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DETRIMENTAL EFFECTS OF RENT CONTROL

Currently there is a drive by many local communities from the East to the West Coast to

"enact rent control as a method to assist low income households and the elderly to cope with

shrinking real income. As of mid-1976 over two hundred communities, mostly concentrated on
the East Coast, had some form of rent control. These rent controlled communities housed
about 14 percent of the United States urban population. However, the potential number is
much greaier since about 23 percent o}l all “urban_dwellers live in areas with_state enabling
la\\s or 1 zreas where staie and local governments have recently considered rent control legis-
1 Considering the potential number of localities that could enact rent controls it is in the
best inferest of the real estate community to understand the implications of rent control and
inform localities of the likely consequences of their action.

Maintenance and Repair Reduced

When rent controls are imposed that do not provide for adequate pass-through of taxes
and expenses the initial consequence is a reduction in_yetr income to owners. On balance,
advociifes of rent control might not view this'as harmiul; however, owners will be discouraged
from making routine maintenance and repairs because of the lower return. Rental housing,
like alternative investments, must offer a rate of return that is competitive with Tnvestments of
comparable risk. Consequently, as costsTise and rent collections remain stable. or increase at
a rate below costs, return to the investor 1s diluted. Under these conditions investors are faced
with a choice of acc:ptmg a rale of returh not commensuraté Witli Tisk, of attempting to
reducg costs rurder (o cqualize.theareturn. Often the-casiest and most 1mmediate way to
reduce_cost is_to_limit_expenditures.for-maintenance and repairs. However, as outlays for
maintenance and repairs are reduced tenants become dissatisfied and friction between owners
and tenants erupt.

Data from five large cities—two with rent controls. three without—illustrate the lower
level g_f’um_n_mmmt‘tmreas (J.amg,A} From 1968 to 1977 the percent of gross
income going for mainfeante Ad TTPair in elevator buildings show New York City and
Boston (two rent controlled areas) w with T e Jowesl Tates. owners of clevator buildings in New
York and Boston spent_an-avcrage of 6.5 percent and 7.2 percent, respectively, of their gross
income on maintenance, repairs and decorating. In the non-controlled areas of Baltimore,

Chicago and San Francisco owners spent relatively l'lrger sums oI theseitEs.
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TABLE A
EXPENDITURES FOR MAINTENANCE AND REPAIRS IN UNFURNISHED
ELEVATOR BUILDINGS, BY SELECTED CITIES
1968-1977
(Percent of Gross Income)

Year New York Boston* Baltimore Chicago San Francisco

1968 7.3% 10.7% 8.0% 8.2% 8.2%

1969 79 10.3 7.4 7.1 8.1

1970 7.0 8.0 8.0 79 8.2

1971 5.4 8.7 8.6 8.0 10.2

1972 4.0 6.0 8.0 6.8 9.5

1973 5.8 5.9 7.0 7.5 8.0

1974 6.3 59 7.8 7.9 9.1

1975 6.9 7.6 9.1 8.4 11.0

1976 6.7 6.5 8.3 7.7 10.8

1877 7.9 8.0 9.1 7.2 10.4
Uverage 6.5% 7.2% 8.1% 7.7% 9.4% j
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*Boston's average calculation is based on data from 1970-1977, since rent control was introduced in that area in 1570,

Source: lncome.’éxpense Analysis, Apariments, Condominiums and Coocperatives, Institute of Real Estate Management, Chicago,
lllinois.

Property Value Diminished

With reduced income potential and increased risk associated with rent control, the real
value of controlled units dcclines. A good indication of the desirability of a rental property is
the ratio of the properfy value to the rent roll. As the potential profitability, as viewed by the
investor, is reduced the property's value falls and the ratio declines. Prior to the enactment of
strict rent controls in New York a typical rental complex sold for five to seven times the annual
rent rolls. Currently the ratio is two to three times rent rolls, and_in some cases the price is
equal 10 OIE VAL STEnl Ti 1974 alone, It was estimated that the market value ol Tent control-
led property in New York City declined by 31 percent and_that property subject to rent
stabilizatiol gechneg Uy, . 1s not alone in this phenomenon. Three years
after the city of Cambridge, Massachusetts adopted rent controls the citv experiepced its first
decline in_ifs.tax.basc.since.the great depression. This decine occurred despite the fact that
single-fumily home construction continued and several large industrial and commercial
establishments were built thus adding to the tax base. Even though new construction has
contributed to Cambridge’s tax base and inflation has pushed up the value of properties the
total assesscd valuation of real property in_Cambridge was lower in 1976 than in 1970, the

year controls were instituted.

Tax Base Declines

Under_rent control a declining real tax base from multifamily rental units.is a virtually
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inesgapable_conclusion. The value of income producing properiies to_an investor is directly
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related to the income producing poicntial of that preperty. If the net income from a property
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decreases the ability of the property to bear tax 15 diminished. Conseqiiently. 1ax reveniics
from that sector ar¢ FedUTEA™Thus, m order for a municipality to generate a steady or an in-
creasing amount of revenues from property taxes. other_sectors must bear a heavier tax
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4% burden, most notably, the single-family sector. The effects of a tax SHIlT are covered in more
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detail in a companion briefig paper.
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Delinquencies Increase

Tax delinquencies tend to be considerably higher in rent controlled areas. In New York
City, for example, real estate tax delinquencies in 1975 were af an annual race of six pereent,

the hishest in 40 years. It was estimated that in 1976 over one fifth of al] walknp buildings in
New YorK—virtually all rent controlled=W&ir delinguent in_tax_payments. Aflerthe.intro-

duction_m_wuummB%Mma&ddmw&w«mMmost doubled. On the other
hand, the non-reng_contre!led city of_.B.a.lﬁmm;;_j__gg,_,,.s.ub,sm.ntiall)Lle Ldelinquency rate

of OJL])’ 2.2 percent in fiscal \eanl927

A sound tax base is essential for the fiscal health of most communities. In the rent con-
trolled cities of New York City and Boston about 25 percent of the rent is earmarked for
local property tax. Consequently, Areas WIth rent CORtrol are SIVIng up, for all practical pur-
poses, 25 percent of The potential property tax receipis between the actual controlled rent and
the fair marKket rent. Forgﬁghﬁ)mimaﬂr‘ent Is 5200 and if the open market rent
would be $300, the local taxing authority would Torfeit 25 percent X 100 X 12 months =
$300 per year per—comtroten LT his Tigure multiplied by the number ot controlled units
e, Q v .
would contribute a significant amount of tax dollars to any local coffer. Moreover, if the
monies are needed to continue to finance local services the lnst Leyenues must be made up
through grg@_tg;,mﬂl-&st-at&Mm&ipts.ﬁmMngl&-&n#lyhemmgﬁM1mercial and
industrial property. Most often, political realities prevent tax_authoritics from raising the
tax rate to fully compensate Tor lost revenues from rental housing. and conseguently, local
vital services are curtailed and the credit worthiness of the local government could be under-
nmined.

Financing Difficult to Find

Even at the depressed market value of rental properties in rent controlled areas, lenders
are reluctant to finance properties because of the increased risk. Even \vhc-n‘Tc"de'ffS‘nre'wHHng
to extend refinancing in rent controllegd COmmUNITIEs THE interest rate premium_asked can
megr i Jgtween the Success or failure of a renta] property. In addition to higher
integ;_t__gg,,c_;ogg)z_r_)gy__s_ggtr_g‘_fqg_’jgug_(ggg risk, lenders often require potential owners to put up
40 percent or more equity instead of the tradi{SmaT lower percentage. Owners usually do not
have the necessary cash 1oz the addedequity nor the ability T6 pay the higher finance charges
because of limited cash flow. On balance, financing is the life blood of the real estate
industry. In the n!w_sg_ucg__o_ﬁ:‘}_r_i\qunte ﬁnan‘gLQg;kQ&pertxes become less hqmgra_r!q_t_}lnt in itself
could'gg.‘gsg,asha:p_dcc}:ng_m!g_]_gg.

The Center for Urban Policy Rescarch at Rutgers University surveyed 31 lending in-
stitutions in ‘shphfic_);m)})’flrgz} Loncerning the effects of rent controls on their decision to
lend money. OF these r'¢=§p6'imcni§.”fﬁf)"fﬁ?ﬁf&'ﬁ‘(‘)‘ﬁmi‘(ﬁ’c‘ﬁrtontrols did not miluence their
decision wh_ig@fj@f@m&:@;@t_rqls,lms;e..umdf:\t_@&morc conscrvative i their lending

practices. Washington, D.C.'s leading mortgage lender has publicly stated that no loans
will be considered for apartment developers until there is an adequate return to the in-
vestor. Attitudes expressed by lending institutions suggest that it may be impossible to
increasc the residential rental housing stock in rent controlled areas since the financing of
such projects will be difficult at best,

Construction Declines, Condoniinium Conversions Rise

Increased risks associated with operating apartment units in rent controlled arcas has
the effect of rwigh_lgﬂwl_tgj_)g_gl\sﬁigg_gggg[;__.t_llr”qng increased condominium conversions
and reduced Ievels of Tiew construcion. Lower rates of return eNCOUTagr APartment owners
to convert their buildings to for sale units or to apartment hotels since returns on these

types of properiies are not artificially constricted. Ip addition, new construction is slowed
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even if new unjts are exempt from controls. First, how beclievable is the exemption for
new units? Subsequent rent control legislation could subject new units to the same income
constraints as existing properties. Second. dcvdopcrs will not construct new units in controlled
arcas because they would have a difficult time in competing with the controlled housing
stock. For new units in a controlled area the owner will seek rents which are usually sig-
nificantly above controlled units, reflecting higher construction costs.. Consequeml). the
non-controlled new units must compete with the existing inventory and price competition
under these conditions is virtually 1mpossnb1e until all of the existing units are absorbed.

Higher vacancy rates are more prevalent in non-controlled units relative to controlled units in
rent control areas.
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On balance, everyone is hurt by rent controls and the efficiency of the total housing
stock is_reduced. Altmnams*m{h limited incomes might pay less rent 1 dbsolute
terms, $he~quality-of-their_units 1s_likely to display Some deterioration given reduced
ownep_outlays_ for jnaintenance and repalrs ‘Also, younger "hoiisenolds Tooking for an
apartment-eeuld_cxperience difficulty in_obtaining one_given The Teduced3ipply. The
incentive for tenants of controlled properties to stay-put is great which reduces the efficiency
of the total -housing stock. Older tenants continue to occupy accommodations larger
than the physical size their households would require, simply to continue to enjoy the
artifically low rent. Rent control under these conditions is little more than a subsidy for
middle/upper income households and is not really helping households the controls were
intended to assist. Renters of controlled units, to a large extent, may be in a higher income
bracket relative to the owner.

Administrative Costs Rise

Aside from the disruptive market effects created by rent controls another bureaucracy is
established. Administering rent control mechanisms can be quite expensive, but costs vary
widely depending upon the rent control formula used in the particular community. In 1976,
New_York City appropriated over S13 million for their rent control prograri, which is in
excess of S’O_pcr controlled urit. Boston's "programs cost $8.42 per unit_in fiscal vear 1977,
while Washington, D. C“_}Jm_a,,unLL,cqstm Fowever, 1t was estimated by the Wash-
ington, D.C. Rental Accommodations Commission ion that_to admipister.the. program more
efficiently the.cost. peretinitmvould-be. argund. 517.00. Although these costs are somewhat
covered by apartment registration fees the lion’s_share must still be borne by the general

Eublic.
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