental housing, even in cities such as Los
Angeles, where public concern is intense. It is more accurate to say
that in many places renters are unable to find dwellings of the size
and quality they have come to prefer at rents they are accustomed to

paying.

For those in our society whose incomes are not indexed, the rent
increases of the past decade have imposed a measurable hardship. For
those whose incomes are indexed, the underlying source of
dissatisfaction is that real incomes grew less rapidly during the
1970s than during the preceding decade. Aspirations for higher

levels of consumption have become harder to satisfy.

Rents [have] risen rapidly, but not fast enough to keep pace with
general price inflation or to offset the rising cost of supplying
rental housing. The prospective crisis is not rising rents but a
general loss of interest in.building or owning rental property. If
the rent-lag continues, we should also expect increased withdrawal of
capital from rental property and of dwellings from the rental
inventory, by undermaintenance, abandonment, and conversion to

nonrental uses.

If perchance the pace of rent increase were to pick up, the demand

for rent control, already widespread, would be politically
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overwhelming. But successful rent controls~-those that truly restrict
rent increases--will both expedite the withdrawal of existing capital
and discourage new construction. Both rent controls and restrictions
on condominium conversions ma& benefit sitting tenants, but only at
the expense of (a) landlords and (b) other would-be renters and owners.
Such restrictions do not improve the property owner's prospects or

encourage the production of rental housing.

By deep subsidies (roughly, 25 to 30 percent of annualized cost), the
federal government can stimulate new construction. But new rental
accommodations compete with the existing inventory. By increasing the
supply of rental dwellings, such a policy [might] restrain rent
increases throughout the inventory, although empirical evidence
doesn't clearly warrant that inference. It would certainly increase
vacancy losses and thereby add to the financial problems of existing

rental properties.

Subsidizing the rents of existing dwellings while encouraging
landlords to raise rents would perhaps be more helpful. This seems
to be the outcome of HUD's Sec. 8 program for existing housing; when
a dwelling enters that program, its average rent increase has been
about 26 percent, with no change in physical facilities. The
assisted tenant doesn't mind, because HUD picks up the check. The
landlord is presumably grateful. The drawback of this policy is
merely that it is done at the taxpayer's expense, transfering income

from higher-income homeowners to poor renters and their landlords.
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To me, the great mystery of the rental market in the 1970s is why
rents have increased so slowly. The various partial explanations
reviewed earlier do not add up to a satisfying full explanation. I
am skeptical whether we can design effective or efficient public
policies for rental housing without a better understanding of how
the private market works and a stronger consensus on the goals of

policy.
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Appendix Table A

CONSUMER PRICE INDEX (ALL ITEMS) AND CONTRACT AND
GROSS RENT INDEXES WITH AND WITHOUT HOUSING

QUALITY ADJUSTMENT:

URBAN CONSUMERS,

UNITED STATES, 1960-80

Price Index (1967 = 100)

CPI Contract Rent Gross Rent
(Al11
Year | Items) | Unadjusted | Adjusted Unadjusted | Adjusted
1960 | 88.7 91.7 87.1 93.1 89.2
1961 | 89.6 92.9 88.8 94.0 90.6
1962 | 90.6 94.0 90.5 94.9 92.0
1963 | 91.7 95.0 92.1 95.7 93.3
1964 | 92.9 95.9 93.7 96.5 9.7
1965 | 94.5 96.9 95.4 97.4 96.2
1966 | 97.2 98.2 97.4 98.3 97.7
1967 | 100.0 100.0 100.0 100.0 100.0
1968 | 104.2 102.4 103.2 102.2 102.9
1969 | 109.8 105.7 107.4 105.2 106.6
1970 | 116.3 110.1 112.8 109.9 112.1
1971 | 121.3 115.2 119.0 115.6 118.8
1972 | 125.3 119.2 124.2 119.7 123.8
1973 | 133.1 124.3 130.6 124.9 130.1
1974 | 147.7 130. 6 138.4 133.2 139.7
1975 | 161.2 137.3 146.7 142.6 150.6
1976 | 170.5 144.7 155.8 152.1% 161.7%
1977 | 181.5 153.5 166.5 163.0% 174. 4%
1978 | 195.4 164.0 179.2 175.6% 189.1%
1979 | 217.4 174.7% 192.3 187.7% 203.3%
1980 | 247.6% | 190.8 211.4 208. 6% 227.29

SOURCES: CPI series and unadjusted contract rent
series, U.S. Bureau of Labor Statistics, various publi-

cations.
sources and methods described in Ir

Other series were compiled by the author using
a S. Lowry, Inflation

and Housing Policy, The Rand Corporation, forthcoming.

NOTE:
landlord.
ments for fuel and utilities.

Contract rent is the tenant's payment to his
Gross rent also includes direct tenant pay-
Adjusted values correct

for understatement of annual price changes due to annual
deterioration of existing dwellings.

. a . .
Tndex for June of indicated year; all others are
annual average values.
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Appendix Table B

INDEX OF NET OPERATING RETURN FROM RENTAL PROPERTY :
ALL 1970 SMSAS, 1960-80

Index (1967=100)

Quality-Adjusted, Current $ »

Net Operating Implied

Rental Operating| Net Operating Return Operating

Year | Revenue Cost Return (Constant $)¢ | Ratio (%)
1960 86.1 76.6 94.2 106.2 41.0
1961 87.2 79.4 93.9 104.8 42.0
1962 88.9 82.2 94.6 104.4 42.6
1963 90.1 85.4 94.1 102.6 43.7
1964 91.5 87.4 95.0 102.3 44.0
1965 93.3 90.8 95.4 101.0 44.9
1966 96.3 94.8 97.6 100.4 45.4
1967 100.0 100.0 100.0 100.0 46.1
1968 : 104.0 106.1 102.2 98.1 47.0
1969 ; 108.6 113.9 104.1 94.8 48.4
1970 + 114.0 123.0 106.3 91.4 49.7
1971 | 120.0 133.7 108.4 89.4 51.4
1872 | 124.9 143.3 109.1 87.1 52.9
1973 130.9 152.7 112.2 84.3 53.8
1974 | 137.9 167.4 112.6 76.2 56.0
1975 + 146.4 183.3 114.8 71.2 57.7
1976c§ 156.1 199.1 119.3 70.0 58.8
197705 167.6 218.6 123.9 68.3 60.1
l978@§ 180.6 244.6 125.8 64.4 62.4
19790; 194.2 263.0 135.4 62.3 62.4
1980 i 213.0 296.1 141.9 57.3 64.1

SOURCES: All series were compiled by the author, using
sources and methods described in Ira S. Lowry, Inflation and
Housing Policy, The Rand Corporation, forthcoming.

NOTE: Rental revenue is the amount actually received by
landlords from their tenants. Operating costs exclude depre-
ciation allowances, debt service, and equity return. Net
operating return is the difference between rental revenue and
operating cost. Operating ratio is the ratio of operating
cost to rental revenue.

%Entries in the preceding column were deflated by the con-
sumer price index.

bThe entry for 1975 is based on operating ratios for Brown
County, Wisconsin, modified to reflect national conditions.
All other entries in this column are computed from data in the
preceding columns. See text for explanation.

c . . .
Some entries include components based on midyear rather
than annual data.
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