
Financial inst itut ions and
private rented housing
Many UK and overseas financial institutions are now actively interested in
providing both loans and equity funding for private rental housing.
Building on a 1994 study, new research, by Prof. Tony Crook of the
University of Sheffield and Prof. Peter Kemp of the University of Glasgow,
shows that there has been a marked change in attitudes among City
institutions in the last five years, although there are still important barriers to
large-scale funding.

Buildin g societies an d ban ks are con cen tratin g on  len din g, n ot equity
in vestm en t.  Th ey are n ow  offerin g lon ger loan s an d low er len din g m argin s.
In vestm en t ban ks are also  prepared to  arran ge fin an ce, provided proposition s
are large en ough  to  seek fun ds on  th e capital m arket.

In  con trast to  five years ago , pen sion  fun ds an d life com pan ies are actively
con siderin g in vestin g.  Som e h ave already don e so  an d are buyin g residen tial
portfo lios.  Th ose still ex am in in g th e possibility are in terested in  in direct
in vestm en t rath er th an  direct ow n ersh ip.

A key barrier to  in direct in vestm en t is th e lack of suitable in vestm en t
veh icles.  Man y in stitution s h ad in vestigated Housin g In vestm en t Trusts
(HITs), but felt th e return s w ere too  low , HITs w ere n ot sufficien tly tax
tran sparen t, an d w ere too  com plicated an d restricted.

Som e in vestm en t barriers h ad becom e less im portan t, e.g. po litical risk, but
som e w ere still obstacles, e.g. poor liquidity.  In stitution s w ere also  aw are of
previously un con sidered problem s, e.g. poor h ousin g m an agem en t.

Th e lack of adequately sized residen tial property com pan ies in  w h ich  to
in vest or from  w h ich  portfo lios could be bough t is an oth er barrier.  Most
com pan ies are too  sm all to  satisfy fin an cial in stitution s’ m in im um  fun din g
requirem en ts an d to  gen erate econ om ies of scale an d th e return s n eeded.

A furth er barrier is th e dearth  of in form ation .  In stitution s n eeded adequate,
regular an d sufficien tly geograph ically disaggregated m arket in form ation .

Ex istin g property com pan ies h ave few  problem s obtain in g fin an ce, but
overseas in stitution s h ave a better un derstan din g of th e busin ess an d give
better term s th an  UK on es.  But th e research ers con clude th at n ew  veh icles
are n eeded if th e n ew  in stitution al in terest in  private ren ted h ousin g is to
lead to  sign ifican t grow th  in  th e sector.
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Int roduct ion
Recen t govern m en ts h ave been  keen  to m odern ise
th e own ersh ip  of private ren ted h ousin g. In
part icu lar, th ey h ave sough t to at tract  fin an cial
in stitu tion s in to th is sector, as a way of in troducin g
both  n ew types of lan dlord  an d a sign ifican t scale of
n ew in vestm en t.  To th is en d, th e Con servative
Govern m en ts in troduced m easures aim ed at  m akin g
in vestm en t in  private ren tin g attractive. Th ese
in cluded 1996 legislat ion  on  Housin g In vestm en t
Trusts (HITs).  A 1994 study by th e research ers
exam in ed fin an cial in st itu tion s’ perception s of
private ren ted h ousin g an d th eir at t itudes towards
in vestin g eith er debt or equity in  th is sector.  Th is
n ew research  re-exam in es th ese perception s an d
att itudes in  th e ligh t  of Housin g In vestm en t Trusts
an d oth er ch an ges sin ce 1994. 

Current  levels of involvement
Com pared with  1994, all types of in stitu tion  h ave an
in creased awaren ess an d un derstan din g of th e sector.
Th ere is also in creased  activity in  fun din g an d
eviden ce of overseas in vestm en t.

Most sign ifican tly, fun din g activity h as
in creased, especially from  th ose in stitu tion s, such  as
in suran ce com pan ies an d pen sion  fun ds, wh ich  h ad
lit t le in terest  or in volvem en t five years ago.  For
exam ple, two in suran ce com pan ies h ad acquired
private ren ted property, two were con siderin g
in vestin g in directly an d on ly two h ad n ot or were
n ot in ten din g to in vest .  Sim ilarly, two of th e four
pen sion  fun ds in terviewed were actively con siderin g
in vestm en t.  Alth ough  th is st ill represen ts on ly a
m odest  am oun t of equity fun din g, it  is in  sh arp
con trast  to five years ago wh en  n on e of th ese
organ isation s h ad p lan s to in vest .   

Ban ks an d build in g societies con tin ue to len d,
but th ere is lit t le eviden ce of a sign ifican t in crease in
activity.  Wh ile som e h ave becom e m ore proactive in
th is sector, at  least  on e h as becom e less so.  Un like
1994, ban ks an d build in g societies are n o lon ger
con siderin g becom in g lan dlords th em selves or
m akin g equity in vestm en ts.  Th ey in ten d to
con cen trate on  len din g.  However, in vestm en t ban ks
ten ded n ot to be in volved in  len din g because to date
th e private ren ted sector h as required on ly sm all-scale
loan s wh ich  are too sm all to warran t seekin g fun ds
on  th e capital m arkets.  

Non e of th e property com pan ies reported
sign ifican t d ifficu lt ies in  borrowin g.  Loan s were easy
to com e by because of th eir track record, gen erally
low gearin g, an d portfolio size.  On e com pan y
reported th at  it  was m uch  easier to raise lon g-term
un secured debt in  th e USA th an  in  th e UK an d h ad
raised con siderable sum s th is way.  Equity fin an ce

was, h owever, m uch  m ore difficu lt  to raise (alth ough
on e com pan y reported th at  overseas equity in vestors
were m ore in terested th an  UK on es).  Even  so, on e
recen tly floated Busin ess Expan sion  Sch em e (BES)
assured ten an cy com pan y reported a stron g appetite
for its sh ares from  in stitu tion s.  It  was poin ted out
th at  th e gen eral lack of equity fun din g proh ibited
sign ifican t growth , as th e com pan ies n eeded a larger
equity base to gear up .  Com pan ies’ pricin g on  th e
Stock Exch an ge was also affected by m an y factors
oth er th an  perform an ce an d th is presen ted problem s
wh en  raisin g equity th rough  sh are issues.  Th is was a
part icu lar d ifficu lty for sm all com pan ies, wh ere sh are
price m ovem en ts could  be triggered by a relat ively
sm all n um ber of sh areh olders sellin g.  Large in vestors
ten ded to be cau tious in  acquirin g such  sh ares.

The importance of commercial
property
Com m ercial property in vestm en t is a sign ifican t part
of retail an d in vestm en t ban ks loan s’ portfolios,
alth ough  len din g criteria h ave been  t igh ten ed.  Loan
costs depen d on  a ran ge of factors, in cludin g th e
borrower’s track record an d th e loan  proposal itself.
Loan s to exist in g projects let  to ‘blue ch ip’ ten an ts in
prim e location s at tract  th e ch eapest  term s.  

Direct  property in vestm en t is im portan t  to
pen sion  an d life in suran ce com pan ies; th ey m ust
allocate th eir assets between  bon ds, equit ies an d
direct  property own ersh ip  so th at  return s m atch  th eir
liabilit ies.  Property is gen erally leased on  fu ll
repairin g an d in surin g leases, wh ich  m in im ises
m an agem en t costs.  In  addit ion  to in com e an d
capital growth , property is also a sign ifican t asset
because of its d iversification  poten tial, sin ce in com e
an d capital growth  cycles ten d n ot to syn ch ron ise
with  th ose for bon ds an d equit ies.  Direct  property
own ersh ip  m ean s th at  in st itu tion s receive th e ren tal
in com e directly an d it  is taxed in  accordan ce with
th eir in dividual tax liability.  Hen ce, for exam ple,
gross fun ds, in cludin g pen sion  fun ds, pay n o tax on
in com e from  th eir com m ercial property portfolio. 

In  gen eral, th ere was a con sen sus th at  total
return s of 3 to 4 per cen t above gilts were n eeded
from  in vestm en t in  com m ercial property.  Market
in form ation  about return s from  com m ercial property
in vestm en t th rough out th e UK is very im portan t  for
m easurin g perform an ce.

Att ract ions and problems of private
rented housing
Private ren tin g is attractive to both  len din g an d
in vestin g in stitu tion s.  Poten tial equity in vestors
stressed both  th e in com e earn in g an d diversification
poten tial of residen tial lettin gs.  Ren ts were th ough t
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likely to rise in  lin e with  prices or earn in gs in  th e lon g
run  an d th erefore m atch ed liabilit ies, especially for
pen sion  fun ds.  In  addition , residen tial property offers
extra diversification  poten tial with in  a property
portfolio, sin ce it  is th ough t th at return s m ove in  a
differen t cycle from  com m ercial property in com e.
However, own in g a sin gle h ouse poses m ore risks th an
attraction s.  Man y also poin ted out th at th e m iddle
an d top en d of th e m arket, wh ere capital values are
m ore secure an d th ere is less risk of capital losses, were
m uch  m ore attractive th an  th e bottom  en d.

Neverth eless, private ren tin g was st ill regarded as
risky an d problem atic.  Alth ough  polit ical risk is n o
lon ger seen  as a problem , fun ders are deterred by a
wide ran ge of perceived problem s, in cludin g m arket
risks, th e sm all scale an d am ateur n ature of m ost
lan dlords, th e paucity of corporate lan dlords, sm all
lot  sizes an d h igh  tran saction s costs, th e difficu lty of
assem blin g stock for a portfolio th at  will yield
adequate return s, h igh  cost  an d poor quality
m an agem en t, an d th e lack of m arket in form ation .
Alth ough  large an d geograph ically d iverse portfolios
could  overcom e m an y of th ese problem s, curren tly
very few exist .

Com pared with  five years ago, loan  term s h ave
im proved.  Len ders reported lon ger term  loan s, at
lower m argin s an d at  h igh er loan -to-value rat ios th an
before, especially to establish ed lan dlords with  good
track records.  However, th e cost  of fun ds is st ill
h igh er th an  for oth er h ousin g m arket loan s an d
equity in vestors st ill require a h igh er risk prem ium
th an  for com m ercial property in vestm en t.  In  part ,
th is reflects th e lack of large residen tial property
com pan ies as well as th e n ovelty prem ium  n eeded for
wh at is st ill a relat ively un tried  asset .

Equity investment  and Housing
Investment  Trusts
Fin an cial in st itu tion s differed over th e relat ive m erits
of d irect  versus in direct  in vestm en t in  th e private
ren ted sector.  Organ isation s th at  h ad already
in vested, or were on  th e verge of in vestm en t, h ad
opted for d irect  own ersh ip .  Th is was tax-efficien t ,
gave con trol over th e in vestm en t, an d provided an
asset  wh ose perform an ce was reason ably predictable
an d m oved in  lin e with  th e property m arket, un like
sh ares in  a listed  com pan y.  Organ isation s curren tly
con siderin g in vestm en t preferred in direct  own ersh ip
th rough  th e purch ase of sh ares in  a property
com pan y.  In direct  in vestm en t was liqu id , obviated
th e n eed to get  in volved in  h ousin g m an agem en t,
an d did  n ot require th eir n am e on  th e ren t  book.
Man agin g agen ts in  th e private ren ted sector,
h owever, were th ough t to be poor quality an d
expen sive.

Th ose con siderin g in direct  in vestm en t required
four key ch aracterist ics: liqu idity, crit ical m ass, tax
tran sparen cy, an d good quality h ousin g
m an agem en t.  A n um ber of veh icles h ad been
explored.  A few in stitu tion s h ad looked at
Auth orised Property Un it  Trusts an d Lim ited
Partn ersh ips.  All were aware of HITs to som e exten t
an d som e h ad been  in volved in  tryin g to set  on e up .
Non e of th ese h ad got off th e groun d, despite
con siderable effort  in  som e cases.  HITs were n ot fu lly
tax tran sparen t, th e poten tial return s were too low,
th ey were th ough t un likely to provide sufficien t
liqu idity, an d th ey h ad too m an y com plication s an d
restrict ion s, especially th ose related to capital value
lim its an d property acquisit ion .  Th e gen eral
con clusion  was th at  HITs h ad failed  as a con cept an d
th at  som eth in g com pletely n ew was required to
en courage substan tial in vestm en t by fin an cial
in stitu tion s in to th e private ren ted h ousin g m arket.

Conclusion
Alth ough  th ere h as been  a sign ifican t ch an ge in
att itude by m an y fin an cial in st itu tion s, n eith er
curren t n or fu ture levels of debt fun din g an d equity
in vestm en t are likely to tran sform  th e private ren ted
sector in  size, own ersh ip  structure, or fun din g
sources.

Th ere will, h owever, be som e growth  am on gst
th e exist in g sm all-scale residen tial property
com pan ies - an d n ew on es m ay be set  up .  But un til
th ese com pan ies becom e large en ough , th e m ain
fin an cial in st itu tion s are un likely to provide equity
fun din g, except in  ‘n ich e’ m arkets.  Th e fun din g is
likely to com e from  en trepren eurial fun ds, allied  to
debt fun din g from  UK an d overseas fin an cial
in stitu tion s.  On ce th ese com pan ies h ave grown  in
n um ber an d portfolio size, fin an cial in st itu tion s will
becom e m ore active, especially in  equity in vestm en t
because com pan ies will th en  be deliverin g th e
required yields an d lookin g for th e scale of
in vestm en t th e in stitu tion s wan t to m ake.

Th e eviden ce suggests th at  th e curren t period is
crit ical for th e private ren ted sector.  Man y of th e
m easures n eeded to revive th e sector as a wh ole are in
place - an d m an y h ave also provided a m uch  m ore
posit ive en viron m en t for th e developm en t of
residen tial property com pan ies with  in stitu tion al
fun din g.  Alth ough  recen t govern m en t in it iat ives
(in cludin g th e BES an d HITs) h ave n ot ach ieved all
th eir objectives, th ey h ave rein troduced City
in stitu tion s to th e private ren ted sector an d th ereby
sign ifican tly raised awaren ess an d kn owledge.  Th ey
h ave also dem on strated th e exten t an d n ature of th e
con strain ts th at  rem ain  in  p lace.

A n um ber of policy ch an ges would h elp  draw in
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m ore equity fun din g from  pen sion  an d life
com pan ies.  Th e absen ce of large residen tial property
com pan ies m ean s th at  th ere are few curren t
opportun it ies for fin an cial in st itu tion s to in vest  in
private ren ted h ousin g.  Assum in g th at  m ost pen sion
an d life fun ds will n ot  wan t to own  property
th em selves, n ew in vestm en t veh icles are n eeded.
Th ese veh icles will n eed to produce equivalen t
return s to th ose th at  in st itu tion s would obtain  if th ey
own ed th e let t in gs th em selves.

Two ch an ges would h elp  create a posit ive
en viron m en t for sett in g up  th ese n ew in direct
in vestm en t veh icles:

• create a tax transparent vehicle (TERLS – Tax Exem pt
Residential Lettings Schem es) en ablin g in vestors to
receive th eir return s free of tax from  th e
in vestm en t veh icle. Th is would require tax law
ch an ges to allow th e in com e from  th e in vestm en t
veh icle (less costs) to flow directly to th e veh icle’s
sh areh olders an d be taxed subsequen tly in
accordan ce with  th e tax liability of th e in vestor.
Tax arran gem en ts would n eed to allow in com e to
pass straigh t to in vestors; oth erwise, pen sion  fun ds
an d life com pan ies would suffer a tax loss if th ey
placed assets curren tly h eld  as d irectly own ed
com m ercial property in to a n ew residen tial
in vestm en t veh icle;

• introduce industry-wide codes of practice sett in g out
m in im um  stan dards for th e m an agem en t an d
m ain ten an ce of privately ren ted properties; th is
would h elp  to im prove th e im age of th e sector,
give con fiden ce to ten an ts an d, m ost im portan t ,
m ake fin an cial in st itu tion s con fiden t th at  th eir
reputation s would n ot be su llied  by association
with  poor stan dards.

Alth ough  m an y in stitu tion s wan ted a better
in form ation  base, th e Un iversity of York’s n ew In dex
of Private Ren ts an d Yields n ow m eets th is n eed.

Th ese ch an ges would provide a m uch  m ore
con ducive en viron m en t for equity in vestm en t.  Th ey
would also in crease th e am oun t of debt fun din g sin ce
th ese n ew veh icles would en able in stitu tion s to gear
up by borrowin g.  Th e eviden ce from  th e research
sh ows th at  m argin s an d loan  term s can  be m ore
favourable for larger borrowers, especially wh ere th e
required loan  is large en ough  to be raised in  th e
capital m arkets.  Hen ce th ese ch an ges are as
im portan t for at tractin g large-scale borrowin g as th ey
are for at tractin g in stitu tion al equity in vestm en t.

About  the study
Th e research  was con ducted by in terviewin g sen ior
staff in  a sam ple of 27 fin an cial in st itu tion s an d
residen tial property com pan ies.  Th e research ers
con ducted in terviews with  18 of th e 20 in stitu tion s
wh ich  h ad taken  part  in  th e 1994 study.  In  addit ion ,
in terviews were carried  ou t with  an oth er n in e
organ isation s, in cludin g overseas fin an cial
in stitu tion s, residen tial property com pan ies an d a
n um ber of oth er UK fin an cial in st itu tion s n ot
in terviewed in  1994 but kn own  to h ave been  active
in  fun din g private residen tial let t in gs.
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The full report, Financial institutions and private
rented housing by ADH Crook and Peter A Kemp, is
published for the Foundation by YPS (ISBN 1 902633
07 5, price £13.95 plus £2 p& p). 
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