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EXECUTIVE SUMMARY

Between the fall of 1990 and the spring of 1991 the Hungarian government will
very likely make decisions that will fundamentally determine the shape of the nation’s
rental housing market for at least the next several years. These months are obviously
when new ideas should be considered, especially those which realign the rental sector with
the market principles guiding adjustments in the rest of the economy. Yet most of the
debate is focussed on twu administratively-oriented solutions: a wholesale privatization of
rental units by selling them at deep discounts to their tenants, or retaining them as a
special, highly-subsidized rent-controlied housing stock. This paper analyses a third
alternative--reforming the rental sector along market lines while protecting lower income
families from high rent payments through the implementation of a housing allowance

Under the third option, rents on social rental units are gradually increased to levels
determined by the market. For the great majority of units this will be more than enough
to cover fully operating and maintenance costs; services should actually improve.
Occupants would still be permitted to purchase their units--but now at or near their market
values, which would be greater because of the high:r rents and better conditions. Thos¢
who would have to pay an unreasonable share of their incomes for rents would be
protected by a housing allowance program which would subsidize the difference between
what they can reascnably afford to pay anc the rent of a good quality unit large enough to
meet their needs. Those receiving the allowances, like other households, would be free to
move from one social housing unit to another or into private rental housing: the allowance
would travel with them. The management of social housing would be privatized and
services improved--to give tenants something in return for their higher rents.

Key advantages of this system are that the rental sector is largely preserved, its
value is enhanced, and subsidies are restricted to only those households who truly need
them. The total subsidies, defined to include the value of rents not paid under controlled
rents plus actual government expenditures, are very sharply reduced.

Thus, establishment of a housing allowance program, along with complementary
uctions, holds the promise of a fundamental and sustainabie reform of the rental housing
system. Obviously, however, adopting this program would be a very large step; and
government officials, members of Parliament, and citizens would want to see a detailed
analysis of such a system before embracing it.

This paper is designed to fill this void by presenting a careful description and
analysis of a housing allowance system proposed for Hungary.

Using a data set especially developed for this study by the Central Statistics Office
a large number of alternative housing allowance designs have been simulated. All of these
designs, however, employ the same "housing gap" formula under which each household
whose income is low enough to qualify for these benefits receives a subsidy payment equal
to the difference between the cost of a good quality unit of a reasonable number of rooms



for a family of different sizes and the share of the household’s income that it can
reasonably be expected to spend on housing (values of 10 to 20 percent of income were
explored). The subsidy is computed independently of the actual rent of the unit.
Therefore, households who occupy smaller or lower quality units than the program
standards get the same grant as those in the opposite circumstances and in effect pay a
lower share of their incomes for housing. Low income renters living in private rentals as
well as those in state-owned units could receive a housing allowance (although our data set
only includes state rentals).

Two sets of simulations were undertaken: one for the first year in which housing
allowances are introduced and one for the third year--the point at which rents paid on state
rentals should be approaching market levels. These "years” may in fact turn out to be
longer periods, depending on administrative and political problems encountered.

In Year One the administered rents in effect are increased by 100 to 200 percent.
In Year Two, rents are shifted to a set percentage of market-determined rents, and in Year
Three they go to a higher share of market rents. While the study did work with real estate
brokers to develop estimates of currsnt (summer 1990) market rents, these rents are for the
very small private sector and the rcnt structure is expected to change dramatically over the
next few years as more rental units are mude available and as the lower income families in
state rentals, with less purchasing power than current renters of market-rate units, enter the

" market.

The main findings for the Year One simulations are-

»  Participation rates (i.e., the percentage of renters who are cligible to
participate), the size of subsidy payments to participants, and total program
costs are all quite sensitive to the share of income which households must
contribute to rent.

¢  Program costs are not high. In the most extreme case--imposition of a 200
percent rent increase above 1990 rent levels, and a household contribution
rate of 10 percent of income--program costs amount to Ft.4.7 billion or 19
percent of the total rental revenue from the stock. Under a 100 percent rent
increase, total subsidies are only Ft.1.3 billion.

¢  Nevertheless, because the subsidies are focussed on the poorest renters, they
make a significant difference on the cconomic situation of participants.
Typically, payments account for 25-30 percent of unit rents.

o  Subsidy payments are distributed among participants in ways that show a
very strong ‘argeting on need. Eighty percent of the subsidies go to
households in the lower half of the income distribution; half go to those
with eight or fewer years of schooling; and two-fifths are received by
households without a working family member.



*  The share of income which households not eligible to receive a housing
allowance must spend on rent is not extreme, even for those who are
"overhoused". Under a 200 percent rent increase, such households would
spend about 15 percent of income on housing.

The cases simulated for Year Three differ principally in the share of income
participants must spend on housing (values of 10 to 20 percent were used) and where rents
on state rentals are set in relation to 1990 private market rents (values of 10 to 30 percent
were tried). The case of rents set at 10 percent of 1990 private market rents involves, on
average, the same rent increase as the case of a 100 percent increase in rents in Year One,
elthough the structure of rents by location and quality level is quite different. We believe
that in 1990 prices by Year Three the overall structure of rents will be about 3¢ percent of
1990 private market rents. in other words, our best estimate--which is subject to great
uncertainty--is that if rents on state units are raised to the 30 percent level they will be
near the market level, because a likely increase in the supply of rentals over the period
will drive rents down and because the much more limited purchasing power of families
living in state rentals will limit the extent of the reni rise on these units.

The results for Year Three can be summarized as follows:

°  Participation rates in the models with market-type rents are generally high--in
several cases around 90 percent--and are sensitive to both the share of
income participants must contribute to rent and to the level of rent; but after
a point, and holding participants’ contributions constant, increasing the rent
level has only the effect of increasing subsidies, i.e., net-of-subsidy rent
revenues do not increase.

*  Program costs are much higher than in Year One as the gap between actual
rents paid and market rents is closed. However, under the program designs
more likely to be adopted, housing allowances remain self-financing in the
sense that the increase in total revenues is greater than the total subsidy.

*  Generally, targeting has thc same patterns as in the Year One models, i.e.,
more needy households participate at higher rates and receive larger subsidies
than more affluent households. But, as participation approaches 100 percent
and higher income renters become participants in greater numbers, target
efficiency is diminished. But even in these cases, the subsidies remain well-
targeted on the poor.

*  Overhoused households have very strong incentives to move o smaller units.
These incentives increase with the share of income which households must
contribute to rent ("t") and the rent level.

Our overall conclusion is that housing allowances are a key element in the solution
to the problem of reforming the state rental sector so that it operates more efficiently and
subsidies are reduced and provided only to lower income households. We also think that
the kind of transition process we have outlined offers a workable model. Nevertheless,



while a simple increass in administratively set rents of even 200 percent coupled with
allowances poses no special problems, enormous uncertainty surrounds introduction of the
market rent-housing allowance system. The uncertainty encompasses administrative
procedures, the responses by households and suppliers of additional rental housing to higher
prices, and the political acceptability of introducing market rents.

iv



1. Hungarian Rental Housing Policy at the Crossroads

Between the fall of 1990 and the spring of 1991 the Hungarian government will
very likely make decisions that will fundamentally determine the shape of the nation’s
rental housing market for at least the next several years. These months are obviously
when new ideas should be considered, especially those which realign the rentsl sector witl:
the market principles guiding adjustments in the rest of the economy. Yet most of the
debate is focussed on two administratively-oriented solutions: a wholesale privatization of
rental units by selling them at deep discounts to their tenants, or their retention as a
special, highly-subsidized rent-controlled housing stock. This paper analyses a third
alternative--reforming the rental sector along market lines while protecting lower income
families from high rent paymen:s through the implementation of a housing allowance
program.

In 1988 the rental sector represented about 20 percent of the nation’s housing stock
and is heavily dominated by the approximately 800,000 state rental units, about half of
which were concentrated in Budapest--the only city in which as many as half of
households rent.' Rents have been administrzitively set on a per square meter basis, with
variation by quality level, only minimal adjustment for location within a settlement, and no
adjustments among cities and towns of differen: sizes. Rents are a fraction of their
estimated market levels and have been consistently less than the amount necessary to cover
even operating costs. The state has wnade up some of this shortfall through direct
subsidies, and rental housing has also been subsidized indirectly through the state-owned
management companies (IKVs) devoting to housing maintenance the excess of rents on
commercial space owned by the state above the costs of maintaining this space. In 1990
these subsidies will total about Ft.10.2 billion (Ft. 3.6 billion in direct subsidies and Ft.6.6
billion from commercial rents), or Ft.1,000 per unit per month--more than the rent for a

' 1. Hegedus and I. Tosics, "The Hungarian State-Rental Sector: Its Development and Present
Problems” (Budapest: Metropolitan Research Ltd., 1990), p.3 and 9. These figures exclude
about 150,000 rental units belonging to spscific enterprises and other special forms of ownership
or control.



typical 52 square meter unit with “comfort"? Even with these subsidies, however, the
stock has steadily deteriorated.

An anknown number of private rentals do exist, and the number apparently has
been increasing steadily since ownership of rcntal units was made fully legal in 1989 with
the abolition of the one family-one house regulation. Private rentals include both the
normal rental of private units and sublets of part or all of state rental units (although only
subleting of rooms is officially sanctioned).’

The law defining the responsibilities and powers of local governments, passed by
Parliament in the summer of 1990, gave ownership of the state rental stock to the
governments of the areas in which the stock is located. The law appears to give local
government complete control of the disposition of these units, probably beginning in 1991.
This total control may, however, be circumscribed by the Housing Act that could be
considered by Parliament in 1991. Under this act the Ministry of Social Welfare could, for
example, be given the power to set conditions under which units could be sold, e.g.
minimum or maximum sales prices as a percentage of market value.

With or without central government directives, two alternative futures for the social
rental stock have been widely discussed. In one future most units are sold to their current
tenants. The advantage of this path to local governments is that it shifts the burden of
current and deferred maintenance as well as rehabilitation to the occupants, who now own
their units. The disadvantage is that in order to sell many of the units, prices will have to
be set at extremely low levels, lower than even the 85 percent discount from market value
at which they can presently be purchased. The low sales price results from a combination
of limited purchasing power by many tenanis and the poor condition of the units. Low
prices means the state will forfeit a very valuable asset in its rush to avoid further
subsidies for operations, maintenance, and rehabilitation.

?  Figures are unpublished figures from the National Planning Organization, 1990. See Annex A
for definitions and cost figures for state rental housing.

3 Under certain conditions full units can be sublet with special permission from the local
authority. These include renting by official occupants working outside Hungary and workers
assigned to posts outside of their home town. ‘

* "Law on Local Government (Act No. LXV of 1990), Hungary" (Washington, DC: The Urban
Institute, translation, 1990).



The secoud widely perceived option is to continue rents on a controlled basis, with
local governments somehow finding the funds to continue the subsidies. Rents on
commercial space may be decontrolled in 1991, which would permit some further cross
subsidization of residential rents from commercial rents.* Both of these options have the
virtue of protecting sitting tenants from immediate adverse developments--higher rents or
loss of their rights of occupancy (described later).

Neither of these options would result in a vibrant rental sector. Under the first, the
rental sector would be largely eliminated. Future households who could not afford to buy
units would be forced to rely on the private rental market. Some of the additions to the
private rental stock would come as household-owners who initially moved to better units
and rented their initial unit. Other additions could come from new construction. In either
case, the share of newly forming households and households relocating to pursue economic
opportunities who could afford these rents is an open question. An additional problem
with the first option is that many families who are "forced" to become owners will lack
the incomes to adequately maintain their units.

Under the second option, the social rental sector remains but the stock will continue
to deteriorate unless local governments are willing to provide much more in subsidies than
this stock has been allocated in the past. Occupants will still continue to exhibit low
mobility rates frcm state housing, however, because moving will mean the loss of their
deep subsidies. Moreover, the existence of strict rent controls in the public sector will
discourage new construction in the private sector, even with private sector rentals currently
being exempt from the controls.

However, there is a third option, not yet widely discussed in Hungarian public life.
This is to gradually increase the rents on social rental units to levels determined by the
market. For the great majority of units this will be more than enough to cover fully
operating and maintenance costs; services should actually improve. Occupants would still
be permitted to purchase their units--but now 2t or near their market values, which would
be greater because of the higher rents and better conditions. Those who would have to

There is some question as to whether the commercial space in rental buildings and fully
commercial buildings is being transferred to local governments. This will be resolved through
legal interpretation of the Act on Local Governments.
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pay an unreasonable share of their incomes for rents would be proiected by a housing
allowance program which would subsidize the difference between what they can reasonably
afford to pay and the rent of a good quality unit large enough to meet their needs. Those
receiving the allowances, like other households, would be free to move from one social
housing unit to another or into private rental housing: the allowance would travel with
them. The management of social housing would be privatized and services improved--to
give tenants something in return for their higher rents.

Key advantages of this system are that the rental sector is largely preserved, its
value is enhanced, and subsidies are restricted to only those households who truly need
them. The total subsidies, defined to include ¢ value of rents nnt paid under controlled
rents plus actual government expenditures, are very sharply reduced. And the homeowners
and rental markets become unified, in the sense that units will be valued the same
regardless of tenure.

Thus, establishmsnt of a housing allowance program, along with complementary
actions, holds the promise of a fundamental and sustainable reform of the rental housing
system. Obviously, however, adopting this program would be a very large step; and
central and local government officials, members of Parliament, and citizens would want to
see a detailed analysis of such a system before embracing it.

This paper is designed to fill this void by presenting a careful description and
analysis of a housing allowance system proposed for Hungary. The balance of the paper is
in four parts. Chapter 2 provides some additional information on the social rental sector.
Chapter 3 describes the proposed housing allowance system. Special attention is given to
the outcomes for participant households who are in different housing circumstances--
occupying a unit of a quality below the standard set by the program, or occupying a unit
larger or smaller than that established as the number of rooms a family of its size riquires.
It also discusses important questions about hdw the new system would be phased in so as
not to deliver too great a short-term shock to families now in social housing. Here also
the relationship between housing allowances :and other aspects of Hungarian housing
policy are discussed.

Chapter 4 presents the results of statistical simulations done of several different
program designs, i.e., designs that differ in how many households can participate, what



share of income a household must spend on housing to participate, the level of rent
covered by the payments. These computations have been done with a household-level data
file for 1989 prepared for this purpose by the Central Statistics Office. Outcomes
considered include how different types of households (defined by income, household
composition and age of household head) fare under the program, the number of
participating households, overall program costs, and the total increase in rental revenues
from both participants and non participants. In Chapter 5 we present our conclusions.



2. Highlights of the State Rental Sector

There are several salient problems with the current social rental housing system:

-- Subsidies are not focussed on those least able to pay the full cost of housing but
rather are dispersed broadly across all occupants of state rentals;

-- Subsidies are badly measured, thereby placing the state in the position of both
spending too much money and not being awars of the real size of the outlays;

-- Rental income is far too low to maintain the stock;

-- The low rents charged in social rental housing create an artificial shortage as
households want to purchase more of this cheap but intrinsically valuable
commodity; and,

-- Units are allocated by administrative decisions so that some households live in
overly large units while others, who could be willing to pay more, are badly

cramped.

These problems flow directly from the specific characteristics of the Hungarian social rental
housing system. Indeed, because of the property rights of tenants, it is almosi a misnomer
to consider these units to be rentals.

The most notable feature of the state rental sector is that tenants have property
rights in their unit. One avenue for obtaining this interest is by making a mandatory "key
money" payment to the government at the time of initial occupancy. In effect, tenants
obtain a "right of occupancy” to the unit, a right that can be inherited by one’s children.
This right was officially recognized beginning in 1981, and local councils pay tenants
vacating their units several times their initial investment to encourage them to move to
other housing and to give the council the right to allocate the unit to new tenants, rather
than have the initial tenant sell the right to someone else.® It is estimated that about 30
percent of the tenants of state rental units "purchased" (bought or exchanged) their unit in

¢ Councils offer from 3 to 10 times the occupant’s initial payment for the right to allocate the
unit, depending on the unit’s iocation and condition. Most units returned to the council, at least
in Budapest, are those in the worst condition. Instead, most units are sold in the gray market.
Nationally, during 1981 to 1986 only 0.6 percent of urits were refurned to the local councils
annually; only 0.2 percent ir. Budapest (Hegedus and Tosics, "Hungarian State-Rental Sector...",

p.9).



the gray market--thereby using the alternative route to acquiring property rights.’

To be more precise about the magnitude of the gray market payment, the value of
the payment (V) is the discounted capitalized difference between the market rent on the
unit (Rm) and the state-charged rent (R):

V = Rm-R)/(141) + ... + (Rm-R)/(1+r)
where r is the discount rate, and for simplicity we have assumed that the appreciation and
inflation rates are the same. In the simplest case where R, Rm, and r are constant over
time

Rm = Vr + R,
The value commanded by a unit in the gray market is reportedly only about hals of the
value of an equivalent unit offered for sale. This reduction is greater than can be
accounted for by the deduction of the state rental payments and appears to be accounted
for by (a) the uncertainty about the strength of these rights in the future (which would
increase the discount rate); (b) the high transactions cost involved in selling a unit; ahd, to
a lesser degree, (c) the inability of the purchaser to borrow from banks for a gray market
purchase (bank financing was available only to a limited degree for purchase of existing
units in general). In particuiar, it is clear that if the state permitted rents o rise to market
levels, the value of the occupancy right w"ould essentially disappear.®

Another notable feature of the current system has been standing offer to sell a unit
to its current occupant. Until 1989 half of the tenants in a building had to want to
become owners in order for a unit to be sold, but beginning in that year individual units
could be soid. According to state guidelines, from which local councils may deviate, for
older units that have not been rehabilitated in the past fifteen years, the sales price is set at
15 percent of market value; the lowest discount in multifamily housing is for units
rehabilitated in the past five years which sell at 40 percent of market value.® Purchasers

7 Hegedus and Tosics, "Hungarian State-Rental Sector...", p.10.

' Another way 10 look at this is that, because they acquired their units through the gre market,
30 percent of the occupants of state housing are curmrently paying effective rents (actuai rents
plus the opportunity cost on their equity in the unit and depreciation but less capital gains) that
are much higher than the nominal levels set by the state.

* Discounts on single family units are lower.
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can make downpayments of as little as 10 percent of the discounted price and complete
payments over 10-15 years on an installment basis, with the implicii ioan cerrying a 3
percent interest rate (versus a current mortgage interest rate from the national savings bank
of 25 percent). These terms constitute a very strong incentive to purchaze. Nevertheless,
only a few percent of the stock has been sold.

One effect of the substantial property rights of tenants is a lower rate of residential
mobility than otherwise would be the case. This is primarily due to the complexity of
selling in the gray market. The net result, however, is less turnover among rental units
than is the case in most countries and hence less opportunity for young families, for
example, to find housing.

The poor condition of many state rental units is arother hallmark of the system, and
a reason for few sales. Tenants fear costly rehabilitation if they buy -- costs government
will pay if they rent. Until the late 1960s the state budget provided no assistance in
addition to the low rents for basic maintenance in the state rental sector. These amounts
rose to appreciable levels in the early 1980s but the Government’s budget for 1991
proposes to eliminate them, as local governments assume responsibility for the state rentals
in their communities.” The result of historically low maintenance expenditures was a
systematic depreciation of the housing stock. One current estimate indicates that in
Budapest alone there are 105,000 units in need of substantial renovation, with an expected
cost of Ft. 140 to 60 billion."! Revenues from rents and state maintenance subsidies have
increased significantly in recent years and have been augmented by cross subsidies from
commercial properties that are also managed by the IKVs. It is not clear, however,
whether these larger revenues have been used to fully maintain the stock or have been used
at least partially to support major renovations--an alternative that may be economically
rational in many cases. In any event, the poor condition of much of the stock and sitting
tenants’ concerns about the cost of rehabilitation, along with very low rents, have blunted
interest in purchasing state rentals. The units sold have been in the best locations and in

" Hegedus and Tosics, "Hungarian State-Rental Sector...", pp. 13-14.

" 1. Hegedus and I. Tosics, "Summary of the Conference on ’Alternatives for the Public Rental
Sector’" (Budapest: Metropolitan Research Ltd, 1990), p.3.

8



good repair.”

The final feature of rental housing deserving comment is the limited targeting of
this highly subsidized stock to low incoine families. The full value of subsidies to
occupants is the difference between the market rent of a unit and the actual rental payment,
not government outlays.” Here two of several available indicators of the distribution of
units and subsidies are presented. First, Table 2.1 shows the distribution of households by
occupation categories between renters and owners and, for renters, the percentage of each
occupation group living in aa exceptionally large unit. The data show those with the
highest prestige occupations--managers, intellectuals and white collar workers--are
disproportioniately renters, a fact that may be related to the combination of the importance
of the rental stock and the concentration of officials in Budapest. Moreover, it is this
same group, along with shop floor managers and the self-employed, that have succeeded in
occupying the lorgest units."

Second is the information available from the data set prepared for this study on
current administratively-determined rents and estimated market rents. The former are from
surveys done by the Central Statistics Office, and the latter were prepared by the study
team (both are described in the first part ‘of Chapter 4). Shown in Tabie 2.2 is the |
difference between market and current reats for renters classified in several ways. Because
we want to emphasize the variation among various types of households, all of the
differences have been normalized by the average difference for all renters.

Several . tterns stand out from the figures in the table.

-- Benefits increase steadily with household income, i.e., benefits are perversely

12 For example, in Budapest’s feshionable VIth district, the IKV director told the authors that all
the better units have been sold, except those protectec from sale because they are in areas
designated for historic preservation.

13 Formally tue benefits can be analyzed as a form of rent conirol., In the analysis of rent controls
it has been pointed out that the difference between market and controlled re: (s may overstate
the benefit to the occupant, if the tenant is forced to consume less housing than it would prefer.
For a full cxplanation see E. Olsen, "An Econometric Analysis of Rent Control," Journal of

Poistical Economy, 1972, pp. 1081-1100.

“  Additional supporting evidence on these patterns is presented in V. Milor, "The Political
Economy of Housing in Hungary,” (Washington, DC: Paper prepared for the World Bank,
1990), pp. 5-6. The information presented indicates that blue collar workers systematically live
in units which have fewer amenities, as well 2s being smaller.
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distributed.

-- Those with the highest level ~f education receive the largest subsidies under the
current system, presumably reflecting the fact that the best educated held the highest
positions in the party and government. Those who had attended vocational school
also received an above average subsidy.

Table 2.1
Occupation of Head of Household in State Rental and
Owner-Occupancy Sectors, Hungary 1988

rental homeowner among renters

sector % with 3+ rooms
managers, intellectuals 6.1 49 15.0°
white collar worker 14.8 9.2 10.8
shop-floor managers 1.7 2.0 5.0
skilled worker 17.5 214 4.6
semi-skilled worker 8.2 9.6 4.0
unskilled worker 4.1 39 4.5
agricultural workers 4 5.6 -
self employed 1.3 2.7 11.2
retired 39.1 32.8 5.1
dependent 2.3 1.8 2.9
vacant units 4.3 6.3 29
totals 100 100 6.3

Source: Hegedus and Tosics, "Hungarian Stats-Rental Sector...", Table 8, p. 17.
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Table 2.2
Normalized Differences Between Estimated Market Rents and
Present Rents for Occupants of Social Housing

household type benefit index*

household income

lowest decile 79.1
2nd 89.7
3rd 94.2
4th 94.1
5th 99.3
6th 104.3
7th 106.9
8th 110.1
Oth 116.3
highest 1074
education of household head
8 years or less 90.2
vocational school 103.4
secondary school 97.7
college 113.0
No. of children for families with children
one 102.0
two 108.6
three or more 1214
settlement type
Budapest 113.7
Big cities 93.8
county seats 84.4
towns 74.6
villages 48.1

*Benefit index is the average difference between market rent and current rent for
households in a group divided by the average of the same difference for all
households.

Source: CSO survey data and authors’ estimates of market rents described in
Chapter 4.

11



Table 2.3
Resuits of OLS Regression of the Difference
Between Market and Administered Rents

independent variables coefficient
constant 11.609*
household, income quintiles

highest J323%

4th 261*

3rd .208*

2nd 144+
location

Budapest 530+

large cities 356*

county seats 232%
number of children

one 010

two or more J22%

R2 (adj.) =.263

F statistic = 129.3

d.f. = 3221

Notes: The dependent variable is the natural log of the difference between market
and administered rents.

Omitted groups are households in the lowest income quintile, living in towns
and villages, and without children. One category must be omitted in
regression models employing multilevel qualitative independent variables to
permit estimation.

* coefficient significant at .01 level or higher.
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-- The subsidies are well targeted in terms of providing more support to larger
families--a clearly pronounced objective of the system.

-- Renters in Budapest are especlally heavily subsidized and those in the smallest
settlements receive much less assistance because there is no differentiation in rents
among the settlements.

Because some of these results may be spurious because of the confounding of location,
income, and other factors when we the variation in benefits is analyzed onc variable at a
time, we also estimated a simple regression model in which the dependent variable is the
natural log: of the difference between estimated market and administered rents (Table 2.3).
These statistical results confirm and make starker the contrasts already noted. For example,
renters in the highest income quintile receive benefits that are 32 percent greater than those
of similar renters in the lowest iricome quintile. Also, renters in Budapest have benefits 53
percent greater than renters in towns and villages.

That the targeting should be so poor is understar sble in
light of the rules in effect for setting rents in which ren. levels are not only kept far below
market levels, but there is only modest differentiation among units by location within a
community, no differentiation between communities, and, although rents are assessed on a
per square meter basis, there are limits on the number of square meters on which one pays
rent in the case of very large units. Moreover, although there is supposed to be an income
test for initial occupancy of a state rental unit, even if it were rigorously applied, there is
no subsequent income recertification."

The foregoing certainly suggests the need for very major revisions in the state rental
housing program. This paper foresees a program under which rents are raised to market-
determined levels to support essential maintenance ard renovation, to allocate units
efficiently, ‘and to provide an incentive for the developinent of private rental housing to
serve a wide spectrum of households. Clearly numerous issues will be involved in such a
transformation of state rental housing. Key to the new rental system is institution of a
housing allowance system that protects lower income families as rents move upward. The
structure of the housing allowance system and its place in the new system is discussed in

the next chapter.

15 The rules for setting rents are summarized in Annex A.
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3. The Housing Allowance System and
Its Relation to Other Issues of Housing Policy

Housing allowances are payments provided directly to households for the purpose of
assisting them in paying their rents. Participation in an allowar.cs program is conditioned
upon the household having a low income; hence, allowances provide protection to the most
vulnerable households from the rising rents which are integral to transforming the state
rental sector.

A household participating in an allowance program is at liberty to choose any unit
it wishes. If it decides to move to another unit, the payments go with the household, i.e.,
these are tenant-based, not project-based subsidies. Because they go to the tenants, it
means that participants induce landlords into competing for their patronage: if families will
not rent a landlord’s units because of excessive rents or poor quality, they go vacant. This
kind of competition, combined with substantial privatization of the management of state
rental projects, is essentizl over the medium term in helping reorient the rental sector.

Housing allowances are a w1dcly used subsidy tool. Most European nations, several
Canadian Provinces, and the United States employ allowances.' The Federal Republic of
Germany has an entitlement housing allowance program funded by the federal government
which is available to both renters and homeowners. The Federal Republic is implementing
a similar allowance program in the five new eastern German provinces."”

Hungary instituted a simple housing allowance program at the beginning of 1990 to
insulate certain households from rent increases. Under this program pensioners and

For an overview of altemanve systcms vanous systems, see E. Jay Howenstein, Housing
uchers: A Comparative Interna Analysis (New Brunswick, NJ: Ruigers University,
Cemer for Urban Pohcy Research, 1986), and M. J. Oxley, "The Aims and Effects of Housing
Allowances in Eastern Europe,” in Wm. van Vliet (ed.), Housing Markets and Policies under
Fiscal Austerity (Greenwood, I.: Greenwood Press, 1988). On Germany, see Wohngeld: Reihe
Ratschlaege und Hinweise (Bonn: Bundesministerium fuer Bauwesen, Staedtebau, und
Raumadnung, nd.). On the Dutch system Hugo Pnemus.

. (Delft: Delft Umversxty Press,

1984), On the Canadian sysiem, Marion Steele,
Analysis (Toronto: Ontario Economic Council, 1985)

' "Information Regarding the Development of the Housing Sector in the GDR". (Bonn: Ministries
of Housing and Finance, Federal Republic of Germany, 1990).
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households with at least three children and monthly incomes of under Ft.4,300 per capita
were fully exempt from the rent increases implemented in February.” Households have to
apply to the local office of the Ministry of Social Welfare (Health Department) to
participate. Aithough systematic data on participation are not available, a large number of
tenants--perhaps 200,000--have applied. The state makes payments to the company (IKV)
managing a participant’s project so that the company’s reverues are not reduced. In short,
housing allowances are & tool that is somewhat familiar to Hungarian policy makers as
well as widely used in Europe.

The balance of this discussion of allowances proceeds in three sections. The first
briefly sets out the underlying objectives in introducing the allowance system. The second
provides more details on the type of system envisioned for Hungary. Finally, the third
section deals with several of the more important issues that will arise in implementing an
allowance program.

Objectives of a Housing Allowance Program
We see five objectives in implementing an allowance system.

(1) Protection of the poor, through housing allowances or alternative schemes, is a
sine qua non of introducing market rents.

(2) Achieve integration of thc state and private rental sectors, so that the two
sectors compete and families can move freely between the two in response to better
services and cheaper rents. Integration of the two sectors will prevent the
development of social housing as an economically segregated "housing of last
resort” which could develop if the social stock continues to deteriorate and families
who can afford to do so move from it.

(3) Use the price mechanism to allocate housing services. This will result in a
reduction of overhousing and in the demand for additional space and better quality
by many households at the present low prices. Many higher income renters will
likely purchase units outside of the state rental system. The objective is to have no
rent controls.

(4) Reduce subsidies to the rental sector and target the remaining subsidies on
households unable to afford market rents without assistance.

" There was also a high monthly income limit of Ft 13,000 for pensioners.
15



(5) Ensure a system in which maintenance of the rental stock is independent of
arbitrary subsidy amounts determined by the state.

The Mechanics of Housing Allowances

The questions addressed here are: who could participate in the housing allowance
program, how would their subsidy be calculated, and what incentives does the allowance
program have for participant behavior?

Participation. Eligibility would be determined by the household’s income. At least
initially the program would be limited to renter households, but those renting private
accommodations as well as tenants of state rentals would be eligible to participate. Private
renters include unit subletters of state rental units.” The eligibility of those renting in the
private and state "markets" is seen as being essential for equity reasons and for fostering
competition in the housing sector.

The program would be an "entitlement” program, i.e., any renter household who
meets the program income limits and the minimum rent payment condition (described
below) could apply for and receive assistance. As such, the program should be insulated
from political interference in determining who participates.

Subsidy payments. The formula for computing payments is of the "housing gap"
type, i.e., subsidy payments are designed to fill the gap between what a household can
reasonably pay and the cost of an adequate unit. The specific approach analyzed here
employs a very simple formula so that program administrators will easily grasp its
implications and participant households will respond to the powerful behavioral incentives
embodied in it.

The monthly subsidy payment (S) is computed as

S = MSR - tY.

MSR is the "Maximum Social Rent," i.e., the rent sufficient to rent a good quality
unit in the market. There are several key elements in this definition. First, "good quality"
is defined as a unit classified as having "comfort", i.e., of minimum size and having a

" Room renters are not eligible to participate. Possibly later, the program could be expanded to
cover homeowners.
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toilet, bathroom but not central heating® Second, the MSR varies by the number of rooms
to which the participant household is entitled based on the houschold’s size and
composition. In principle, "composition” can take into account the ages, sex, and family
relationships of household members.* Third, MSRs are set separately for different cities;
at least differcntiation between Budapest and other urban areas appears necessary. The
MSR does not vary within a city, however.

Fourth, while the MSR can be defined to include housing-associated utility
payments, utilities are excluded from rents used in computing MSRs in this analysis. It is
casy to exclude analytiéally and administratively, since most houscholds pay their utilities
directly rather than having them included in their rents. The reason for the exclusion is to
achieve equity in this regard between homeowners and renters: if renters were granted
assistance with utilities, there well might be pressure for homeowners to receive similar
assistance which would expand the cost of the program very substantially.?

MSRs are based on empirical information on the actual distribution of rents in each
housing market. The MSR must-be set at a sufficiently high levél that it is possible for
most participants to have a strong possibility of renting a unit for no more than the MSR.
Note that participants are permitted to rent units renting for more than the applicable MSR;
however, if they do, they pay all rent above the MSR.

m" is the share of income a household can reasonably be expected to spend on
housing. Based on the experience of other countries, values of .15 to .30 (the latter
including utilities) are typical for middle income households.®

"y" is the household’s net monthly income from all sources. It should include first
and second economy incomes, as applicable, of each household member. Deductions or
"adjustments" to total income are possible for certain purposes, e.g. the number of children

2 See Annex A for definitions of the four levels of comfort.

% The results reported in Chapter 4 for simulated programs use a simple rule to assign households
t0 unit sizes based solely on the number of persons in the household.

2 However, if allowances are given to homeowners if the program were expanded, th... utilities
should be included in the MSR for both groups.

B S, Malpezzi, S. K. Mayo and D. Gross, "Housing Demand in Developing Countries,"
(Washington, DC: World Bank Staff Working Paper Number 733, 1985).
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or clderly persons in the houschold* Although possible in principle, we have not made
use of such adjustments in constructing the simulations reported in the next chapter.
Incomes are typically recertified annually; therefore, eligibility is checked and the subsidy
payment is recomputed ecach year. However, if there is a dramatic decrease in income
during the year, say because the primary earner becomes unemployed, income can be
recertified at the household’s request.

To receive a subsidy a household must spend at least a specified share of income
on housing; 5 to 10 percent. This minimum requircment is established to ensure that
households will tend to live in minimally adequate housing. The MSR is set at a level to
permit occupancy of good quality. The program has not included a requirement that
program participants live in housing meeting minimum standards, for example, meeting the
definition of a unit "with comfort,” because of the large share of the stock which fails such
standards. However, it is important to create some pressure for houscholds not to live in
very poor quality housing; this pressure is required to offset the very sirong incentives
embodied in the payment scheme to seek out lower rent units (described below).

Subsidy payments equal the MSR when the household has no income, and subsidies
decline as income rise. The "tax rate" on additional income (the household contribution
rate,t) is fairly low and thus should not be a strong disincentive to reporting additional
income or to incremental work effort. This phasing out of subsidies (S = 0 at Y = MSR/t)
is a definite improvement over the current Hungarian housing allowance program in which
a household receives all or none of the subsidies depending only on whether its income is
above or below the income cutoff.

These points are illustrated in Figure 3.1 which shows the relationship between
subsidy level and incomes. On the horizontal axis two maximum subsidy levels are
indicated by points A’ and B’--both show the subsidy paid when the household has no
income; the subsidy is the MSR. On the vertical axis, points A and B indicate the

* As an altemnative to adjusting income in this way, several countries adjust the parameter ¢ by
household size and income level. Such adjustments tend to make the payment schedule
complicated and to cause subsidy payments to shift over time in ways that participants do not
understand. In some cases the formulas are so complex that administrators are only given
tables from which to read subsidy levels that depend on the household’s particular
circumstances, One important effect of this complexity is that participants respond only weakly
if at all to incentives embodied in the payment schemes,
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Figure 3.1 _
Relationship Between Incomes and Subsidy in a
Gap-Type Housing Allowance
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Figure 3.2
Relationship between Actual Rent and Rent Paig
by Participants in a Housing Allowance Program
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maximum income a household can have and still receive a subsidy under two combinations
of MSR and t. For point B, the MSR is higher than the corresponding value for point A%®
Along the lines AA’ and BB’ the size of the payment rises by t times every forint
reduc.ion in income. Holding the MSR constant and raising t causes the intercept on the
Y axis to fall, with the line pivoting on the MSR value on the horizontal axis which
remains fixed; a change in t could, for example, results in a line joining A and B’.

In the actual program, the income eligibility Limit for each household size in each
housing market will be determined as MSR/t for the particular group. In the interest of
simplicity, however, the limits will be announced as simple forint limits so households will
have a reasonably accurate idea as to who is eligible.

It is especially important in the Hungarian context to distinguish among the subsidy
payments in three initial housing situations. To explain these cases, two additional
variables need to be defined: R is the actual rent charged for a unit, and RP is the rental
payment net of subsidy made by the program participant.

Case 1: R =MSR and RP =tY. The participant selects a unit rerting for

exactly the MSR and pays exactly tY for it.

Case 2: R < MSR and RP = tY - (MSR - R). This situation illustrates the case,
for example, of a pensioner living in a "half comfort” unit or a family in a unit
smaller than the one to which it is entitled, which rents considerably below the
applicable MSR. In this instance, the participant pays less than the standard share
of income for tent. In essence, society realizes that this person is living in
substandard housing and should not be expected to pay a normal share of income
for the unit. The housing allowance is paid in cash to the family provided they pay
the minimum defined share of income for housing.

Case 3: R> MSR and RP =tY + (R - MSR). In this case a family may
occupy a well-located unit that is larger than that for which it qualifies. For
example, the family is entitled to a single room unit but occupies three rooms.”
This family must pay all of the rent above the MSR and more than the standard
share of income for housing. This is the household’s choice. (As discussed below,
transition rales will be needed for households finding themselves in this situation at

3 For a detailed graphical presentation of houcing allowances under a gap formula, see Chapter 3
of S. Kennedy and M. Finkel, indi ' i
Voacher Demonstration, (Washington, DC: Office of Policy Development and Research, U.S.
Department of Housing and Urban Development).

% The number of rooms is defined exclusive of the bathroom and kitchen.
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the time the combination of rent increases and housing allowances are

implemented.)*”

Figure 3.2 illustrates the relationship between R (the actual rent for the unit) and
RP (the rent paid by the household) for a household of a given size and income. Up to
point "a", which is the point at which rent accounts for the minimum share of the
household’s income necessary for it to satisfy the program minimum, RP and R are
identical; i.c., the family does not participate in the program. Assume that the household
moves to a better (higher rent) unit renting for a rent the same as "a" on the vertical axis.
RP falls by the amount of the allowance payment, i.e., by the amount "ab" in the figure.
Thereafter, increases in R result in a forint for forini increase in RP. At point "c", R
equals the MSR and RP equals tY; the line segment "bc” is case 2 and point "c" is case 1,
described above. Case 3 is above point "c". Note that if we drew this same figure for a
household with a higher income, points "a" and "b" would be to northeast of the points
now shown in the figure; and the new line "oc" would be lower but parallel to this
equivalent line in this case.

The main point of these three cases is that housing allowances offer a method of
protecting the lowest income families, while emhodying sufficient flexibility to influence
those assisted to make their housing choices based on actual market rents.

Incentives for Participants. The housing gap formula as just described
incorporates four clear incentives to participants. First, those participants who initially
occupy a unit larger than the standard under the program rules for their size and type of
family receive a subsidy payment computed with the MSR for the smaller unit, As (iz
participant must pay all additional rent above the MSR, it will have a strong incentive to
move to a smaller unit; the incentive is in direct proportion to the rent above the MSR it
must pay.

¥ As a numerical example of case 2 and 3, consider the case in which tY = 500 and MSR = 800,

then
R IMSR - Rl RP
400 400 100
1,200 400 900
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Second, there is a powerful incentive to the participant to find a unit which satisfies
its needs at the lowest rent; similarly, it will resist rent increases for the unit it occupies,
especially those above the MSR. This is the case because participant gets to keep all of
any savings it realizes in reducing its rent (recall that the subsidy is determined
independently of rent actually paid).*® These funds can be spent on other goods, and in
this sense part of the housing allowance can become an unconditional income grant. The
“shopping incentive" should be an important factor in restraining rent increases as rents are
freed to be market determined.

Third, there is an incentive for the participant to increase its housing consumption
because its totel income (regular income plus housing allowance) rises. The size of the
consumption increase is determined by the income elasticity of demand for housing
services. A large body of empirical work places this valae at about 0.5, e.g., a 10 percent
increase in income results in a 5 percent increase in housing consumption.® A significant
increase in consumption has also been observed under housing allowance programs which
included the same shopping incentive as just described; hence, some increase in housing
consumption should be expected.”

The final incentive is for program applicants to understate their incomes and
overstate their household sizes; particularly attractive is understating the number of adults
with incomes and overstating the number of dependents. To the degree they are successful
in either area, they will receive larger subsidy payments.

Between the understating income and overstating household size, the incentive is
greater to overstate household cize, since an increase of one adult could increase the

# The ability to find a cheaper unit is limited by the program requirement that the household
spend at least 10 percent of its income on housing.

® Malpezzi, Mayo, and Gross, op. cit., and S, Mayo, "Theory and Estimation of Housing
Demand," Joumnal of Urban Economics, vol. 10, no. 1, 1981, pp. 95-116.

* F. Cronin, "Consumption Responses to Constrained Programs,” in R. Struyk and M. Bendick
(eds.), Housing Allowances for the Pcor (Washington, DC: The Urban Institute Press, 1980).
This estimate is from the Housing Demand segment of the U.S. Experimental Housing
Allowance Program. A major difference between this case and the current situation in Hungary
is that the U.S. participants nearly always were spending much more than "t" percent of their
income on housing at the tiune at which they joined the program. In Hungary, participants will
have iu the very recent past been spending much less than “t" on housing.
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"program standard unit size" and hence the participant’s subsidy by the difference in the
MSRs for the two unit sizes. In contrast, the subsidy payment increases only by "t"
percent of the income underreported; with the value of t set as low as .15 or .20, the gains
from modest underreporting are quite small. Defenses against tendencies for applicants
misreporting these basic data are discussed in the next section.

Implementation Issues

In this section we discuss a series of issues which will arise when administrators
move to make a reality of the conceptual program. First, we deal with how the program
might be phased in. Secondly, we discuss technical problems of the housing allowance
program. These include such items as the measurement of household income, setting the
Maximum Social Rent, and the difficult issue of tenants’ rights. Third, we analyze some
broader issues of rental housing policy in relation to houéing allowances.

The general concept guiding implementation is that the program parameters and
rules would be established by the central government, through law and regulations issued
by the Housing Office (Ministry of Social Welfare). In the larger settlements, the program
would be administered by the local government, i.e., it would take applications for
participation, verify incomes, and determine subsidy paymcnts.' For small settlements where
training officials in program administration would not be efficien: for the small number of
participants, the county level field office of the Housing Office would administer the
program directly. In all cases, however, those administering the program would be strictly
bound by centrally-detcrmined rvles, unless a formal exception was received from the
Housing Office.

Iniroducing Allowances

Phasing in the System. An initial three year phase-in period seems reasonable;
certainly going much more quickiy than this does not seem realistic in the Hungarian
context. We propose that at the end cf this period all. rents be set at about 30 percent of
today’s market rent levels. As described in Chapter 4, current market rents are over ten
times the rents in social housing. However, this is an artificial situation: supply of rental
housing until very recently was restricted to the development of state rentals and the
current demand for private rentals is concentrated among 'foreigners and higher income
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Hungarians. The result is rents higher than the incomes of a substantial share of all
current renters. Clearly this is not a stable situation. Over the nex't few years supply of
private units should expand, and price increases as state rentals move into the market will
be limited by effective demand. Given the rapid changes in the rent structure expected,
our proposal is to move to about 30 percent of today’s market rents in three years and
then decide on next steps. There is simply too much uncertainty to propose a more
definitive plan at this point.

I
announced at the outset. This is es
adequate time for making adjustments to those households who will be forced to move to
smaller units when rents are raised. While the exact nature of the housing allowance

sential to remove fear of :the unknown and to give

program depends in part on reactions to the simulation results presented in the next
chapter, a three year program is illustrated below.” Note, however, that in practice each of

Year 1; In July 1991 a 100-200 percent increase in rents of state rental flats is
implemented. The housing allowance system is introduced, with a household
contribution of 10 percent of income required. The MSR is set as the rent on the
average size (in square meters) of units with "comfort”; different size units apply to
households of different sizes and composition. Any household spending over 10
percent of its income on housing can receive a payment as long as its income is
less than MSR/t. For example, under a 100 percent rent increase for a household of
the type whose "program standard unit" is 60 square meters, the MSR is Ft.1,920
and the income cutoff is Ft.19,200 per month.

Year 2. During the first six to nine months of year two (beginning July 1992), all
units come under new one year leases which lock in the new rent for the length of
the lease. One-sixth to one-ninth of the units would be scheduled each month, so
that not all leases would expire at the same time. The timing of the new lease for
a particular unit is determined by lottery. The rent specified in the lease is set
based on its market rent (R). Generally, rents go to 15 percent of this rent. "t" is
set at .15. In this and subsequent years, the household must occupy a unit

% We emphasize the illustrative nature of this schedule. The current uncertain situation regarding
the responsibility for housing policy between central and local governments makes any more

concrete proposal impossible.
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whose rent is equivalent to at least 10 percent of its income. As discussed above,
this is to help insure participants occupy units meeting minimum standards.

Year 3;: Beginning with this year, rents of all units are set at 30 percent of
estimated market rents. "t" is set at .15 or .20. Decisions on subsequent
adjustments are made during year three.

During the phase-in period, half of all state rentals that become vacant will be rented at
market rates; the balance will be reserved for low income families and will have initial
rents based on the rules just described. One advantage of having a significant number of
uncontrolled rentals will be to facilitate monitoring changes in the structure of market-
determined rents.

The choice of 30 percent of the 1990 market rents on private units is based on our
analysis of these rents in relation to the share of income households could spend on
housing, i.c., effective demand. (This is discussed further in Chapter 4.) In fact, the 30
percent of 1990 private rents is a target, and in Year Two the realism of this target will
have to be reassessed in light of the distribution of rents on private units at that time.

Technical Problems

Measuring household incomss. Obviously a key program parameter is the income
of the household applying for the subsidy. The income reported by the applicant affects
both its eligibility for participation and, if it is eligible, the size of its subsidy payment.
Initiating the program with procedures that are designed to encourage full reporting of
applicant incomes is clearly important. The initial information for the certifying income
can be the income tax record (if members of the applicant’s household have filed one®), an
income report from employed persons’ employers, or the Social Security Fund payments
for retired persons. All three sources might be employed for some multi-generational
households, with self-employed and salaried workers. Households applying for allowances
must give their consent for the Housing Office to obtain the necessary data from the Tax
and other Offices.

¥ A person need not file an return if his annual income is under Ft.50,000. Because of several
tax exemptions, the present system is not well-suited to be the primary source of income
verification data.
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Even with these starting points, there is reasonable concern about the ability to
measure incomes accurately. People change jobs, receive substantial in-cash payments for
episodic work, and receive interest income from hard-to-monitor sources. In many
industrialized countries such problems have not proven insurmouhtablc. although all
countries recognize the problem and take steps to minimize it. In Hungary, the presence
of second economy incomes is an obvious problem. This is an issue deserving detailed
attention as implementation continues.

Another area requiring attention is the household’s wealth. It may be that,
particularly among the elderly, there are low income households who have substantial
assets. In some countries the imi)uted income from assets is computed at the rate of
interest available on pass book savings accounts at commercial banks. To the extent that
data are available on the relationship between incomes and assets, they should be explored
prior to implementation to determine if eligibility tests need to take wealth as well as
income into account.

Beyond strong attempts at discovering full incomes at the time of application and
during the annual income recertification procedure, substantial penalties should also be
assessed against participants found to misreport their incomes. Such penalties should be
announced to program applicants and could include repayment of overpayments (with
interest) for as much as three years and ineligibility for the program for a period of time.
Hopefully, as citizens become more used to the new income tax and see a closer relation
between taxes paid and services received--thanks to responsibilities and revenues assigned
to local governments--fewer attempts will be made to hide income. Overall, there is a
good chance that underreporting can be minimized through the combination of careful
checking of applicant’s incomes, accomplished in part through a rigorous training program
of in-take workers, and significant penalties for cheating.

Household Size. Applicants have incentives to overstate the number of persons in
their household in order to claim a higher unit size and, hence, subsidy payment. Under
the present administration of state rentals, it has been easy to cheat in this area. Again,
procedures will have to be devised to discourage misreporting.

Setting the Maximum Social Rents. Program administrators in the Housing Office

will have to set a MSR for units of different sizes (meaﬁumd by number of rooms) in
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Budapest and in possibly as many as three or four other city size groups. Moreover, the
MSR should be updated on a regular basis; certainly annually in a country with Hungary’s
1990 inflation rate. How will they do it? The MSR is set for each housing type (size and
settlement type) at a specific percentile of the rent distribution of units which meet the
program’s minimum housing quality standard (a unit having "comfort"). While there is no
simple formula, in practice the percentile is based on several considerations:

-- the share of all renters who are cligible and likely to participate in the program;

the greater the share, the larger the share of the rental stock that should rent at or
below the MSR.

-- if encouraging participants to move to a unit meeting the minimum quality
standard is a high program priority, then the MSR will be set at a higher level.

-- if residential mobility is expected to be low because of limited housing supply
and therefore many participants living in "half comfort" and "no comfort" units are
likely to remain there, then the MSR might be set at a lower level to minimize the

cost of the program.

Because it is always difficult to reduce benefits once participants have begun receiving
them, a wise policy is to set the MSR initially toward the lower end of the range thought
to be reasonable; if too many participants are judged to rent units costing more than the
MSR or participants do not show as much housing improvement over time as desired, then
the MSR can be raised.

What data will be employed in making these estimates? When the housing
allowance system is fully established, one of its supporting components will be an annual
or bi-annual market survey which will collect data on rents, utility payments, dwelling
quality, size, and other attributes for at least several cities.® In the first year or two a
different procedure may be needed, as there may be a very limited number of units renting
at market-determined rents and these units may be heavily concentrated in the upper end of
the market. In this case the MSRs will be approximated through asking experts in the real
estate market to estimate the yalue or sales price of units of different qualities and number

¥ These data will be used directly in setting the MSRs. This survey could be expanded to
include a sample of homeowners as well and thereby could be used in monitoring overall
market trends and the housing circumstances of different types of households—an essential task
during the transition of the housing sector and Hungary from a command to market economy.
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of rooms in alternative locations (Budapest divided into several areas, and three or four
towns of smaller sizes). The value data will be converted to rents using rent to value
ratios for a sample of private rental units. This procedure has been followed in doing the
simulations described in this paper and appears to be quite serviceable.

Paying for Housing Allowances. In the next chapter we show that within the
current state rental sector housing allowances are "self financing," meaning that the increase
in rental revenues exceeds the cost of the allowance payments--often by a considerable
margin. It is possible, however, that over time the allowances will not "pay for
themselves" because low income households renting units from private landlords will
become participants in increasing numbers. In this case, subsidies will have to be provided
by government. .

Three clear options exist fcr financing this new program. First, it could be
completely funded by the central government, on the grounds that it is the level of
government which most logically funds this type of "social safety net" program. Housing
allowances will redistribute income, both between communities as well as within them.
Central funding and use of the same program in all areas of the country ensures equitable
treatment for households in this gritical aspect of consumption.

Second, a prominent role for local government appears to be called for by the Local
Governments Act which assigns them primary responsibility for housing. Moreover, they,
as owners of the state rental units, will be the recipients of much of the increased rental
revenue. On this basis, a sharing of the cost of the program between central and local
government seems warranted. The specific sharing rates should be determined in light of
the expected increases in revenues--a topic addressed in Chapter 4.

Finally, the third option is for local governments alone to pay for a housing
allowance program. This has the appeal of lecal control, since some cities could opt not
to fund allowances; but it has the distinct problem of introducing perhaps sharp inequities
in the quality of life of ‘lower income households based simply on where they happen to
live.

Relation to Broader Housing Policy Issues

Tenants’ Properiy Rights, The issue of how to treat the rights of current tenants for
continued occupancy of their units is possibly the most vexing housing problem confronting
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Hungarian policymakers. Implementation of the allowance system could be consistexit with
several approaches to this problem, but we will not review them here. Rather, we briefly
described what we perceive to be the best option--in the sense of striking a realistic
balance among competing interests.*

This option begins with two premises: (a) it is not possible to reliably determine
how current occupants obtained their flats and it is therefore impossible to assign
accurately different degrees of property rights; and (b) the general principle for selling units
and buildings in the future is to charge market prices. As a consequence, any provision
for & sales price discount applies to all (but only) current occupants of state rental units.

In recognition of the rights now possessed by the tenants, current occupants will be offered
a 20-30 percent share of the value of the flat.

This equity can be accessed in one of two ways during the two year period during
which the housing allowance program is being phased in. First, the tenant can purchase
the unit for 70-80 percent of its market value. Purchasers can apply for the same
mortgages available to other home purchasers and under the same conditions.”* (The
installment sales at 3 percent interest are ended.) Second, and alternatively, the tenant may
decide to give back the flat to the community (but continue to occupy it); in this case the
household will receive 20-30 percent of the market value in cash or in the form of a state
bond which can be used by the same household as cash for home purchase. (Use of the
bonds would contain the increase in general purchasing power--and hence inflation--caused
by the state making these purchases.) After this two year transition period, tenants lose
their property rights, including the right to transmit the unit to an heir.

Tenant Protections, As described, occupants of state housing in Hungary have
enjoyed extraordinary protections against losing their units. Failure to pay rent, which has

“ This position is enunciated in J. Hegedus and L Tosics, "Reform of the Housing System."
(Budapest: Metropolitan Research, 1990), and in R. Buckley et al., "Housing Policy Reform in
Hungary" (Washington, DC: The World Bank, draft, 1990). For a more general discussion of
selling social housing, see H. Kat.. - ad R. Struyk, "Selling Eastern Europe’s Social Housing
Stock: Proceed with Caution” (Washington, DC: The Urban Institute, report 6062-3A, 1950).

% If such loans continue to be subsidized, the tenants would be eligible for these subsidies as
would any other purchaser.
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been very rare,® can in principle subject the tenant to being removed to low quality
"emergency housing".¥ For all practical purposes, however, such cases have not arisen.

The substantial increase in rents for most units associated with the shift to market-
determined rents will increase the incidence of rent arrears. Dealing effectively with such
situations will have a fundamental impact on the sustainability of the program: those not
paying will ultimately have to be removed from their units. However, there are more and
less humane ways to deal with this problem--one that applies to all renters, not just to
housing allowance recipients.

One possible system is as follows. First, when the rent increases are introduced and
incorporated in his lease, each tenant has a period of four to six weeks to declare that he
is not able to pay the higher rent. In this case, he is given a period of six to twelve
months from the date of the lease to find a more suitable unit. The local council would
provide such help as it can by operating a clearinghouse among both tenants who want
smaller units and those seeking larger units. Second, if the tenant is unable to find the
unit during the stipulated period, he will be forced to move to poorer quality unit which
the local council will have the responsibility for finding.®* The eviction process would be
initiated by the management agent who would report to the owner (the local council) the
fact that the ¢:nant is still in the unit at the completion of the grace period. The council is
then responsible for initiating and pursuing the legal procedures necessary to permit the
household to be moved. As long as the tenant remains in the unit, the council must pay
the higher rent to the management agent on behalf of the household.

If the local council acts with alacrity and determination in helping to find units and
implementing the eviction procedures, the foregoing is a workable solution. However,
under political pressure local governments may be laconic in carrying out these duties, in
which case an ever increasing number of renters will join the ranks of those declaring they

% For example, in Budapest during the years 1986-1988 rent arrears were less than 1 percent of
the rent roll. Hegedus and Tosics, "The Hungarian Rental Sector...," Table 8, p.27.

3 Under this situation the tenant is repaid the difference between the key money on the flat which
he leaves and the new flat occupied.

* If the household finally decides to pay the higher rent, he must then pay the higher amount for
the preceding period. Also, note that because property rights would have been resolved as
described earlier, no repayment of key money would be necessary.
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cannot pay market rents. Obviously problems for the local council will also materialize if
it cannot find a sufficient number of cheaper units to which to relocate those households
unable to pay the rents of their current units.

Privatization of Management. Rents in social housing will be increased several
times over the next few years. It is reasonable for tenants to expect some increase in
services in exchange for these large rent increases; indeed, wiilingness to pay higher rents
may depend on improved services. It is, however, an open question as to whether the
monopolistic IKVs will meet this challengs, even with the financial resources available for
maintenance and operations rising substantially. Even if there were some improvement, it
may well be less than that possible if firms were competing to be managers of individual
buildings or projects.

Promotion of real competition in the rental market requires that tenants dissatisfied
with the services they receive or the rent they are charged have the realistic possibility of
moving to another unit. At present the rental housing market is very tight in Budapest and
in some other cities as well. These conditions make it difficult for households to exert
pressure through the threat of changing units. Hence, some alternative way, at least in the
short term, of introducing competition among housing managers is needed.

One plan for organizing the introduction of private management to social housing is
as follows.” The local council as the owner of the stock enters into contracts with
companies for the management of "housing projects," i.e., projects are individual buildings
or groups of buildings large enough to permit reasonable economies, perhaps 100-150 units
in each project. The local council selects the management company for each project
through a competition in which the council selects three or four firms (possibly including
the IKV) to compete to manage the project. In a meeting of the project’s tenants, the
companies each outline their plans for managing the project, i.e., the services to be
provided, based in part on the information on expected revenues and budget provided to
them by the local council. The tenants would then select the company by vote. For the
first two or three years, this type of competition would be repeated annually, with the
tenants presumably turning out companies that perform poorly.

¥ This is described i - greater detail in Annex B.
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The company would be paid a management fee defined as percentage of rent
collected; the fee is established in advance of the competition. Revenues in excess of
expenses negotiated with the local council and the company’s fee go to the council as the
owner. The council would decide whether to use the net revenues received to rehabilitate
or replace buildings in poor condition; presumably these decisions would be made on a
financially sound basis, i.e., on whether the post-rehabilitation market rents (including
allowance payments) would cover the cost incurred. The council would also have to
determine what to do with project whose market rents do not cover costs.”

Private management should be phased-in over a several year period. Beginning with
a few projects under private management and gradually adding more has the distinct
advantage of allowing time for new firms to form and for the staff of the local councils to
develop experience in selecting firms, running the competitions, negotiating contracts, and
controlling the management companies under contract. To make the outcome of such a
plan successful in the early years will likely require the provision of substantial technical
assistance to both the local council and the nascent private management companies.

Social Segregation. Although the MSR is designed to permit program participants
to occupy a substantial share of all housing units with a "comfort" quality level, this does
not mean that they will be able to rent units in the best areas or best buildings without
paying a rent above the MSR, and thus be spending more of their own income to live in
these very desirable units. It is possible, therefore, that over time greater income
segregation among buildings and neighborhoods could evolve than is presently the case.

Clearly, the first step should be to determine the current degree of income
integration in different neighborhoods; such data are not now available. With this baseline
information in hand, trends could be monitored. If tendencies toward increased inequality
develop, they can be combatted through action by the local council. In particular, the
council could establish a higher MSR for certain areas of its city. The number of such
"exception rents" would be limited so as to restrain program COSts and to achieve only the
desired share of lower income households in such areas.

“ This number is expected to be small. Since there is no debt service on the buildings, revenues
only have to cover operating and maintenance costs.
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Conclusion
The foregoing suggests that some of the details of the housing allowance program will
depend on other aspects of the housing policies Hungary adopts. The introduction of an
aliowance system while conceptually straightforward will be administratively demanding in
the first several years. The Housing Office will have the lead in working out the details,
including procedures for certifying incomes and establishing Maximum Social Rents, and in
providing training and technical assistance to local councils for its implementation.
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4. Simulation Results

This chapter presents our findings from simulating a housing allowance in Hungary.
Because there has been little prior work done on housing allowances, it has been important
to experiment in these simulations with a range of combinations of the key parameters.

All the results, however, are for the "housing gap" model described in Chapter 3. In
addition, uncertainty about some of the data inputs made some additional sensitivity
analysis prudent. As a result of these two factors, there is quite a large volume of
findings to summarize.

The principal data employed are from a household-level data file containing
information of each household’s demographic and economic situation, the type and size of
the housing occupied, and expenditures on housing. The file also indicates where the
family lives--in this analysis, for units located outside of Budapest size of community was
important, while within Budapest districts of the city were placed in three groups. The
file, which contains about 3,200 observations on households living in state rental units, was
prepared by the Central Statistics Office especially for this project, based on income and
expenditure surveys conducted in 1989.% Each observation on the CSO file represents the
same number of households in the Hungarian population; so the tabulations are self-
weighting. '

The presentation is in three parts. First, the cases analyzed are outlined, including
various assumptions that we made. Second, the results for the first year of implementing
the allowance are described. Recall that in the first year the administratively set rents are

“ See Annex C for a further description. Note that these data were found ot to be representative
of the state rental housing stock when compared with distributions for the number of rooms and
unit sizes from program data. In particular, the CSO data substantially over-represented smaller
units especially those with 1.5 rooms. No explanation for these differences was available from
CSO staff. Reweighting the data on state rental units to be consistent with the program data
was considered. However, this was not done because it was feared that this would introduce
serious biases into the income distribution--the distribution to which CSO paid the greatest
attention when creating the data set. Another problem with the CSO data was that they
systematically overstated the floor space of rental units. The floor space figures, which do not
enter into the computation of the MSR for Year Three but do for Year One (as described later
in the text), were replaced with the average floor for units with a specific number of rooms
using data on the state rental stock independently compiled. Annex C provides details on these
problems, :
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simply increased by 100-200 percent on all units. Third, the results are presented for the
third year of the phase-in period. (Again, these "years" may tumn out to be longer periods.)
In discussing the results, particular attention is given to the profile of participants and the
impact of the program on different types of households.

Outline of the Analysis

Because the simulations differ between those for the first year of implementing
allowances and those for the third year, in which market-determined rents are used to set
rents, the two sets of simulations are described separately. There are, however, a couple of
points in common to all the simulations. One is that they only include state rental flats;
units tied to jobs and private rentals are excluded. The results presented are inaccurate to
the extent that renters of private accommodations are eligible to participate in an allowance
program. However, at the current time not even tlie general size of the private rental
market—legal cnly since 1989“--is known.

The second common feature of the simulations reported here is they all assume a
100 percent participation rate among eligible households. In other countries participation
rates are considerably lower. In the Netherlands, for example, a 75 percent participation
rate is reported, which is considered very high by international standards.”® Despite this
information we elect to use an assumption of full participation for three reasons: the
reportecly high, but not carefully documented, response to the simple housing allowance
program introduced in Hungary in February 1990; our desire to produce conservative
estimates of the cost of introducing an allowance system; and, the presumption that a non
trivial number of households with incomes above the eligibility limits will succeed in
becoming program participants by understating their incomes. In short, we expect a high
"take up" rate in general, and that participation by some houscholds with incomes above
the program income limits wil! offset the lack of participation by those households who
decided not to apply for the program for whatever reason.

@ This refers to the "free private rental" sector, different from the "administratively regulated
private rental sector” which existed from 1952 with strict central control of rents.

S See H. Priemus, op. cit.
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The First Year. For Year One, twenty-seven different cases were analyzed, nine in
depth. These cases are composed of three variants on each of three key parameters:
Rent increases of 100, 150 and 200 percent; this range was included in part to see

how sensitive the results were to changes in R as well as to explore the feasibility
of a rent increase larger than 100 percent in the first year.

1" values of .10, .15 and .20; exploration of this parameter is essential as it directly
affects eligibility as well as the subsidy payments.

Icome increases between-1989 and 1990 of 15, 20, and 25 percent were simulated.

Increasing incomes to 1990 levels was necessary because the rent schedule for state units
was increased for units with "comfort" by 25 to 45 percent in February 1990.“ It was
important to update rents for this current rent schedule as the baseline for computing
changes in the rent burdens of households as rents were increased to market levels;
otherwise, the increases would have been artificially inflated. While the size of the rent
increase was known with precision and could be applied to individual units, the increase in
household incomes was not. The three values selected for increases in nominal incomes
are believed to bracket reality; all imply a decline in real incomes during 1990 when
inflation was running at an estimated 30 percent annual rate. All nine of the cases
examined in detail employ the conservative assumption of a 15 percent increase in
household incomes. Utility payments were also updated to 1990 based on price increases
announced since the surveys were completed. Hence, all the results presented apply to
households as of 1990,

In fact, as described below, the results are quite insensitive to the different increases
in household incomes in 1990. Therefore, the discussion concentrates on the nine cases
defined in Table 4.1 that are formed by three household contribution rates and three rent
increases.

“ In addition, at this time tenants were made completely responsible for repairs and improvements
to the interior of their units--a cost formerly shared with the state management companies
(IKVs). There are no estimates of the cost passed to the tenants from this action, but it is
believed 1o be significant.
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Table 4.1
Summary of Year One Cases Simulated

dR=100% dR=150% dR=200%
household @ -em—cmceceee e e
contribution
10% case 1 case 2 case 3
15 case 4 case 5 case 6
20 case 7 case 8 case 9

Note: All cases use a 15 percent increase in 1990 household incomes.

Several other parameter values are important for determining eligibility and
computing subsidies. First, program income eligibility is determined as MSR/t. Second,
for the first year, the requirement that households must spend a minimum share of its
income to participate is not applied, as it may make poor households living in very low
quality housing ireligible. In the short term, these households would have almost no
opportunity to shift to better (higher rent) units. Third, no special adjustments of reported
income have been employed in computing subsidy amounts. This refinement can be added
at a later stage, should it be deemed important.

The MSR is set as the rent of a unit with "comfort” of the size the household was
judged to need. Table 4.2 shows the number of rooms households of different sizes were
assigned under the program. In the table the maximum and minimem values are taken
from the unit assignment schedule that has been the standard for assigning households to
state rental units. The housing allowance "program unit size" is the mid-point between the
maximum and minimum values.* One person households are assigned a 1.5 room unit--the

“ The MSR was actually computed based on the average number of square meters in units of
each room-size category (as reported in independently compiled data) multiplied by the new rent
level for a unit with comfort. Further, the MSR was set at the 40th percentile of this
distribution of rents. Note, however, that because of the bias in the CSO data mentioned in the
first footnote in this chapter, that this rent distribution differs from that of the actual stock. The
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same size as two person houscholds. This size, rather than a single room, has been
assigned on the ground that it will permit an elderly widow to remain in the same unit
occupied by her and her husband at a reasonable rental contribution. Of course, adopting
the tighter one room standard would result in lower subsidies.

Table 4.2
Schedule Used in Assigning Households of
Different Sizes to Units Under the Housing Allowance

number of rooms

under social housing

household under the housing
size minimum maximum allowance
1 1.0 20 1.5
2 1.0 20 1.5
3 1.5 2.5 2.0
4 2.0 3.0 2.5
5 2.5 35 3.0
6 3.0 4.0 3.5
7 3.5 4.5 4.0
8 4.0 5.0 4.5
9(a) 4.5 55 5.0

a. Under current rules, the local council is instructed to use its discretion in assigning
units to very large households.

Market Determined Rents. Obviously, the most crucial difference between these

Year Three simulations and those for Year One is the use of estimated market rents.
Fortunately, there is a lively, if limited, private rental housing market and a large private
sales market in Hungarian cities which made it possible to obtain at least a provisional

impact of this difference on the results is discussed in Annex C.
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estimate of market rents. The team believed that it was necessary to obtain rents
differentiated along four dimensions: size (square meters of floor space), number of rooms,
quality ("comfort") level, and location. In fact, ten size categories, seven number-of-rooms
categories (increasing by one-half room increments), five degrees of comfort, and five
locations (three within Budapest, other cities, and villages) were defined.

Estimates of rents on private rentals in these categories and on the sales prices of
the same unit type were obtained from eight brokers. Sales price information was obtained
because more brokers are knowledgeable about sales prices than rents. These data were
used following the procedure described in Annex E to develop rents on a compressed
number of unit types compared to the large number implied by the categories listed in the
previous paragraph. Obviously, a good deal of judgment was involved in deriving this
distribution; however, we believe that the distribution should be generally representative of
current market conditions.

Estimated 1990 market rents for a two room unit (plus kitchen and bathroom) for
different comfort levels are presented in Table 4.3. These figures indicate very large
differences by location--a factor only slightly reflected in the present administratively
determined rent structure. For example, market rent levels in cities are only about 80
percent of those in the Budapest "B" districts and 60 percent of those in Budapest "A"
districts. Similarly, there are sharp differences with quality level, particularly in the best
districts of Budapest. The ratio of the rents of the highest to lowest quality levels are
shown in the last row of the table: for mos: of Budapest and cities the ratio is about 2.0;
for Budapest "A" the ratio is substantially higher (2.5), and it is somewhat lower in
villages (1.82). In contrast to this range, the ratio in the administratively set rents is 4.9.
Hence, compared to the private market, the current system massively underadjusts rents for
differences in location and overadjusts for differences in quality.



by Quality Level and Location

Table 4.3
1990 Market Rents for a Two Room Unit

(forints per month)

location

quality level Bp-A Bp.-B Bp.-C Cities  Villages
comfort & central heat 31500 23625 20475 18900 12600
comfort & modern heat 28350 21263 18428 17010 11340
comfort & traditional

heat 26775 20081 17404 16065 10710
half comfort 20475 18428 16380 14333 11261
no comfort 12600 11340 10080 8820 6930
ratio: highest to
lowest quality 2.50 2.08 2.03 2.14 1.82

Notes: "Bp." stands for Budapest. Definitions of the districts included in each part

of Budapest are in Annex E. Definitions of "comfort” levels are in Annex A

Units with "full comfort” are the first two categories shown listed in the table.

Source: authors’ calculations based on data provided by real estate brokers. See

Annex E for details.

There is, of course, a fundamental concern about these estimates of market rents.
They imply market rents ten times or more greater than current administratively-set rents.
Because the private rental sector is small and still developing rapidly, rentals are in short
supply; and renters in the private market are drawn heavily from the foreign and higher
income Hungarians. Consequently, the observed market rents may overstate those that will
be in effect in even a couple of years once supply has had a chance to respond to
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demand® As noted in Chapter 3, it is for this reason that during the three year phase-in
period we have set .3R as the target, where R refers to 1990 market rents. By Year Three
supply will respond holding down rent increases; morcover, the limited effective demand
by many renters in state rentals will prevent rents in these units going up much beyond the
3R level, a level at which the mean ratio of rents to income is about .25. It may well be
that in the fourth or fifth year, all rent controls can simply be eliminated. Obviously, it
will be essential to monitor very carefully rent patterns and trends among private rentals
during the first few years allowances are introduced.

The MSR is based on the distribution of market rents for units "with comfort". The
values assigned to the MSR critically affect housing subsidy levels, the rents actually paid
by participants from their own resources, and the share of all renters who are eligible to
participate. To explore the impact of different MSR levels, results for three different
MSRs have been simulated: those with the MSR set at the 40fh, 50th and 60th percentile
of the distribution of rents of units with comfort. Separate MSRs are used for units of
different size (number of rooms) and for two geographic areas: within Budapest and
outside of Budapest.”

Estimates are made for two values of the household contribution rate, "t" (.15, .20).
In considering this range of values for "t" one should recall that the MSR excludes utility
payments. In 1990 utilities accounted for about 5 percent of the income of households
likely to participate in a housing allowance program.“ The government has announced its
plan to raise energy prices to market levels during the 1991-1993 period. Hence, utility

“ There are a couple of special aspects of the current private rental market, particularly in
Budapest, that are worth noting. First, because there is a shortage of high quality hotel rooms,
there is a substantial (and lucrative) market in very short-term apartment rentals to tourists. As
hotel capacity is built up, this market will diminish and these units, estimated by some to
constitute 20-25 percent of the private rental market, will become available to Hungarians.
Second, the prohibition against individual foreigners owning property also has pushed them into
the rental market, When they. are able to purchase, these households will also leave the rental
market.

“ In an actual operating program, it would probably also be necessary to differentiate further
among settlements of different sizes outside of Budapest. On the other hand, retaining Budapest
as a single market area is appropriate, since Budapest is indeed a single housing market, and
the single MSR structure is neutral in affecting participapts’ choice of selecting a small, well
located units or a larger unit in the suburbs for the same rent.

4 See Annex Table D.1.
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costs as a percent of income will very likely rise. Jn determining which value of "t" is
preferred for the housing allowance program, one should remember that total housing
expenses will be the payment for housing (roughly "t") plus utilities at 8 to 10 percent of
income. '

In these simulations, participation in the program is conditioned on the household
spending a minimum share of income on rent to ensure minimum housing consumption.
This share has been set at 10 percent, except for the case in which t=.10, when it has the
value of 7 percent.

All analyses assume a conservative 15 percent increase in household income in
1990. The results are for 1990; that is we simulate what the situation would have been if
rents in state rental units had been fully shifted to market levels in 1990. Alternatively,
these results can be thought of as being for the final year of the phase-in period, and that
over the period real incomes had not changed from their 1990 levels.

There is an important limitation to this analysis in that it does not take possible
housing adjustments into account. One certainly expects many "overhoused" families to
reduce their housing consumption in response to sharply higher prices. This should be
particularly true of lower income families in this situation, since remaining in a larger unit
will have even greater adverse consequences for them (as a percentage of income) than for
higher income families. Indeed, based on-1980 survey data, Daniel and Semjen report a
sharp increase in willingness to move of households living in state rentals in response to
large (250-500 percent) rent increases.” The phase-in procedures outlined earlier are
designed to encourage exactly this type of adjustment; even so, in a tight rental market
such as Budapest, housing search will be difficult. Unfortunately, we have not been able
to include shifts of households among dwellings in the simulations. To the extent that
overhoused participant families do move to smaller units, the estimates of the ratios of
household rent payments to income we present are overstated.

® Z. Daniel and A. Semjen, "Housing Shortage and Rents: ‘The Hungarian Experience,” Economics
of Planning, vol. 21, no.1, 1987, pp.13-29.
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Year One Results
The principal findings for the simulations of the first year during which housing
allowances are being phased in can be summarized as follows:

Participation rates (i.c., the percentage of renters who are eligible to
participate), the importance of subsidy payments to participants, and total
program costs are all quite sensitive to the share of income which households
must contribute to rent, i.e., "t".

Program costs are not high. In the most extreme case--imposition of a 200
percent rent increase above 1990 rent levels, with t=.10--program costs
amount to Ft.4.7 billion or 19 percent of the total rental revenue from the
stock. Under a 100 percent rent increase, total subsidies are only Ft.1.3
billion.

Nevertheless, because the subsidies are focussed on the poorest renters, they
make a significant difference to the economic situation of participants.
Typically, payments account for 25 to 30 percent of unit rents.

Subsidy payments are distributed among participants in ways that show a
very strong targeting on need. Eighty percent of the subsidies go to
households in the lower half of the income distribution; half go to those
with eight or fewer years of schooling; and two-fifths are received by
households without a working family member.

The shere of income which households not eligible to receive a housing
allowance must spend on rent is not extreme, even for those who are
"overhoused", i.e., living in units for which R>MSR. Under a 200 percent
rent increase, such households would spend about 15 percent of income on
housing.

In presenting the results in detail, findings for a!! participants under alternative program
designs are given first. We then describe how differeait types of households are treated,
and finally we contrast outcomes for participants and non participants.
Variations with Program Design. The simulations explore the variation in outcomes
with changes in three key assumptions: the share of its income a participant household
must contribute to rents ("t"), and the size of the rent increase administratively imposed in

the first year.

We begin with an examination of the impact on participation and average per

beneficiary subsidy level of changing the size of the rent increase and the value of "t".

These results are summarized in Figure 4.1.%

% Detailed data for Year One results are presented in Annex Table D.2.
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Figure 4.1
Year One Outcomes of Housing Allowances

Under Different Household Contribution Rates
and Assumed 1990 Rent Increase
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Participation rates—-the share of all renters of state flats who are eligible for and
assumed to join the program--decline sharply with increases in the value of "t". For the
case of a 200 percent increase in rents, the range is from 69 percent (t=.10) to 20 percent
(t=.20), or from 533,000 to 142,000 participant households. This general result is expected
since the income limit for participation is determined by MSR/t for each household size;
still, the magnitude of the reduction is striking, Participation is also sensitive to the size
of the rent increase. For example, participation rates of a rent increase of 200 percent are
about twice as high as those of a 100 percent rent increase. For program designs with a
high "t" value and a 100 percent increase in rents, participant rates are quite low--7 percent
for t=.2, and 16 percent for t=.15. On balance, participation is more sensitive to changes
in t than in the size of the rent increase.

The chart in the upper right-hand comner of the figure shows the ratio of
participants’ actual rent payments to incomes under diffirent program designs. For
example, in the case of t=.10 and a 100 percent rent increase (the first bar in the chart),
participants, average rental payment after subsidy is about 10 percent of income. The chart
clearly demonstrates the way in which the housing allowance program can insulate
participants from spending an increasing share of their incomes on rents as the overall rent
structure rises. Participants are largely protecied by the MSR rising with the rent increase.
For t=.10, as the rent in~rease doubles from 100 to 200 percent, the average participant’s
rent payment to income rztio increases by 19 percent, i.e., rents rise from 10.6 to 12.6
percent of income. Given that the MSRs have been increased proportionately, most of this
increase is due to changes in the composition of the participant population, and the extent
to which they are over- and underhoused. The degree of the insulation is more evident
when one realizes that in the absence of the housing allowance prozram a 200 percent rent
increase over 1990 rents would cause the averag: participant to spend 18 percent of its
income on housing (under t=.10).

Actual, after subsidy rent payments ar. the average for households who are
overhoused, those underhoused, and those living in the "program standard unit" for a
household of their sizc. Many participants are currently living in smaller and lower quality
units than the program standard. The lower left-hand chart in Figure 4.1 shows tiat about
half of participants are occupying units that are smaller or of lower quality than the
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program standard (these are units for which R<MSR).® As shown in Chapter 3, these
families receive a cash “credit" equal to the difference between their unit rent (R) and the
MSR, which is subtracted from tY in computing the "actual rent paid." On balance,
however, the extent of the overhousing outweighs underhousing for the eligible population
defined for t=.10; consequently, actual rents account for more than 10 percent of income
on average. On the other hand, the populations defined at the higher values of "t", the
balance is slightly in favor of underhousing; and the actual rent income ratios are slightly
below the value of "t".

The chart in the lower right-hand comer of the figure shows the average ratio of
subsidies to rents for participants for each of these cases. There is a very general pattern
of subsidy rates declining with higher values of "t". This is expected since as "t" rises the
participant must contribute more of its own income to rents (prior to any reduction for
living in a unit below program standards). The pattern is not a simple one, however,
because the increase in "t" also reduces the income limit for participation thereby loWeﬁng
the average income of participants and raising the average subsidy payment. For the 100
percent rent, as the value of "t" increases, the higher required household contributions
dominates the "deeper subsidy" effect; and subsidies decline as a share of rents. But for
the higher rent increases, the "deeper subsidy" effect is more pronounced; and there is little
decline in the subsidy-to-rent level at higher values of "t".

The magnitude of subsidy payments is masked by the data in the charts on
subsidies as a percentage of rent. For the case of t=.10, under the 100 percent rent
increase the average participant receives Ft.5,164 annual subsidy payment. Under a 200
percent rent increase the average subsidy increase to Ft.9,853 and the number of
participants doubles. However, because higher income households are brought into the
program as the MSR is increased, subsidy payments as a percent of rents remain
essentially constant.

These observaiions lead to the obviously important point of the overall costs of
implementing the allowance program. Data on the aggregate cost of a housing allowance
program under various designs are given in Table 4.4. The message is straigﬁtforward:

' Households which have R=MSR are categorized as "overhoused" in these tabulations, i.c., the
emphasis is on identifying households unambiguously underhoused.
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none of the designs being considered is very expensive in Year One. Tne mosi costly
design—a 200 percent rent increase with a household contribution rate of 10 percent
(t=.10)--would cost about Ft.4.7 billion. This represents only 28 percent of the

Table 4.4
Aggregate Subsidy Levels and Subsidies as a Percent
of the Increase in Rents Under Alternative Program Designs

A. subsidies in Ft. billions

dR t=.10 t=.15 t=.20
100% 1.3 4 1
150 2.7 1.0 4
200 4.7 1.9 9

B. subsidies as a percent of the increase
in rent revenue

dR t=.10 t=.15 t=.20
100% 15.6 4.8 1.2
150 21.7 8.0 3.2
200 28.2 114 54

Note: results based on assumption of 1990 increase of household incomes of 135
percent.

increase in rental revenues of Ft.25 billion. This suggests that allowances could easily be
financed trom rent increases at least in Year One. (As noted earlier, these revenue and
subsidy figures are for state rentals only; the addition of renters in private units would
raise subsidy costs but leave revenues on state units unchanged.)

Figure 4.2 presents the same charts as the previous figure for participation rates and
ratios of actual rent to income, but this time the extent of the 1990 increase in household
income is varied from 15 to 25 percent, while the rent increase is held constant at 100
percent. The striking finding is how little impact differences in income growth of this
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Figure 4.2
Year One Outcomes of Housing Allowances

Under Different Rent Increases and
Housing Contribution Rates
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magnitude have on the results. Importantly, this also indicates, at least over this range of
rent changes, that a 10 percent increase in real household income during the next few years
would not alter the results very much, including total subsidy payments. For example, for
the case of t=.10 and a 200 percent rent increase, a 10 percent increase in real incomes
decreases total subsidies from Fi.4.7 to Ft.4.0 billion, or about 15 percent.

Pasterns for Different Types of Participant Households. The foregoing gives the
"big picture,” but huw 5o the elderly or families with three or more childrer. treated under
the housing allowance program designs just presented? Table 4.5 presents several key
indicators for the case in which t=.10 and the rent increase is 200 percent above 1990
levels for participant households classified in eight different ways. (Additional information
is provided on three additional cases in Annex Table D.2.5.) While there is some variation
in the outcomes for different household groups depending on program design, in general
the broad patterns of results are quite robust; therefore, concentrating on a single case here
permits a simplification in presentation without distorting the findings. The principal
pattern revealed in the data in Table 4.5, and Figure 4.3 which uses some of these data, is
that housing allowances are well targeted on households most in need. An examination of
participation rates, the average ratio of subsidies to rents, and the percentage of total
subsidy payments among household groups all show that lower income, less educated
groups receive most of the benefits. In particular,

-- Households in the lowest two income quartiles receive 80 percent of all subsidies;
those with less than eight year of education receive half of the subsidies.
Participation rates for these groups are all over 80 percent for this program design.

-- The overlapping groups of individuals living alone, thoss without a family
member in the labor force, and those over age 65 are very major beneficiaries.
Those without an economically active household member account for 58 percent of
all subsidies; those over age 65 for 33 percent.

-- Among households with children, the greatest beneficiaries are those with three or
more children; similarly among non elderly households, those under age 35 receive
the largest benefits.
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Figure 4.3

Targeting of Year One Program Benafits
to Different Types of Households
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Table 4.5
Results Under a Housing Allowance Program with 200 Percent
Rent Increase in Year One and t-.10

all households
participation subsidy/ actual rent/ percent of
rate (%) rent(%) income (%) total subsidies

no kids 69.9 22.2 12.5 68.7

one child 64.9 119 11.3 12.7

two children 65.6 13.5 10.9 11.9

three or more 86.0 26.6 10.3 6.7
Household type II

couple 57.6 10.9 117 37.9

single parents 754 16.8 12.8 6.7

individuals 93.9 48.2 12.0 50.2

other 62.1 13.0 13.1 5.1
Age of household head

<35 70.0 19.5 10.0 20.0

36-50 579 11.2 11.3 19.0

51-65 2 17.0 13.1 27.5

65+ 88.5 344 13.1 33.6
Economically active

active 56.2 11.7 11.1 417

non active 90.4 33.3 13.5 58.3
No. of earners

none 90.4 33.6 13.5 57.8

one 64.0 16.8 11.2 24.5

two or more 50.4 8.3 11.0 17.6
Income quartile

lowest 99.9 404 12.1 50.7

2nd 95.5 23.6 12.3 29.8

3rd 54.1 9.2 13.0 130

highest 26.3 4.7 10.5 6.4
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8 yrs or less 82.0 33.1 113 51.6

vocational 70.2 159 13.0 26.1
secondary 70.8 16.5 10.5 12.4
college 4.3 73 12.6 10.8
Budapest 69.1 20.8 11.0 57.8
big cities 75.8 18.7 14.5 15.7
county sites 68.2 14.0 15.0 10.2
towns 63.2 16.7 11.7 13.0
villages 64.7 17.8 104 3.3
Average 69.0 18.8 12.0 -
Notes:

Both household type variables include all households; so, for example,
households with "no kids" includes persons living alone as well as families.

Income quartiles are defined for all households, owners and renters.
Schooling is defined as the highest school completed.

Results are for the case in which 1990 household incomes increase by 15
percent.

Participants vs. Non Participants, The discussion thus far has concentrated on how

a housing allowance would affect program participants. Equally important for reasons of
equity and political acceptability are program impacts on non participants. Because
whether a family is "overhoused" fundamentally effects the outcomes for participants, we
thought it wise to divide non participants as well between those who are underhoused and
those who are overhoused. Thus, four groups of renters are being considered:

part+under h participants who live in a unit where the rent is less than the
MSR

part+over h participants who live in a unit where the rent is greater than
the MSR
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nonpar+under h non participants who live in a unit where the rent is less than
the MSR

nonpar+over h non participants who live in a unit where the rent is greater
than the MSR
Notice that this is a relative definition of being over and underhoused: it depends on
where the MSR is set relative to the rent of a family’s unit.

We have selected four cases to explore the effects on non participants, with values
for "t" of .1 and .2, and rent increases of 100 and 200 percent (results for all cases are in
Table D.2.4). From the previous results it is clear that these cases give the full range of
outcomes for the Year One program.

The most important impact on non participants is the increase in the share of
income they must spend on rent. The upper chart in Figure 4.4 shows the share of income
households in each of the four groups defined above would spend on housing under each
of the four program designs. The lower chart shows the distribution of households among
the four groups under each design, i.e., the four "bars" sum to 100 percent. The
classification of households among the four groups changes under each program design for
two reasons: the definition of who is eligible to participate changes with shifts in both "t"
and MSR, i.e., the amount of the rent increase; and, the definition of over- and
underhoused changes with the MSR.

Three points stand out in examining the upper chart. First, overhoused families,
whether program participants or not, will have much higher rent-to-income ratios than their
underhoused counterparts. Second, among the overhoused, lower income families, i.e.,
those who participate in the program, will experience the greatest burden because they
receive allowances based on the MSR not their actual rent. Third, the burden on
overhoused non participants never becomes extreme, because these are higher income
households. In the extreme case (t=.2, and a 200 percent rent increase), the rent-to-income
ratio for overhoused participants is 34 percent; that for overhoused non participants is about
17 percent. However, under this program overhoused participants are only about 9 percent
of all renters, while overhoused non participants are 56 percent of all renters (lower chart).
Only under the program design in which t=.1 and a 200 percent increase do overhoused
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Figure 4.4

Ratios of Actual Rent Payments to Income
for Four Groups of Households Under Alternative Program Designs
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participants constitute over 20 percent of renters; and even here the average rent-to-income
ratio is only about 18 percent.

Full housing cost burden includes both rent and utility payments.” If we add utility
payments of 8 to 10 percent of income to the percent of income spent on rent by the
ovcrhouged families, the burdens become very substantial, particularly for overhoused
participants. For this group total housing expenses range from 30 to 50 percent of income
(Table D.2.4). For overhoused non participants, the range is 17 to 23 percent.

Obviously, there will be great pressure on overhoused participants to shift to
smaller, and possibly lower quality, units, This makes sense, since in effect to sustain
them in their current housing would require a continuation of the very high government
subsidies that they now receive. -On the other hand, it is essential that these lower income
families be given the maximum opportunity to move in a timely way. For this reason it is
difficult to overemphasize the need to announce the full program of rent increases and
housing allowances at the beginning of the phase-in period.

Results Under Market-Determined Rents

Because of the much higher rent levels in Year Three, as rents approach market
levels, the results for Year Three differ in important ways from those for Year One.
Overall, the results of the Year Three simulations can be summarized as follows:

o  Participation rates in the models with market-type rents are generally high
and are sensitive to both the value of "t" and to the level of rent; but after a
point, and holding "t" constant, increasing the rent level has only the effect
of increasing subsidies, i.c., aggregate tenant contributions remain fixed.

e  Program costs are much higher than in Year One as the gap between actual
rents paid and market rents is closed. However, under the program designs
more likely to be adopted, housing allowances remain self-financing.

*  Based on cost and participation information, we can conclude which
combinations of parameters are superior in the sense of achieving greater
after subsidy payment revenues while :astaining substantial participation. To
reach the quasi market level of rents i1t appears better to increase rents and

£ As noted above, beginning in 1990, tenants are also responsible for improvements within their
units. These costs should in principle be included in the total housing cost figure.
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the value of "t" in alternate steps; if rents only are increased more
consistently subsidies rise quickly while there is little increase in after
subsidy revenues to the sector.

*  Generally targeting has the same patterns ¢35 in the Year One models, i.c.,
more needy households participate at higher rates and receive larger subsidies
than more affluent households. But, as participation approaches 100 percent
and higher income renters become participants in greater numbers, target
efficiency is diminished. Similarly, if participation rates are very low, equity
issues enter, since only few poor households participate.

*  Overhoused houscholds have very siwrong incentives to move to smaller units.
These incentives increase with the share of ‘income which household’s must
contribute to rent ("t") and the rent level.

*  Household incomes and the distribution of incomes set a limit to the
increases in rent levels which can be imposed for a given range of household
contributions because subsidies account fully for the rent increases. In the
future, with an increasing dispersion of the income distribution or real growth
in household incomes, further rent increases wovld result in additional net
(after subsidy) revenues to the rental sector.

The discussion proceeds in two parts. In the first, effects of different program
designs on program participation and costs are the focus. In the second, the impacts of the
same designs on different groups of households are explored.

Yariations with Program Design. The basic results for nine program designs or
cases are shown in Figure 4.5. These cases invclve t=.10, .15, and .20, and rents set at
10, 20, and 30 percent of the 1990 private market rents; in all cases the MSR is set at the
40th percentile of the distribution of rents for units with comfort. The case of t=.10 and
rents increased to 10 percent of 1990 private market rents involves approximately the same
average rent increase as the Year One model of t=.10 and a 100 percent rent increase (but
the impacts are quite different).

Looking first at participation, one is immediately sftruck by the high participation
rates in prospect for t= .10 or .15 and rents at 20 or 30 percent of 1990 private market
rents. Participation is between 78 and 99 percent of all renters. Even under t=.2 and rents
at 30 percent of 1990 private market rents, participation exceeds 80 percent. In brief, with
the magnitude of the rent increases being discussed, the great majority of households will
receive a subsidy. '

The chart in the iower right-hand comer of Figure 4.5 shows the average magnitude
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Figure 4.5
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of these subsidies as a percent of tle rent charged for the unit. For t=.15, subsidies pay
for 42 percent of rents when rents ais set at 20 percent of 1990 private market rents, and
49 percent when rents are set at 30 percent of the 1990 rents.

The actual rental payments made by participants in relation to their incomes are
shown in chart in the upper right-hand corner of the figure. Overall, they pay somewhat
less than the value at which "t" is set because of the predominance of underhoused families
among participants. It is worth noting that the proportion of underhoused families is much
greater with the higher market rents than under the 100-200 percent increase in
administratively-set rents discussed above, because of the change in the rent structure when
rents are market d... .ained. The effect of housing allowances in protecting these families
from higher housing expenditures is amply illustrated. by this chart.

As noted in the first part of this chapter, program designs with MSRs set at the
40th, 50th, and 60th percentiles of the distribution of rents for units with comfort were
simulated. The results for varying the MSR siow little impact on the patterns just
described. This may well be due to the limited variation in rents for common unit types,
which has been produced by the method employed for estimating market rents. Even if
the current pattern of market rents is quite compressed within this range, however, it may
be that over the next two years g greater dispersion will develop. For this reason it is
essential that rent patterns for private units be carefully moniiored in the future.

The high participation and rent levels just described imply substantial aggregate
subsidies, and this is borne out by the figures in Table 4.6. The subsidy amounts shown
in the table generally dwarf those of the maximum Year One subsidy cost of Ft.4.7 billion.
For t=.15 and rents set at 20 and 30 percent of 1990 private market levels, subsidies are
Ft.11.4 and Ft.27 4 billion, respectively. Under these cases, subsidies account for 34 and
53 percent, respectively, of total rent collections. Even at these rates, however, housing
allowances continue to be self-financing, i.e., the rents are large enough to pay for
allowance payments and leave considerable income left over for operation and
maintenance.” For reference, 1990 rents are estimated at Ft.8.3 billion plus about an
additional Ft.10 billion in other support, or a total of Ft.18.3 billion. . For the most relevant

®  Again, note that this could change as participants living in private units are added to the program.
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REVENUES AND SUBSIDIES OF YEAR THREE PROGRAMS

Table 4.6

Cases 1 2 3 4 5 6 7 8 9
value of ¢ 10 10 10 15 15 15 20 20 20
rent increase® 1R 2R 3R 1R 2R 3R 1R 2R 3R
Total actual paid rent 132 151 141 15.3 22.0 27 16.1 26.4 299
Total subsidy (bilion) 35 18.3 36.0 14 1.4 274 0.6 7.0 20.2
Total market rent (b.) 16.7 334 50.1 16.7 33.4 501. 167 334 501
Subsidy/Market rent 20.9 54.7 719 8.5 343 54.7 39 20.9 403

*rent as percent of 1930 private market rents
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cases--total market rent (revenues) and net revenues (revenues less subsidy payments)
exceed this level in all cases except those for which rents are set at 10 percent of 1990
private market rents. In short, there is additional revenue available for upkeep and repairs
after paying for the housing allowance.

There is an important pattern revealed by the data in Table 4.6. For changes
between some program designs, there is little increase in amount participants contribute to
rental payments; correspondingly, there is a large increase in subsidies. This is the case
for each shift between rents set at 20 and at 30 percent of 1990 private market rents (i.e.,
between case 2 and 3, 5 and 6, and 8 and 9). From the perspective of increasing net-of-
subsidy revenues, setting rents at 30 percent of 1990 private market rents would be a
mistake. _

But two other crnsiderations are important. First and foremost is the objective to
unify the private and public rental markets. To do this, rents on state units must be
eventually increased to the market level. Hence, even if the last increment in rent
increases produces no incremental net revenues, it would be justified. Second, participation
rates may be importantly effected by the last increase in rents, and the government may
wish to offer assistance to these households.

Another way to think about this point is in terms of the transition from Year One
to Year Two and finally to Year Three. Consider Figure 4.6 which shows changes in net
revenues (solid bar and left-hand vertical axis) and program participation (shaded bar and
right-hand vertical uxis) relative to case 1, i.e., t=.10 and rents at 10 percent of 1990
private market rents. In Chapter.3 we discussed a shift in Year Two to case like Case #5,
ie., t=.15 and rents set at 20 percent of 1990 private market rents. Given that we are at
case #5 in Year Two, we can analyze which solution is best for Year Three. Cases #2
and #3 are judged to be inferior to the others because they imply a massive increase in
participation (and attendant administrative costs) with little net revenue gain, indeed a loss
in average revenue per unit in the program. Case #8 may also be questionable as it means
a substantial increase in rent burdens for non participants and no expansion in the share of
households protected by housing allowances. In contrast, both case #6 and #9 improve net
revenues and increase participation, but in rather different proportions. Both set rents at 30
percent of 1990 private market levels; case #6 sets t=.15, while case #9 sets t=20. The
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choice between the two would appear to largely a political question, based on the share of
income participants can reasonably be expected to spend on housing and how much after-
subsidy revenues are viewed as necessary for the maintenance and rehabilitation of these
units,

Differences Among Houscholds. A key question addressed earlier concems how
well subsidies are focussed on lower income and other "deserving" households. Figure 4.7
shows the participation rates of households differentiated by income quartile, highest year
of schooling completed by the head of the household, and the number of children in
families having children. Overall, the results are similar to those reviewed for Year One.
There is, however, an important difference: as total participation rates reach very high
levels, the ability to differentiate among groups is eliminated. Cases 2, 3, and 6 have the
highest total participation rates, and one can see that the differences in participation rates
by income class, schooling, and number of children are sharply reduced.

Despite the reduction in participation differentiation, however, the subsidy payments
are still well targeted, as illustrated in Figure 4.8 which shows the percentage of total
subsidy payments going to households in each income quartile. The high percentages
going to the lower two quartiles is clear. In addition, notice that there is some reduction
in this share for the cases with the highest participation rates. In particular, for the three
cases with participation rates in excess of 90 percent--#s 2, 3, and 6--the height of the bar
for the lowest income quartile is shorter than in the other cases and the height of the bars
for quartiles 2 and 3 higher.*

Lastly, we turn briefly to outcomes for four groups of households: underhoused
participants, overhoused participants, underhoused non participants and overhoused non
participants. Figure 4.9 shows the distribution of all renters among these groups and the
ratio of actual rent payments to income for two cases: case #5, t=.15 and rents at 20
percent of 1990 private market rénts; and, case #9, t=.20 and rents at 30 percent of 1990
private market rents. The distribution of renters among these four groups is not very
sensitive to parameter changes in this range (see lower chart). On the other hand, there

% Full details are provided in Annex D.
¥ Amnex D provides data for all nine cases.
v3



are substantia! changes in the ratios of rents to household income caused by the shift to a
higher "t" value and rent level. Much more seriously affected are overhoused households,
both participants and non participants. Among overhoused participants, the ratio of rent
payments to income increases from 23 to 31 percent--a very strong inducement for them to
seek cheaper accommodations. In contrast, the rental payment to income ratio for
overhoused non participants at the higher level is still under 20 percent: among
underhoused the ratio is only 12 percent. Hence, even under the case in which rents move
approximately to market level (30 percent of 1990 private market rents), non participants
will not bear an extraordinary rent burden.
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Figure 4.8

Subsidy Distribution by Income Quartile
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Figure 4.9

Rent-Income Ratios for Underhoused and Overhoused Participants
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§. Conclusions

Our general conclusion is that housing allowances are a key clement in the solution
to the problem of reforming the state rental sector so that it operates more efficiently and
subsidies are reduced and targeted to lower income households. We also think that the
kind of transition process we have outlined--including dealing forthrightly with the knotty
problem of the property rights of current tenants—-offers a workable model. Moreover, a
simple increase in administratively set rents of even 200 percent coupled with allowances
appears to pose no special technical problems, although politically such rent increases may
be difficult. In contrast, enormous uncertainty surrounds introduction of the market rent-
allowance system. The uncertainty encompasses administrative procedures, the responses
by households and suppliers of additional rental housing to higher prices, and the political
acceptability of introducing market rents.

Some who have reviewed this plan believe that it would be wise to demonstrate the
introduction of market rents and houcing allowances in one or two cities other than
Budapest first and then, after the results of this experiment were available and integrated
into revised procedures, begin a general shift to market rents. This is a reasonable
argument, but we doubt that Hungary has the luxury of the several years needed for such
an experiment before the problems of the rental sector must be dealt with more generally.
Indeed, as suggested at the beginning of the paper, it is likely that local governments will
soon undertake some solution to huge subsidy requirements which have just been assigned
to them (along with the state rental housing stock). Without strong national leadership,
these initiatives could be highly wasteful. A "middle path" would be to have two cities or
districts in Budapest begin each stage of the phase-in process six months before other
scttlements. Adjustments could then be made in a timely way to the carly administrative
problems encountered.

Introduction of housing allowances is simply a tool to facilitate the creation of a
unified rental housing sector in which rents on all units are market determined. The aim is
at the end of the phase-in period, rents for ideatical privately and publicly owned units will
be the same. The rent level should be sufficient to induce private individuals and firms to
provide additional rental housing as it is needed. A serious concern is the reladonship
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between this rent and households’ ability to pay rents at this ievel.

Near the end of the transition period--as we have outlined it, perhaps at the middle
of the second year--there will have to be a frank assessment of the relationship between
the level of rents on private units and the ability of households in state rental units and the
government (through the housing allowance system) to fully meet these rents. In other
words, there may be a substantial gap between the third year phase-in target market rents
(30 percent of 1990 market rents) and actual 1993 market rents. It may be that at this
point the target market rents still represent thc most that households not receiving housing
allowances are viewed as being reasonably able to spend and that government will view
the gains from higher MSRs as limited, in the sense of having to incur large expenditures
for a limited supply response. In this case, the phase-in period could be extended by cne
or two years and some direct incentives given to increase the supply of rental housing.
Such inducements could include favorable treatment of profits from rental properties under
the personal income tax, cnsuriné the availability of market rate finance for the
development or purchase of existing rental properties, and direct subsidies for development.
These actions are certainly not recommended at this time. We discuss this scenario to
emphasize the extent of the uncertainty ahead and to suggest the necessity for being
prepared for alternative developments.

Related to the foregoing, it is imperative that a program be established to collect
and analyze the data necessary for monitoring the evolution of the rental sector. At
present there is essentially no knowledge on the size of the private rental sector, whom it
serves and what rents are charged. Especially important is to track its growth over time
and the concomitant changes in the profiles of units, rents, and occupants. We emphasize
the need for creativity in conducting the necessary surveys. For example, where profits to
renting are high, it is often the case that owners of single family and row houses, or even
large apartments, modify them so as to be able to rent a small flat. Often such units are
added without official permission to avoid the cost of building permits and other fees.
Nevertheless, they can be an important segment of the rental market, particularly the low
rent part of the market; unless special efforts are made, standard surveys will miss such
units. During the period of extraordinarily rapid developments in the sector over the next
few years, surveys should be conducted at least annually and even twice as often if at all
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possibie. The Housing Office should include the cost of such surveys in its budget and
work closely with the Central Statistics Office to ensure the right information is collected.

Two further concerns about the introduction of housing allowances along with
market rents are that rents on state units will rise without any improvement in services and
social segregation will inevitably develop as higher income families command the better
(highe: rent) units. Inflation in rents is definitely a potential problem. To offset the
inflationary pressure, the housing allowance is designed to give participants a very strong
incentive to resist rent increases and to look for less expensive units: they get to keep
every forint they save on rent. But, more importantly, we have proposed a fundamental
change in the management of state rental housing so as to produce competition among
private managing agents with the tenants deciding annually which among several firms will
maintain their building. This competition should yield significant increases in services.

There are also ways to thwart the tendency for social segregation caused by
differences in purchasing power. As argued carlier, local governments can offset this
tendency by issuing a number of allowances which carry a higher MSR and which can be
used only in a certain neighborhood or even buildings having high rents.

Lastly, the implementation of the housing allowance-market determined rent system
is a politically difficuit task in Hungary. The substitution for rent controls and costly
housing production programs with the better targeted housing allowances was carried out in
western housing systems ten to twenty years ago, in most cases with success. However
there are important differences between the situation these countries faced and the present
Hungarian circumstances:

-- In most western countries it was not difficult to introduce housing allowances as
they brought relief for low income tenants who were paying a higher proportion of
their incomes for rent than that required under the allowance program. In Hungary,
due to the parallel huge increase in rents on state units, most tenant’s rent payments
will increase, even for those receiving a housing allowance payment. For this
reason the introduction of the system will need very careful explanation and
justification.

-- Western countries introduced housing allowances when the pressures of housing
shortages had decreased, i.c., when housing policy had become primarily a question
of income redistribution rather than a shelter issue.” This is not fully the case in

¥ A ). Heidenheimer, H. Heclo, and C. T. Adams, Comparative Public Policy (London: St.
Martin’s Press, 1983).
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Hungary where the planned shift from supply to demand subsidies is justified on
grounds of economic efficiency as well as income redistribution. Especially in
Budapest the adequacy of supply should be carefully examined.

-- Western countries implemented housing allowances when their central-local
government power structure was settled: local governments had substantial decision
making freedom but the necessity of central state intervention was also accepted,
especially in the social sector in providing assistance to low income families. In
Hungary the present tendency is to withdraw all central budget subsidies related to
the housing sector, shifting the housing problem and alsoc all decision making power
from the central to the local level. In this situation there is very little economic
and political will for the introduction of a centrally regulated system in housing--
even if it is quite different from all previous central subsidy systems.

Nevertheless, it is quite obvious that the deepening economic and social crisis in
Hungary will lead to especially serious problems in the public rentz! sector in the absence
of major reform. Current tenants should be made aware that without a housing allowance
program the shock of moving to market rents would be even greater for them. Housing
allowances can be considered as the best available solution to make raising rents possible.
But allowances have other attractive features. The program is flexible, in that it can be
implemented centrally or as one option within a housing block grant offered to local
governments. At the same time, it is politically neutral: because of its redistributional
effects, it is accepted by the liberals; and, because its application of free market principles,
it is also acceptable to the conservatives. Housing allowances, if implemented carefully,
can increase sector efficiency and decrease inequality simultaneously.
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Annex A

Selected Regulations for and Facts About
State Rental Units in Hungary

A, Flats are grouped into the following categories according to their level of comfort
(conveniences):

1. Flats with 'full comfort’ must have each of the following:

* room (at least 12 sq.m.), kitchen, bathroom, toilet (in the bathroom or
separate)

* utilities (electricity and water supply, outlet water collector)

¢ warm water supply (ail possibilities including individual stove)

¢ central heating system (all possibilities where the source of heating is outside
the rooms).

2. Flats with "comfort’ must have each of the following:

e room (at least 12 sq.m.), kitchen, bathroom, toilet (in the bathroom or
separate)

* utilities (electricity and water supply, outlet water collector)

* warm water supply (all possibilities including individual stove)

* individual heating system (all possivilities where the source of heating is
inside the rooms: electric vil or gas heater).

3. Flats with ’half comfort’ are flats which are not satisfying the criteria of comfort
flats but have each of the following:

* room (at least 12 sq.m.), kitchen, bathroom or toilet
+ utilities (at least electricity and water supply)
* individual heating system

4. Flats 'without comfort’ are flats which are not satisfying the criteria of half-comfort
flats but have cach of the following:

* room (at least 12 sq.m.), kitchen, and toilet outside the flat
* access to water
¢ individual heating system

3. All other building structures, which satisfy the criteria for buildings but do not
satisfy the criteria for flats without comfort, are called temporary lodgings.

B. All units are subject to maximum rents when size (square meters) exceeds stated
maximums: for 1 or 2 room units, the maximum is 80 sq.m.; for each additional room the
maximum increases by 20 sq.m. (as explained above, rents are set on a per square meter
basis by comfort level).
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C. Tenants generally pay costs of heat, electricity, and water and sewerage in addition to
rent. Also, since the beginning of 1990, tenants are responsible for all maintenance and
improvements within their units (such as installation of a private toilet); previously,
government in principle paid one-half of those charges. Heat charges for central systems
are computed on a cubic meter basis and water and sewerage charges cn a per room basis.
Water and sewerage costs are Ft 200-250/unit/month.

D. The income limit at initial occupancy for state rental flats is Ft 4,800 per capita per
month. Incomes are never recertified.

E. At initial occupancy, for a unit allocated by the municipal council (rather than obtained
through the "gray market"), the tenant pays key money ‘equivalent to 10 percent of the

value of the unit. Very low income households can obtain "social ‘allowances" for part or
all of these payments. This payment confers a "right of occupancy" on the tenant.

F. Some basic data on the Hungarian state rental housing stock:

1. State rental flats according to comfort-categories in 1989

full comfort 42.6
comfort 38.9
half-comfort _ 5.5
without comfort 13.0

2. State rental flats according to the number of rooms in 1959

one-room flats 18.7
two-room flats 479
three or more rooms 334

3. Rent norms in state rental flats (Fi/sq.m.)

dll Jan 1990 from 1 Feb 1990
full comfort 15.00 22.00
comfort 12.00 15.00
half-comfort 7.50 7.50
without comfort 4,50 4.50
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4, The value of maintenance works done inside the flat (previously paid by IKV, since
1990 paid by the tenant) according to comfort-categories (Ft./sq.m.)

full comfort 7
comfort 11
half-comfort 6
without comfort 6

5. Incomes and expenditures of housing maintenance in Billion Forints

1989 1990

Incomes

rents for flats 5.7 7.2

rents for non

residential premises 44 6.6

state subsidy 8.5 3.6

TOTAL 18.6 174
Expenditures

operation costs 5.1 54

upkeep 6.2 3.3

timely maintenance 1.7 1.7

maintenance backlog 4.7 5.6

TOTAL 17.7 18.0
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Annex B

CREATING COMPETITION IN THE MANAGEMENT OF
RENTAL HOUSING IN HUNGARY

Reats in social housing will be increased several times over the next few years as rents
move to market-dstermined levels and the state rental sector is integrated into the overall
housing market. It is reasonable for tenants to expect some increase in services in
exchange for these large rent increases. It is, however, an open question as to whether the
monopolistic and openingly disparaged IKVs (Ingatlankezelo Vallalat) will meet this
challenge, even with the financial resources available for mainienance and operations rising
substantially. Moreover, some improvement were achieved, more might have been possible
if firms were competing to be managers of individual buildings or projects. In short, it is
essential to introduce competition into the management of the social rental housing stock as
a way of increasing housing services to the maximum extent possible.

Since some this stock will eventually be sold to private investors, the situation described
below of public ownership and private management may be a transitional arrangement.
But at least in the near term, lncal councils will be the owner of the state stock, and it
will be they who contract with firms to manage state rental projects.

The introduction of competition among housing suppliers is especially critical in the
housing sectors of Eastern Europe because of the limited scope for renters to express
effective demand. In particular, in situations of significant housing shortage, the possibility
for dissatisfied reaters to "vote with their feet" by relocating to another unit is constrained.
Hence, there is the need for renters to be abie to change management companies more
readily than is the case in the countries of Western Europe. Eventually in Hungary, as
more rental housing is develcped, competition among suppliers will be generated by
households moving to better managed buildings.

The balance of this outline description first sets out a proposal for shifting to a competitive

system for selecting management firms and then gives some additional details in a
discussion of the proposal.
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The Proposal: The reform in housing management would have four main elements.

1. A m<nagement contract would be given by the local government to a firm for
each building or project (i.e., a group of buildings). Each project would be large
enough to make its management economically efficient; perhaps a minimum size of
100 units.

2. Local government would select three or four firms to compete for the
management contract for each project. Representetives of these firms would appear
at a meeting of the tenants and outline their management plans for the project. The
tenants would then vote on which firm to hire. The management fee to be paid to
the company would be fixed in advance of the competition.

3. For the first two or three years, there would be a new competition each year,
with the winning firm receiving a one year contract. The short duration of the
contract will keep the pressure on the firm to provide good services; if it does not,
the tenants will not select it in the next year.

4. Management contracts should be phased-in over a several year period, perhaps
beginning as carly as the middle of 1991. One uption would be to introduce the
new system first in a two or three districts of Budapest and a middle-sized city.
Building the experience gained during the first year in these places, the system
couid be more widely introduced in the second year. Prior to the introduction, there
would have to be an aggressive campaign to inform potential entrepreneurs of these
opportunities and the chance for both these entrepreneurs and IKV staff to attend
workshops on efficient housing management and financial control.

Discussion:

-- The primary reason for using the "project” as the basic unit for which
management companies are selected is to encourage small entrepreneurs to compete
for these contracts. Because management companies require little capital equipment
to perform routine maintenance and operations, this is an ideal "incubator" for small
firms. If necessary, the local council could work with commercial banks to make
loans for equipment to the new firms, with loan naymcnts deducted from the
management fee.



== The local council will enter into a contract with the management company. The
local council sets the fee that the company will receive as a percentage of the rents
collected at the project. Because the firm has the responsibility for collecting rents,
basing its fee on rent collections, rather than on the rent roll, gives it an added
incentive to collect rents. (The local council should have a good idea of the
expected rent roll in advance of making the contract.)!

The percentage of rents going to the management fee is expected to vary among
projests. For projects in poor condition, which command lower rents, the fee would
be a higher percentage of rents. Similarly, higher rent projects and projects in
better condition (which therefore require less maintenance) the fee would be a lower
percentage of rents.

The local council, as the owner, receives all revenue above running and maintenance
costs and the management. fee. The management company negotiates its annual
budget for each project for running and maintenance costs with the local council in
advance.

-- The foregoing envisions a situation in which rents are sufficient to cover the
costs of operation and maintenance and the company’s fee. If rents were less than
this amount, then local government could either fix a lower budget (but presumably
not fee) with the company or make up the shortfall in income from its own
resources, i.e., it could subsidize the project. A strong incentive for providing a
fully adequate budget, aside from protecting the property from deteriorating, is to be
able to hold the management company accountable: when the company is told at
the outset that its sesources are insufficient to do the job, it may be very difficult to
criticize poor performance. If rents are moved to market levels over a few year
period, only a small share of projects should not have rent roils large enough to
cover these costs; indeed, in general rents should be rather greater than these costs,
since there is no payment for capital costs in the negotiated budgets.

-- In a fully developed system, the management company would set the rent for
vacant units. It would try to set the rent at the market level: setting it too high
would leave the unit vacant for some months, and the company would lose money
(its percentuge of rents not collected); in setting the rent too low would also "lose"
money because the company’s fee is computed as a percentage of actual rents.

' The fees paid to each company for each project should be a matter of public record so that
unusual amounts can easily be identified and questioned.
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During the transition to a market-oriented rental system, rents could be subject to
various controls.

-- Rents on commercial space in the building accrue to local government. The
management company maintains these areas along with the rest of the building.
(The local government will enter into separate contracts for the operation of
buildings that are fully occupied by commercial use.)

-- One anticipates that the tenants would choose among three or four competing
firms. The IKV would be permitted to compete for the contract on any project.
The contracts awarded to the IKVs would be the same as those given to other
companies; and, hence, the IKVs would be subject to the same incentives as other
firms.

As part of the process of tenants selecting the management company the tenants
might also have a direct voice in deciding on whether certain services would be
included in their rents. These would typically be labor-related services (as opposed
to those requiring significant capital investments) that could be easily priced and
implemented. Setrvices could be added or deleted compared to the package offered
by the management companies. (The budget of the management company would
have to be renegotiated by the company and local government if the service package
were changed.)

-- It may well be that many of the new firms will be founded by former managers
of IKVs.

-- After a few years longer term contracts could be given by the local council to
firms that had proven to be competent and efficient managers. Longer terin
contracts might be especially desirable for projects undergoing moderate
rehabilitation in order to provide some continuity during the constmiction phase.

-- As the owner uf the property, the local government would make the decision
about which properties to rehabilitate. In principle, these decisions should be based
on financial calculations with post-rehabilitation rents being sufficient to cover
amortization of the investment. (Lower income households would be substantially
protected by the housing allowance program.) Similarly, local government should
decide to retire those projects from the stock which are in very poor condition and
whose rehabilitation is not economically feasible. Such retirements, however, would
have to be done in the context of a broader strategy of providing additional rental
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Lousing.

Technical assistance:

Management companies. There may be a substantial number of Hungarians who
have the necessary knowledge of building systerr_ to be able to manage
maintenance and related operations in multifamily housing buildings. On the other
hand, there will very likely be a deficiency in other skills, particularly those for
efficiently organizing and deploying staff resources and for financial planning and
control.

To fill this vacuum, technical assistance from an international donor should be
marshalled. Under this program a group of Hungarians would be trained as trainers
and then conduct courses in major cities around the country prior to beginning the
transition to a mixed system housing management by private and public firms.

Local government. Clearly local government agencies have a pivotal role in the
operation of a mixed public-private system of management of the social housing
stock. The staff of these agencies must have a strong working knowledge of the
cost of maintaining projects, be able to recruit management companies and negotiate
realistic management fees, judge the quality of services being delivered by the
management companies, and enforce contract provisions as necessary. These are
demanding tasks and new tasks for local government. Provision of courses and
workshops for the officials who will have these respousibilities will be essential to
an effective system. Again, these courses should be held before initiation of the
new system.
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Annex C

Description of the CSO Data Set

1. The initial for the d

‘The CSO data set was based on two separate surveys. One is the 1989 ’household
survey’ containing the data for 12,000 households in all settlement types in Hungary.
Households taking part in this survey had to keep a diary for a predeiermined two month
period in 1589, recording all income and expendi:ures of all members of the household.
For another two months of the same ycar they had to estimate their total incomes and
expenditures. Lastly, following the end of the year (in March 1990, around the deadiine
for income tax reports) households had to report their larger expenditures during 1989
(real estate transactions, building, buying of high value goods, etc.), a list of the assets in
the household’s possession and the agricultural production and consumption of the
household. The data set based on these household reports was weighted so as to be
representative of the age distribution of the whole Hungarian population (see e.g.
Lakasstatisztikai Kozlemenyek, KSH, Budapest 1989).

The other main source of the CSO data set used in our research was the detailed 1987
income survey. The results of this survey were first updated to the 1989 year by the way
of microsimulation. This updating included applyizg adjustments for incoms underreporting
that CSO had developed using time budget studies. Then the total net household income
item of this survey was joined to the previously mentioned household survey on a
probabilistic basis.

The integration was carried out in a matrix, one dimension of which were the quantiles
formed on basis of personal income per capita and the second of which were
socioeconomic strata formed on the basis of the econcmically active-inactive character of
the households, the number of children, the status of the head of family ir the occupational
hierarchy and the urban-rural type of residence. This matrix consisted of 336 cells,
corresponding to the combination of the 14 quantiles and the 24 socioeconomic strata. The
task was to allocate the records of the 1989 household budget survey, by omiiting and
multiplying soms of them in such a way that the transformed records should be distributed
among the 336 cells the same way as in the updated income survey file serving a:z an
ctalon. This task was solved by random selection within a given cell. The cell structure of
the file created this way well approaches that of the sample taken as basis. As a result the
sample size grew from 12 to 17 thousand. The World Bank supported and monitored the
matching process.
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This special method to create the initial data set (joining two independent data sets through
a statistica! matcling process) was necessary because household surveys have no reliable
data on incoms — ipw income families are over-represented while the two upper income
deciles are strongly under-represented (higher income families were much less willing to
accept the task of continuously recording their incomes and expenditures). Income data are
much more reliable and comprehensive (especially regarding second economy incomes) in
the income survey in which also the non-response rate is much lower (it is only about
one-fourth of that of the household survey). The income survey has, however, no data on
consumption patterns and some other important characteristics of households. The merging
of the two data set was for this reason unavoidable. (In fact, only the total household
income was used from the income' survey, because the more detailed variables on income
sources were not corrected for underreporting in time; total household income is, however,
clearly one of the key variables for the whole analysis.)

Because of the statistical matching of the two data sets, the representativeness of the new
data was reduced. According to the CSO staff, higher income housecholds b-came somewhat
over- represented and also the representativeness according to settlement categories became
questionable (which was not among the main strengths of the original data sets either).

The full, merged CSO data set was too big to work with on the personal computer
employed for this project. For this reason we asked only for a reduced number of variables
and as the first step of the analysis we selected tenant households for further investigation.

The main groups of variables used in the analysis were as follows:

1. Household and area identifier variables

2. Household characteristics (composition, demographic variables, economic activity,
educational level, income) :

3. Household spending on rent and utilities

4. Dwelling characteristics (type, size, comfort level)

3. Biases in the CSO d lon_for unit size distributicn.

Comparing the CSO data set on Hungarian public rental housing with daia on the total
stock of th. dwellings (data obtained from thc FUTI database on all Hungarian public
rental units), we discovered two substantial difterences: (a) tie CSO data set
over-represents the share of one-and-a-half room units; and (b) average floor space data in
the CSO data set proved to be biased upwards compared to the whole public rental stock.
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These differences are shown in Tables C.1 - C.3.

Table C.1
The composition of the rental housing stock according to ¢the number of rooms

Public rental housing

Percentage Total stock CSO Sample
one room 32.8 24.2
one and a half rooms 16.6 40.6
two rooms 36.4 27.2
two and a half rooms 6.9 4.8
three or more rooms 7.3 3.2
Total: percent 100.0 100.0
Total: number of units 745531 3229
Table C.2

" The composition of the rental housing stock according to comfort categories.

Public rental housing

Percentage Total stock CSO Sample
full comfort 42.6 49.6
comfort 38.9 384
half comfort 5.5 49
no comfort ' 13.0 7.1
Total: 100.0 100.0
Total: number of units 745531 3229
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Table C3
Comparison of the average floor space of the gize-categories of the dwellings

Public rental housing

Square meters Total stock CSO Sample
one room 35.0 40.0
one and a half rooms 45.3 550
two rooms 58.2 65.0
two and a half rooms 71.4 75.0
three 79.7 82.5
three and a half or morz 120.0 90.0

In the CSO household survey the definition of 'rooms’ and the method of calculation of
floor space corresponded to the usually applied methods. Thus the most probable
explanation of the identified biases concerns the re-weighting process in connection with
the merging of the two data sets.

One important step in modeling housing allowances is the estimation of the MSR. In this
respect among the two biases discovered in the CSO data set the over-representation of the
share of one- and-a-half room units seems to be the less problematic (MSRs are calculated
according to the number of rooms); the other problem (too large average floor space data
in the CSO data set compared to national averages for the rental sector) is much more
difficult to handle.

One possibility to correct the biases would have been to re- weight the CSO sample
according to unit size distribution of the whole rental housing stock. However, this would
have negatively affected the reliability of the data set according to other variables,
especially household income. That means that the sample would have lost one of its most
important features, i.., that it correctly represents the income distribution of tenants. For
this reason we decided to maintain this distribution and not re-weight the data to correct
errors in the unit size distribution.

The data in this report are based on the assumption that the CSO flat size data are biased
and must be replaved with the average flat size data for the whole rental stock in Hungary.
Thus we replaced the second column in Table C.3 with the first one. This cormrection leads
to the uncsr-estimation of the real size distribution of rental units - because the proportions
¢f number of room categories have not been corrected and the CSO sample over-
represents smaller flats. We obtain the following results for the nine models simulated for
Year Ons using the data set with adjustment just described.
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Table C4

Summary of the models: Participation rates, total costs, rent/income ratio

Models 1 2 3 4 5 6 7 8 9
value of t 10 10 10 15 15 15 20 1)) 20
rent increase (dR) 100 150 200 100 150 200 150 200 250
Participation rate (%) 34.0 51.4 69.0 16.5 23.2 34.0 6.7 14.5 195
Total subsidy (billion HUF) 13 2.7 47 04 1.0 19 0.1 0.4 Cc9
Total Market rent (b. HUF) 16.7 208 25.0 16.7 208 25.0 16.7 208 25.0
Subsidy/Market rent % 7.7 128 18.8 2.6 49 1.7 0.6 20 3.7
Rent/Income (%) 84 9.9 1.0 88 10.8 12.6 9.0 111 131
(Rent+Utility)/Income 15.0 165 17.7 155 174 19.2 15.7 178 198
Notes:

First year models with income incraase 15 %.

Rates are calculated using total sums, not the averages of rates.
Rent is the actual rent (rent minus subsidy).

Market rent Is the total rent.

Oid rent/income ratio: 45 %
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Table C5
Summary of the modelis: Participation rates, total costs, rent/income ratio

Models 1 2 3 4 5 € 7 8 9
value of t 10 10 10 15 15 15 20 20 20
rent increase (dR) 100 150 200 100 150 200 150 200 250
Participation rate (%) 58.4 77.2 86.8 279 420 58.4 175 244 346
Total subsidy (bilfion HUF) 35 6.6 104 15 3.0 5.2 0.7 16 29
Total Market rent (b. HUF) 16.7 208 250 16.7 208 25.0 16.7 208 25.0
Subsidy/Market rent % 209 31.8 4138 8.8 143 209 43 7.6 114
Rent/income (%) 7.2 7.7 79 8.3 9.7 108 8.7 105 120
(Rent+Utility)/Income 138 144 146 149 164 174 153 171 18.7
Notes:

First year models with income increase 15 %.

Rates are calculated using total sums, not the avarages of rates.
Rent is the actual rent (rent minus subsidy).

Market rent is the total rent.

Old rent/income ratio: 45 %



In order to get a picture of the magnitude of the differences in the simulation results
introduced by this adjustment, Table C.5 presents the same data as Table C.4 but this time
without the adjustment of unit size to the national average.

The non-corrected version of MSR leads to a much more costly program of housing
allowances (see the increase in total subsidy).

4. Variable adjustments to update the data

The original data refer to the 1989 situation. In the course of the last two years, however,

there were some administrative changes (rent-regulation changed, etc) and we had also take
into account the effect of inflation. We made the following adjustments regarding the most
important variables.

a) Rent: upper and iower limits

In the rent regulations authorities are given the latitude to modify the centrally defined rent
level in case a particular flat is very good or very bad. The maximum rent increase is

25 percent (upper limic), while the maximum rent decrease is 50 percent (lower limit). For
all rental units in our sample we calculated the rent with the officially used method on the
basis of the characteristics of the flat and compared this calculated rent value with the
reported rent. In case the latter was higher than the upper limit for the given category, we
replaced it with the upper limit; and we made the same with the lower limit.

b) Rent: rent increases introduced in February 1990

Rents were increased in February 1990. The level of increase was differentiated according
to comfort category: for full comfort categories it was 45 percent, for comfort categories
25 percent, and there was no increase in half-comfort and no-comfort catsgories. We
adjusted the 1989 rents according# to these rules.

c) The introduction of water and sewage payment

In 1990 a separate paymsnt for water and sewage was introduced (previously this was part
of the rent), with regional differences, representing the actual price of these items. We
calculated the amount of this payment on the basis of tables given by the Ministry of
Interior containing information on the distribution of this payment according to settlement
type and comfort level. The calculated payment increased the utility payments of tenant
households.
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We were not able to calculate the effect of another change, i.c. a regulation that from
January 1990 IKVs (Public Maintenance Companies) were not responsible any more for
any repair within the public rental flats. Previously the IKVs financed half of any repair
within the flats, including the replacement of obsolete fittings. The abolition of this
paymsnt obviously increases the effective rents. For this reason the real rent burden is
higher than in our calculations, but it is very difficult to obtain any estimate of the
magnitude of this increase.

d) Calculating inflation

We increased the 1989 income data with 15 percent based on the rate of inflation.
Experiments were also conducted with increases of 20 and 25 percent.
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Table D.1
Percent of Income Spent on Utilities
for Participants in the First Year Housing
Allovance Program Under Alternative Designs

dr t=.190 t=.15 t=.20
100% 5.4 5.0 5.0
150 5.9 5.2 5.0
200 6.2 5.4 5.2

Note: results assume a 15 percent increase in average
household incomes during 1990.

Source: CSO data file with utilities updated by authors
to 1990.

R -~
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TABLED.2

RESULTS FROM YEAR ONE

Table D.2.1

Summary of the models:  Participation raies, total costs, rentincome ratio
Models 1 2 3
t 10 10 10
dR 150 150 150
incoma increase 15 20 25
Participation rate (%) 51.4 45.8 43.1
Total subsidy (billion HUF) 2.7 24 2.2
Tota! Market rent (b. HUF) 20.8 20.8 20.8
Subsidy/Market rent % 12.8 11.6 105
Rent/Income (%) 9.9 9.6 9.3
(Rerit+Utility)/Income 16.5 16.0 154

Rates are calculated using total sums, not the averages of rates.
hont is the actual rent (rent minus subsidy).
Market rent is the total rent.
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Table D.2.2

Summary of the models: PartiCipation raies, total costs, rentincome ratio

Models 1 2 3 4 5 6 7 8 9
value of t 10 10 10 15 15 15 20 20 20
rent increase (dR) 100 150 200 100 150 200 150 200 250
Participation rate (%) 34.0 514 69.0 165 23.2 34.0 6.7 145 195
Total subsidy (billion HUF) 13 2.7 4.7 0.4 1.0 1.9 0.1 0.4 0.9
Total Market rent (b. HUF) 16.7 208 25.0 16.7 20.8 25.0 16.7 20.8 25.0
Subsidy/Market rent % 7.7 128 18.8 2.6 49 7.7 0.6 2.0 3.7
Rent/income (%) 84 9.9 11.0 8.8 10.8 12.¢ 9.0 111 13.1
(Rent+Utility)/Income 15.0 16.5 17.7 15.5 174 19.2 15.7 17.8 19.8
Notes:

First year modeis with income increase 15 %.

Rates are calculated using total sums, not the averages of rates.
Rent is the actual rent (rent minus subsidy).

Market rent is the total rent.

OWd rent/income ratio: 45 %
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Table D.2.3

Summary of models: Situation of participants and non-patticipants

Modais 1.0 20 3.0 4.0 5.0 6.0 7.0 8.0 9.0
value of t 10.0 10.0 10.0 15.0 15.0 15.0 20.6 20.0 20.0
rent increase (dR) 100.0 150.0 200.0 100.0 150.0 200.0 150.0 200.0 250.0
Share of groups
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Part.+under h. 175 22.6 279 9.3 124 175 34 8.2 10.7
Fart.4+over h. 164 28.8 410 7.2 10.8 16.4 3.2 6.3 88
No p.+under h. 171 12.0 6.7 254 22.2 171 31.2 26.5 240
No p.+over h. 48.9 35.6 243 58.1 54.6 48.9 62.1 59.0 565
Rent/Income ratio (%)
Average 94 10.8 12.0 103 123 14.0 108 13.1. 156.1
Part.+under h. 41 40 3.9 5.8 56 6.1 8.6 8.4 7.5
Part.+aver h. 176 178 18.5 24.0 255 26.4 30.8 31.6 33.6
No p.+under in. 41 4.7 48 51 6.0 6.2 58 6.4 7.4
INo p.+over h. 10.3 11.7 i2.2 116 13.8 155 124 14.7 169
Rent+Utility/Income (%)
Average 17.7 19.2 20.3 18.6 20.6 224 19.1 214 234
Part.+under h. 148 14.0 13.2 19.1 178 17.0 248 22.1 20.3
Part.acv2rh. 31.2 29.1 28.6 413 413 40.0 50.2 495 50.6
No p.+under h. 16.8 175 175 18.7 20.5 21.9 20.1 219 238
No p.+over h. 17.7 19.2 20.3 18.6 20.6 224 19.1 21.4 234
Subsidy/Market rent
Average 7.7 128 18.8 2.6 49 7.7 . 0.6 290 3.7
Part.+underh. 54.9 62.4 66.6 43.8 56.3 549 26.2 36.9 525
Part.+over h. 18.9 185 19.7 14.7 18.7 18.9 74 129 171
No p.+under h. 0.0 0.0 0.0 0.0 6.0 0.0 0.0 0.0 0.0
No p.+over h. c.0 0.0 0.0 0.0 9.0 0.0 0.0 0.0 0.0
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continued...D.2.3

Models 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0
value of t 10.0 10.0 10.0 15.0 15.0 15.9 20.0 20.0 20.0
rent increase (¢R) 100.0 150.0 200.0 100.0 150.0 200.0 150.0 200.0 250.0
Total subsidy paid (million HUF)
Average 12829 2660.0 4709.5 4305 1030.9 19243 95.9 4159 936.5
Part.+undar h. 690.6 1342.2 2207.8 243.2 573.7 10359 53.9 235.0 5254
Part.+over h. 592.2 1317.8 2501.7 187.3 457.2 2 42.1 130.9 411.1
No p.+under h. 0.0 0.0 0.0 0.0 0.0 0.0 c.0 0.0 0.0
No p.+over i. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Old rent/income (%)
Average 55 8.5 5.5 55 55 55 55 55 55
Part.+under h. 43 39 3.6 49 46 4.3 58 5.2 48
Part.+over k. 114 9.4 8.3 143 13.0 14 16.7 14.7 3.8
No p.+under h. 2.1 19 1.6 2.6 2.4 2.1 29 2.6 25
No p.+over h. 5.2 4.7 41 58 55 5.2 6.2 5.9 5.6
Notes:
Subsidy/Market rent is calculated by dividing the group sum, not the averages of rates.
Definition of groups:
Part.+under h. Participants who live in a unit where the rent is less then FMR
Part.+over h. Participants who live in a unit where the rent is higher or equal to FMR
No p.+under h. Non participants who live in a unit where the rent is less then FMR
No p.+over h. Non participants who live in a unit where rent is higher or equal to FMR
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Teble D.2.4a

Perticipation rates among differant social groups

Model
value of t
Rent increase (dR)
Housohold type !.
no kide
one child
two chilldren
three or more
Household iype Ii.
couple
single parents
individuals
other
Age o1 household head
<35
36-50
51-65
65+
Economically active
active
non-active
No. of earners
none
ore
two
Income quartile
lowest
2nd
3rd
highest
Schooling
8 years or less
vocational
secondary
college
Setile. typs
Budapest
Big cities
County sites
Towns
Villages

1 2 3 4 5 6 7 8 9

10 10 10 15 15 15 20 20 20
100 150 200 100 150 200 100 150 200
340 514 690 165 23.2 34.0 8.7 14.5 19.5
422 556 688 243 319 422 100 204 278
16.1 39.7 64.9 1.8 5.6 156.1 1.2 1.5 33
18.5 418 656 3.1 78 18.5 0.0 2.6 48
404 728  86.0 2.6 15.8 404 0.0 1.8 79
340 514 600 165  23.2 34.0 6.7 14.5 18.5
150 346 576 1.8 5.7 15.0 0.3 14 3.5
27.6 61.6 75.4 3.5 10.3 27.6 0.0 2.6 a7
80.7 872 939 §5.3 68.3 80.7 234 493 61.7
211 448 62.1 4.7 11.2 211 3.0 43 73
34.0 514 69.0 16.5 23.2 34.0 6.7 14.5 19.5
26.7 482 70.0 6.0 13.0 26.7 1.3 4.6 8.0
144 367 G7.9 3.5 5.3 144 0.6 2.7 49
35.1 46.8 65.2 174  26.1 35.1 5.7 14.8 205
65.9 784 885 428 51.8 659 213 397 4789
340 514 690 16.5 23.2 34.0 6.7 14.5 18.5
15.6 353 56.2 < 73 15.6 0.7 2.6 49
64.9 784 804 38.7 50.2 64.9 16.7 345 4441
340 514 690 16.5 a3.2 34.0 6.7 14.5 18.5
65.6 788  R04 39.3 §0.6 65.5 16.9 35.1 44.6
246 478 64.0 J.6 13.8 24.6 1.5 53 9.7
8.1 254 504 0.5 21 8.1 0.0 0.4 11
340 514 690 16.5 23.2 34.0 6.7 14.5 19.5
711 965 999 302 431 A 25.0 288 353
310 €85 955 29.4 204 31.0 1.6 204 G904
21.6 216 541 64 204 21.6 0.0 0.0 133
12.2 19.1 26.3 0.0 0.0 12.2 0.0 0.0 0.0
34.0 514 69.0 16.5 23.2 34.0 6.7 4.5 19.5
54,2 69.6 820 32.1 425 54,2 14.6 20.2 365
205 495 70.2 10.3 17.2 29.5 3.2 7.7 13,5
193 487 70.8 25 7.4 19.3 0.9 2.5 5.1
16.5 253 443 8.0 9.5 15.5 1. 7.2 8.6
240 514 680 16.5 23.2 34,0 6.7 14.5 19.5
368 51.7 68.1 18.0 25.1 36.6 75 16.0 214
36.8 572 758 17.5 253 36.8 6.1 15.9 18.1
254 494 682 12.0 7.0 254 3.6 10.1 14.3
286 484 6832 13.6 20.5 28.6 6.4 12.7 17.7
269 420 647 12.6 143 269 5.9 6.7 13.5
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Table D.2.4b

Actual rentincome among different household types

#Model
value of t
Ront increase (dR)

Housshold type |.
no “ids
one child
two children
three or more
Household typs Il
couple
single parents
individuals
other
Age of household head
<35
36-50
51.65
65+
Economically active
active
non-active
No. of sarners
none
one
two
Income quartile
lowest
2nd
3rd
highest
Schooling
8 years or less
vocetional
secondary
college
Settle. type
Budapast
Big cities
County sites
Towns
Villages

1 2 3 4 5 6 7 8 9

10 10 10 15 15 15 20 20 20
100 150 200 100 150 200 100 150 200
8.4 108 12.0 103 123 14.0 108 134 15.1
98 113 125 111 13.0 14.7 119 141 16.1
86 102 113 8.9 11.0 129 89 111 13.2
g4 89 109 8.7 10.8 12.6 88 109 13.0
8.8 9.7 103 9.6 11.7 13.2 9.6 120 14.2
0.4 9.4 9.4 9.4 9.4 9.4 9.4 - X) 9.4
8.8 10.5 1.7 9.1 113 13.2 8.1 114 13.6
10.1 1.7 128 10.6 13.0 15.1 10.6 13.2 18.7
10.2 1141 12.0 129 14.2 153 14.7 16.7 18.1
10.0 1.7 1341 10.5 12.8 15.0 10.6 13.1 15.6
94 108 12.0 10.3 123 14.0 10.8 131 15.1
79 9.2 10.0 8.4 10.3 11.9 8.5 106 12.5
8.5 10.2 11.3 8.9 10.9 128 8.0 111 13.2
10.1 11.7 $3.1 11.2 133 16.2 11.7 142 168.4
10.7 12.0 13.1 128 14.6 16.1 142 164 18.3
894 108 12.0 103 123 14.0 10.8 13.1 15.1
8.3 29 114 8.6 10.7 125 8.7 108 12.9
1.1 124 13.5 13.1 15.0 16.7 144 188 18.8
84 108 12.0 10.3 12.3 14.0 10.8 13.1 151
1.1 124 135 13.2 15.1 16.7 145 1698 18.9
8.7 10.1 11.2 9.2 11.2 13.0 94 116 13.6
8.1 9.7 11.0 8.2 10.2 121 82 102 123
94 108 120 103 123 14.0 10.8 13.1 16.1
10.6 114 121 124 144 15.9 135 157 17.9
9.0 11.4 123 11.0 12.9 14.8 11.9 144 15.9
94 114 13.0 10.2 123 14.1 102 128 15.0
7.6 9.1 10.5 7.7 9.8 11.4 7.7 9.6 11.6
94 108 12.0 10.3 123 14.0 108 1341 15.1
9.3 10.4 1.3 109 12.5 13.9 12.0 14.0 15.7
10.1 11.8 13.0 10.8 13.1 15.2 1141 13.7 16.0
8.3 9.7 105 8.7 10.7 125 88 109 129
9.1 11.0 12.6 9.6 11.7 13.7 9.8 121 14.2
54 108 12.0 103 123 14.0 10.8 13.1 15.1
8.6 29 110 9.6 11.4 129 102 122 14.0
114 13.1 14.5 125 15.0 174 13.1 15.8 18.4
1.4 13.5 15.0 122 14.7 174 125 154 18.0
9.1 10.6 1.7 10.0 119 13.7 10.4 12.6 14.6
8.2 9.4 10.4 8.8 10.5 12.2 9.1 1141 129
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Table D.240
Subsidy/rent among difterent household types

Model 1 2 3 4 5 6 7 8 9
value of t 10 10 10 15 15 15 20 20 20
Rent increase (dR) 100 150 200 100 150 200 100 150 200
Household type 1. 7.7 128 188 2.6 49 7.7 0.6 2.0 3.7
no kids 113 167 222 4.2 7.8 11.3 0.9 3.3 6.0
one child 20 56 119 0.4 0.9 2.0 0.2 0.4 0.6
two children 27 68 135 0.3 1.0 2.7 0.0 0.1 0.6
three or more 58 162 266 0.2 1.7 5.8 0.0 0.1 0.7
Household type Il. 7.7 128 18.8 26 4.9 7.7 0.6 20 3.7
couple 1.9 55 109 0.2 0.7 1.9 0.0 0.1 04
single parents 3.5 93 168 0.3 1.2 3.5 0.0 0.1 0.7
indivicuals 300 404 482 121 21,7 300 27 9.4 170
other 3.8 79 130 1.0 20 3.8 0.4 0.8 1.5
Age of household head 7.7 12.8 18.8 2.6 49 7.7 0.6 2.0 3.7
<35 5.1 11.5 19.5 0.8 23 5.1 0.2 0.5 1.4
36-50 2.3 56 112 0.4 1.0 23 0.1 0.3 0.7
51-65 7.7 124 17.0 25 5.0 7.7 0.5 1.9 3.7
65+ 19.9 27,7 344 84 145 19.9 20 67 113
Economically active 7.7 12.8 18.8 2.6 4.9 7.7 0.6 2.0 37
active 25 62 117 0.4 11 25 0.1 0.3 0.7
non-active 182 262 333 7.0 128 18.2 1.6 5.5 0.9
No. of eamers 7.7 128 18.8 26 49 7.7 0.6 290 3.7
none 185 265 336 7.1 13.0 18.5 1.8 56 101
one 49 102 168 0.9 24 4.9 0.2 0.7 1.6
two 0.9 34 8.3 0.0 0.2 0.9 0.0 0.0 0.1
Income quartile 7.7 128 18.8 2.6 49 7.7 0.6 2.0 3.7
lowest 17.6 20.5 40.4 7.0 114 17.6 2.4 6.0 9.1
2nd 9.8 148 236 3.7 7.3 9.8 0.0 25 5.7
3rd 4.0 6.1 9.2 0.2 19 4.0 0.0 0.0 0.9
highest 0.6 26 4.7 0.0 0.0 0.6 0.0 0.0 0.0
Schooling 7.7 128 18.8 26 4.9 7.7 0.6 2.0 3.7
8 years or less 174 25.1 33.1 66 118 17.1 1.6 5.2 9.2
vocational 5.0 9.7 159 1.2 28 5.0 0.2 0.9 2.0
secondary 29 86 165 0.4 1.2 29 0.1 0.3 0.7
college 27 47 7.3 0.9 1.8 27 0.1 0.7 1.4
Settle. type 77 128 188 26 49 7.7 0.6 2,0 3.7
Budapest 9.1 145 208 3.1 5.9 9.1 0.7 24 45
Big cities 73 127 187 24 4.6 7.3 0.5 1.8 34
County sites 47 85 140 1.3 29 47 0.3 1.0 2.1
Towns 64 110 167 2.1 4.1 6.4 0.6 1.7 3.1
Villages 62 115 178 2.0 3.7 6.2 0.5 1.5 . 29
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Tuble D.2.4d

Share of subsidy enjoyed by different housshoid types

Model
value of t
Ront increase (dR)

Housshold type |.
no kids
one child
two children
three or more
Household type Il
couple
single parents
individuals
other
Age of houssehold head
<35
36-50
51-65
65+
Economically active
active
non-active
No. of earners
none
one
two
Income quartile
lowost
2nd
3rd
highest
Schooling
8 years or lass
vocational
secondary
college
Settle. type
Budapest
Big cities
County sites
Towns
Villages

1 2 3 4 5 6 7 8 9

10 10 10 15 15 16 20 20 20
100 150 200 100 150 200 100 150 200
1000 1000 100.0 100.0 1000 1000 1000 100.0 100.0
85.4 76.3 687 945 915 854 940 95.1 93.4
5.2 8.8 12.7 3.3 3.5 5.2 6.0 3.6 3.2
5.8 8.9 11.9 1.8 3.4 5.8 0.0 1.1 25
3.6 6.0 6.7 0.4 1.7 3.6 0.0 0.2 0.9
100.0 100.0 1000 00.0 1000 100.0 1000 100.0 100.0
16.4 279 379 4.6 9.4 16.4 1.5 3.8 6.6
3.5 5.5 6.7 1.0 1.8 3.5 0.0 0.6 1.4
76.5 61.9 50.2 91.5 85.8 765 931 925 89.0
3.7 4.6 5.1 2.9 3.0 3.7 5.4 3.1 29
100.0 1000 1000 100.0 100.0 100.0 100.0 100.0 100.0
12.8 174 20.0 6.1 8.9 128 55 5.3 74
9.4 14.0 16.0 5.0 6.6 9.4 3.8 4.5 5.9
30.3 28.8 27.5 202 308 30.3 252 285 30
47.6 398 336 59.7 53.7 47.6 €5.5 61.8 56.7
1000 1000 100.0 100.0 100.0 100.0 100.0 100.0 100.0
22.0 324 417 13.6 14.8 22,0 8.3 9.2 125
78.0 67.6 58.3 884 852 78.0 8177 908 875
100.0 1000 1000 100.0 1000 100.0 100.0 100.0 100.0
77.8 67.3 578 894  85.0 77.8 91.7 908 874
17.4 22,0 24.5 10.0 134 17.4 83 2.0 11.6
4.8 10.7 17.5 0.5 1.6 4.8 0.0 0.2 1.0
100.0 100.0 100.0 1000 1000 100.0 100.0 100.0 100.0
54.1 54.5 50.7 644 544 54.1 99.7 707 576
30.1 27.5 20.8 338 362 30.1 03 283 36.2
13.9 12.7 13.0 1.8 104 13.9 0.0 0.0 6.2
1.9 5.2 6.4 0.0 0.0 1.9 0.0 0.0 0.0
100.0 1000 100.0 100.0 1000 100.0 100.0 100.0 100.0
65.3 5§77 516 746 69.9 65.3 79.5 76.1 721
20.3 23.6 26.1 14.5 17.7 2G.3 12.7 13.7 16.1
53 84 124 2.0 3.3 5.3 1.7 1.8 25
0.1 9.3 10.0 9.0 9.1 0.1 6.1 8.4 9.3
100.0 1000 1000 100.0 1000 100.0 100.0 100.0 100.0
61.7 564 578 63.4 62.7 61.7 627 639 63.0
15.0 15.8 18.7 14,7 14.6 15.0 13.7 14.6 14.5
8.3 9.1 10.2 7.4 79 8.3 6.3 6.6 7.6
12.3 12.6 13.0 2.1 12.2 123 14.4 123 12.1
2.8 3.1 33 2.6 2.6 28 3.0 25 2.7
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TABLEDJ3

RESULTS FROM YEAR THREE

Table D3.1

Summary of the mciels: Participation rates, total costs, rent/income ratio

Models 1 2 3 4 5 6 7 8 9
value of t 10 10 10 15 15 15 20 20 20
rent as a % of market rent 10 20 30 10 20 30 10 20 30
Participation rate (%) 54.9 93.3 99.3 28.2 76.2 93.3 15.1 549 83.5
Total subsidy (billion HUF) 35 18.3 36.0 14 114 274 0.6 7.0 20.2
Totai Market rent (b. HUF) 16.7 334 50.1 16.7 334 50.% 16.7 334 50.1
Subsidy/Market rent % 20.9 a 71.9 85 343 54.7 3.9 209 40.3
Rent/Income (%) 72 8.2 7.7 83 12.0 123 8.7 144 16.3
(Rert+Utility)/Income 13.9 14.9 143 15.0 18.6 19.0 15.4 21.0 229
M. Rent - T. Subsidy (b.HUF) 13.2 15.1 141 153 22.0 22.7 16.1 26.4 29.9
Notes:

First year models with income increase 15 %.

Rates are calculated using total surits, not the averages of rates.
Rent is the actual rent (rent minus subsidy).

Marke: rent is the total rent.

Old rent/income ratio: 45 %
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Table D.3.2

Summary of models: Situation of participants and non-participants

Models 1 2 3 4 5 6 7 8 9
value of t 10 10 10 15 15 15 20 20 20
rent as a % of market rent 10 20 30 10 20 30 10 20 30
Share of groups
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Part.+under h. 34.7 55.7 58.6 19.2 456 55.7 10.6 34.7 50.1
Part.<+cver h. 20.2 37.6 40.7 9.0 305 37.6 45 20.2 335
No p.+under h. 24.2 3.1 0.3 39.7 13.2 3.1 48.2 24.2 8.8
No p.+over h. 21.0 3.6 0.5 322 10.6 3.6 36.7 21.0 7.7
Rent/Incorne ratio (%)
Average 79 9.3 10.0 9.7 129 13.9 106 15.8 17.7
Part.<under h. 51 42 . 33 8.2 7.4 6.4 10.9 10.3 9.6
Part.+over h. 14.4 16.8 19.7 20.9 225 25.2 278 28.8 308
No p.+under h. 54 6.6 5.5 6.6 8.8 9.9 75 10.8 11.7
No p.+over h. 9.1 10.7 1.1 1.2 14.6 16.0 125 18.3 19.7
Rent+Utility/Income (%)
Average 16.2 176 18.3 18.0 21.3 222 189 242 26.0
Part.+under h. 14.8 126 114 198 16.3 14.7 248 19.9 18.2
Part.+over h. 25.6 259 28.4 35.6 323 343 46.2 40.1 403
No p.+under h. 154 148 14.7 18.3 20.2 20.2 20.0 246 25.0
No p.+over h. 16.2 176 18.3 18.0 21.3 222 189 242 26.0
Subsidy/Market rent
Average 209 547 719 8.5 343 547 39 209 403
Part.+under h. 51.2 77.7 95.7 432 61.1 77.7 385 51.2 64.4
Part.+over h. 24.1 40.6 51.0 20.7 28.8 40.6 165 241 319
No p.+under h. 0.0 0.0 C.0 0.0 0.0 0.0 0.0 0.0 0.0
No p.+over h, 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Rent/income
all part. 3.6 9.3 “10.0 122 134 14.0 159 171 18.1
Subsidy/Rent
all part. 38.0 58.5 724 33.1 444 58.5 28.9 38.0 47.7
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continued...D.3.2

Models 1 2 3 4 5 6 7 8 9
value of t 10 10 10 15 15 15 20 20 20
rent increase (dR) 100 150 200 100 150 200 150 200 250
Total subsidy paid (million HUF)
Average 34852 182811 360315 1423.7 114430 27421.7 649.8 6970.4 20203.8
Part.+under h. 24042 11739.7 22795.1 1025.3 76009 176095 489.0 4808.4 132494
Part.+over h. 1081.0 65414 132364 398.4 3842.1 9812.2 160.9 2162.0 6954.3
No p.+under h. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
No p.+over h. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Old rent/Income (%)
Average 55 55 55 55 55 55 55 55 55
Part.+under h. 5.0 45 44 5.8 4.7 45 6.6 5.0 4.6
Part.+over h. 9.3 75 7.2 121 8.2 75 144 93 7.9
No p.+under h. 35 23 0.7 3.7 3.1 2° 3.9 35 29
No p.+over h. 5.1 3.1 1.€ 58 42 3.1 6.3 5.1 4.0

Notas:

Subsidy/Market rent is calculated by dividing the group sum, not the averages of rates.

Definition of groups:
Part.+under h.
Part.+over h.
No p.+under h.
No p.+over h.

Participants who live in a unit where the rent is less then FMR
Participants who live in a unit where the rent is higher or equal to FMR

Non participants who live in a unit where the rent is less then FMR

Non participants who live in a unit where rent is higher or equal to FMR
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Table D.3.3a

Participation rate among different social groupe

Model
value of t
Rent level (% of n.)
Household type !.
no kids
one child
two children
three or more
Household type Il
couple
single parents
individuals
cther
Age of household head
<35
36-50
51-65
65+
Economically active
active
non-active
No. of earners
none
one
two
Income quartile
lowest
2nd
3rd
highest
Schooling
8 years or less
vocational
secondary
college
Settle. type
Budapest
Big cities
County sites
Towns
Villages

1 2 3 4 5 6 7 8 9
10 10 10 15 15 15 20 20 20
10 20 30 10 20 30 10 20 30
549 9833 79.3 28.2 76.2 93.3 15.1 549 835
59.3 84.1 89.1 37.0 784 84.1 21.7 §9.3 839
48.3 93.3 99.3 10.8 75.0 933 3.5 483 86,0
394 886 89.8 10.0 65.8 88.6 3.1 V4 763
66.7 974 1000 254 86.0 7.4 2.6 66.7 91.2
549 933 303 282 76.2 93.3 15.1 549 835
39.0 904 987 94 664 904 aa 39.0 76.8
543 944 1000 16.0 8441 94.4 39 543 81
90.7 1000 1000 752 97.2 100.0 494 90.7 976
52.2 91.4 100.0 18.1 69.8 91.4 5.2 522 823
549 933 99.3 28.2 76.2 93.3 <564 549 835
§5.1 96.9 99.8 19.6 77.6 96.9 69 551 a9.0
37.7 895 99.3 9.6 657 89.5 27 37.7 75.8
504 900 984 282 723 90.0 14.8 504 774
847 1000 1000 602 9849 1000 407 84.7 97.9
549 933 99.3 282 76.2 93.3 1541 549 835
38.9 89.5 98.9 10.7 65.0 895 3.1 38.9 75.8
81.7 99.8 99.8 §7.5 949 0998 354 81.7 966
54.9 933 993 282 76.2 93.3 15.1 549 835
81.8 99.8 999  58.1 95.1 99.8 359 818 96.6
49.6 94.1 98.9 16.8 774 94.1 59 496 848
30.8 85.8 98.8 59 554 858 08 308 68.6
549 933 983  28.2 76.2 93.3 15.1 549 835
86.7 1000 100.0 55.3 99.9° 1000 311 867 99.9
649 1000 1000 206 923 100.0 201 649  98.1
450 973 100.0 16.7 663 973 94 450 79.0
22.8 75.9 97.0 11.2 46.2 75.9 00 228 571
54.9 93.3 99.3 28.2 76.2 93.3 15.1 549 835
71.8 98.2 892 460 881 98.2 30.3 71.8 921
53.8 93.2 99.0 253 739 93.2 9.6 538 831
444 940 100.0 11.0 749 84.0 2.1 444 853
34.7 849 99.3 13.2 60.2 84.9 57 347 68.7
54.9 93.3 99.3 28.2 76.2 93.3 15.1 549 835
71.5 97.3 1000 381 877 973 22.2 715 928
39.7 852 95.5 17.5 659 852 6.1 39.7 75.8
26.5 80.2 100.0 123 62.3 90.2 36 25 698
2.6 859 991 14.1 543 859 6.1 20.6 68.9
204 975 1000 126 555 97.5 59 204 664
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Table D.3.3b

Aciual rent/Income among different housshold types

Modsi
value of
Rent lavel (% of mr.)

Houaehold type I.
no kids
one child
two children
three or more
Household type II.
couple
single parents
Individuals
. other
Age of household head
<35
36-50
51-65
65+
Economically active
active
non-active
No. of earners
none
one
two
Income quartile
lowest
2nd
3rd
highest
Schooling
8 years or luss
vocational
secondary
college
Settle. type
Budapast
Big citles
County sites
Towns
Villages

1 2 3 4 5 6 7 8 9
10 10 10 15 15 15 20 20 20
10 20 30 10 20 30 10 20 30

79 8.3 100 9.7 129 13.9 10.6 15.8 17.7
8.6 10.5 11.8 106  14.1 15.7 119 174 19.4
7.0 74 73 83 113 1141 86 141 15.1
6.4 7.0 6.5 73 104 10.5 7.6 12.8 14.1
6.3 5.7 5.3 8.3 9.4 8.6 9.0 125 122
79 7.9 79 7.9 79 79 79 79 78
7.6 8.1 9.6 86 128 13.7 8.8 15.2 17.5
8.2 9.1 0.6 96 1341 13.7 10.0 163 17.7
83 90 102 118 1 2.6 13.5 14.5 16.5 17.0
9.1 11.5 13.0 10.8 163 17.2 111 183 213
79 9.3 10.0 9.7 129 13.8 10.6 15.8 17.7
6.5 6.6 6.4 79 102 8.9 8.5 13.0 13.8
7.2 8.3 8.4 82 119 12.5 84 143 16.2
8.7 11.0 123 104 146 16.5 114 174 203
9.2 10.6 123 123 145 15.9 14.5 183 19.8
79 9.3 10.0 9.7 129 13.9 10.6 15.8 17.7
7.1 8.4 8.6 8.1 11.9 12.6 84 142 16.2
9.3 10.7 124 123 14.8 16.1 143 186  20.1
79 9.3 10.0 9.7 129 13.9 10.6 15.8 17.7
9.3 10.8 124 123 14.8 16.1 144 186  20.1
7.6 8.7 9.1 89 124 13.1 9.4 153 16.9
6.7 8.1 8.2 75 114 12.2 7.6 134 15.7
798 9.3 10.0 97 129 13.9 10.6 15.8 17.7
7.8 7.9 8.7 108 11.7 11.9 126 15.6 15.6
8.4 9.2 99 106 133 13.7 11.7 16.8 17.9
8.4 10.3 111 9.5 142 16.5 10.2 16.9 19.6
7.0 8.6 103 78 125 14.5 79 14.1 17.5
7.9 9.3 10.0 9.7 129 13.9 10.6 15.8 17.7
7.7 8.5 94 101 121 12.8 11.8 154 16.3
8.5 10.1 11.0 104 140 156.2 1.4 174 19.2
6.7 7.0 6.7 79 108 10.5 8.2 13.5 144
8.2 10.8 11.7 8.1 143 16.2 9.6 16.4 10.8
78 9.3 10.0 9.7 129 13.9 10.6 15.8 17.7
8.2 9.1 10.0 10.5 13.0 13.7 118 16.5 17.5
9.4 12.5 144 106 16.2 18.7 11.2 188 226
7.8 10.1 10.6 8.7 137 15.1 9.0 15.6 18.9
6.2 7.5 73 72 107 11.2 77 12.5 14.6
4.0 3.5 2.0 4.7 6.3 5.2 5.1 8.0 8.3
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Table D.3.3¢

Subeidy/rent among differsnt housshoid types

Mode!
value of t
Rent level (% of mr.)

Household type 1.
no kids
one child
two children
three or more
Household type II.
couple
singlo parents
indviduals
other
Age of household head
<35
36-50
51-65
65+
Economically active
active
non-active
No. of earnsrs
nnne
one
two
Income quartile
lowest
2nd
3rd
highest
Schooling
8 years or less
vocational
secondery
collage
Settie. type
Budapest
Big cities
County sites
Towns
Villages

1 2 3 4 5 6 7 8 9

10 10 10 15 15 15 20 20 20
10 20 30 10 20 30 10 20 30
209 547 7.8 85 343 547 38 208 403
24.1 53.3 68.2 119 358 533 59 241 40.9
160 56.8 774 25 312 568 0.8 150 388
123 521 74.2 25 275 52.1 0.4 123 348
287 743 93.7 6.3 485 74.3 04 287 56.5
209 547 7.9 85 343 547 39 209 40.3
111 48.5 66.1 19 240 465 0.3 111 30.5
169  54.8 72.6 36 326 548 0.6 169 394
50.7 79.9 80.6 20.3 64.8 79.9 16.3 50.7 69.8
143 458 62.2 44 270 458 1.6 14.3 325
209 547 71.9 85 343 547 39 209 403
21.0 65.6 86.4 56 388 65.6 14 210 469
11.2 47.7 €8.4 22 247 477 0.7 112 313
18.3 46.2 62.0 8.0 289 46.2 3.5 18.3 33.9
38.1 67.0 78.0 208 51.2 67.0 11.2 38.1 56.3
208 54.7 79 85 343 547 3.9 20.9 40.3
122 484 68.8 27 2565 484 0.6 12.2 32.1
36.2 65.9 773 189 486 65.9 9.6 36.2 549
209 54.7 PAR:] 85 343 547 39 209 40.3
36.6 €6.0 77.4 182 499 66.0 0.8 36.6 55.1
15.8 53.6 raRt) 46 308 536 1.3 15.8 37.7
9.4 445 66.5 11 .216 445 0.1 94 278
20.9 54.7 ne 85 343 547 39 209 4.3
41,6 80.1 93.9 19.1 59.6  80.1 9.5 41.6 66.5
26.0 64.6 80.0 10.5 423 64.6 5.5 26.0 49.3
11.3 45.9 64.8 43 240 459 1.0 11.3 30.0
6.0 301 50.5 0.8 128 301 0.0 6.0 17.3
20.9 54.7 71.9 85 343 547 3.9 20.9 40.3
35.3 704 85.3 18.1 50.5 70.4 9.2 353 56.8
17.8 51.0 67.8 54 308 510 1.8 17.8 36.7
15.3 §9.3 80.8 24 324 593 0.6 153 40.4
8.7 3641 54.5 3.2 18.0  36.1 1.4 87 230
209 547 7.9 85 M3 547 3.9 209 403
273 62.8 78.0 11.6 42.6 62.8 5.8 273 48.9
9.2 368 52.6 29 18.9 36.8 0.6 8.2 2441
72 365 57.7 2.0 160 365 9.4 72 216
8.6 420 65.8 3.1 18.2 420 u.8 9.6 251
123 634 1015 39 278 63.4 1.2 123 36.3
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Teble D.3.3d

Share of subsidy enjoyed by diferent household types

Model
value of t
Rent level (% of mr.)

Household type .
no kids
one child
two children
three or more
Household typs II.
couple
single parents
individuals
other
Age of housshold head
<35
36-50
51-65
, 65+
Economically active
ective
non-active
No. of earners
none
one
two
Income quartile
lowest
2nd
3rd
highsst
Schooling
8 years or less
vocatio~ 1l
secondary
college
Settle. type
Budapest
Big cities
County sites
Towns
Vilages

1 2 3 4 ) 6 7 8 9

10 10 10 15 15 15 20 20 20

10 20 30 10 20 30 10 20 30
100.0 1000 1000 100.0 100.0 1000 1C0.0 100.0 100.0
7.7 606 59.0 87.0 649 608 943 717 6341
139 200 207 57 175 700 3.9 13.9 18.6
84 136 14.7 42 115 1326 1.4 84 123
59 5.8 5.6 3.2 6.1 5.8 0.5 5.9 6.0
100.0 1000 1000 100.0 100.0 100.0 100.0 100.0 100.0
33.0 528 &67.1 13.8 436 528 49 3.0 470
5.7 7.4 7.2 3.0 6.7 74 1.1 5.7 6.9
560 336 29.0 792 436 36 w07 56.0 308
53 6.5 6.7 4.0 6.1 6.5 3.2 53 6.2
100.0 1000 100.0 1000 1000 100.0 100.0 100.0 100.0
19.2 229 229 126 21.6 228 6.8 18.2 222
1569 259 282 78 214 259 5.1 152 230
266 255  26.1 204 256 255 276 288 254
383 2657 228 §1.3 314 2657 605 383 28.3
100.0 100.0 1000 1000 1000 1000 1000 100.0 100.0
372 565 61.1 189 476 565 103 372 50.8
628 435 389 80.1 524 435 897 628 492
100.0 1000 1000 1000 100.0 100.0 100.0 100.0 100.0
623 429 383 80.1 51.8 429 897 623 486
214 276 28.1 182 254 276 94 214 263
163 205 336 47 28 205 0.9 163  25.1
1000 1000 100.0 100.0 100.0 1000 1000 100.0 100.0
483 365 316 543 422 355 593 483 399
306 200 273 303 303 290 344 306 300
133 214 230 13.0 179 214 6.2 13.8 18.0
7.3 144 18.1 24 9.6 i4.1 0.0 73 114
1000 1000 1000 1000 100.0 100.0 100.C 100.0 100.0
540 414 379 679 4741 41.1 75.1 540 449
264 288 29.1 198 278 288 14.6 264 2841
8.7 143 14.8 3.7 125 14.3 1.9 9.7 132
100 158 18.2 8.9 12.6 15.8 84 10.0 13.7
100.0 100.0 1000 i00.0 100.0 100.0 100.0 100.0 100.0
850 747 706 887 81.0 747 043 85.0 789
5.8 8.8 9.6 44 7.2 8.8 2.1 5.8 7.8
33 6.4 7.7 23 4.5 6.4 0.8 3.3 5.1
4.8 8.0 6.5 3.8 59 8.0 2.1 4.8 6.5
1.1 22 2.6 0.8 1.5 22 0.6 1.1 1.7
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Annex E

Methcdology for Determining Market Rents

As discussed in Chapter 4 on simulation results, one of the key inputs to the housing
allowance simulation model is the market rent structure. The current privarz rental housing
miarket is clearly tco small to indicate reliably the rent structure after rent controls are
climinated in the public rental stock. Thus, the market rent structure can only be estimated
using information on rents for the small private sector and value data on the existing stock
of owner occupied housing (excluding single family houses) as a starting point and
assuming that market reats will mirror the market value differences among dwelling units.

Real estate market brokers were the source of information in estimating market rents. The
process of estimation had the following steps:

1. Market value estimates were made according to city types and housing ’comfort’
categories

The Budapest housing market was divided into three submarkets: Budapest 'A’ as the five
"best’ districts (IILV.XIXII); Budapest 'B’ as the inner city districts on the Pest side
(VLVIL VILIX, XTI, X1V); Budapest 'C’ as outer districts (III,IV,X,XV-XXII). For the rest
of the country three groups of 'Cities’ ('five big cities’, other county seats, other cities on
the basis of administrative definition) and ’Villages’ were defined. Five brokers were asked
to estimate the market values in Budapest and three brokers for the rest of the country. In
cach of the regions the brokers had to fill out five tables, one for each comfort category
(full comfort with central, modern or traditional heating, half comfort, no comfort). In each
of these tables seven numbrr of rooms categories and ten size categories (in square meters)
were included in cross-tab.c form. Excluding the 29 unlikely combinations of number of
rooms and unit size, brokers had to give 41 values for each territorial unit and comfort
category, e.g. Budapest 'A’, units with half comfort.

2, Calculation of average values

On the basis of the estimates received from the brokers, the three different city categories
(outside Budapest) were merged to one; thus the number of locations has been reduced to
five: three in Budapest, other cities, villages. For each broker for each of the locations and
comfort categories we calculated first the average of the estimates across unit sizes, then
the average of the estimates provided by each broker. Using these figures, and some
judgments about how much weight to give ’‘extreme’ estimates of house values, we
obtained as the final result a series of tables: for each of the five locations a table
containing six size categories and five comfort categories. In each cell of these tables we
had the average estimate of market value.

3. Calculation of ’parameters of differences’
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On the basis of the tables we could define scaling factors or ’parameters of differences’
when the dwelling being considered was redsfined along three dimciisions, from

a) Budapest A unit to Budapest B, Budapest C, Cities, Villages (in fact, we defined these
parameters differently for the case of dwellings with comfort and dwellings with half or no
comfort)

b) one room dwelling to 1.5 roem, ..., 4 plus room Jwelling

’

¢) 'comfort with central heating’ category to ‘comfort and modern heating’, .. , 'no

comfort’ categories

Using these parameters we computed the rents shown in Table E.1. The starting point for
this table was the market rent estimate for a one room dwelling with comfort (and central
heating) in the Budapest A temritorial unit. The current market rent of this type of
dwellings was estimated by the broker of one of the biggest private real estate agencies in
Budapest who has a good overview on the whole private rental market. From this starting
data we obtained the market rent estimates for all other categories of dwellings in Table
E.l using the scaling factors or parameters of differences discussed above (shown in the
lower right hand part of the table). In effect, a constant rent-value or capitalization rate
across locations and quality levels was assumed.

4. Checking the plausibility of the results

As a last control we asked four real estate brokers to examine our estimates of the market
fent distribution. The majority of them accepted these data without objections. The only
critical remark emerged for the case of small units in better parts of Budapest: according to
recent tendencies small units have slightly higher rents in Budapest B (inner city) than
Budapest A (inner Buda and high prestigious green belt), because most foreigners - whose
high effective dem::nd has sharply increased the prices in Budapest A - are not interested
in smaller dwellings.
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Tabls E1  Market rents estimates - FVmonth

comfort comiort+central heating coméort+"modemn” heating
level

N of rooms Bp.-A 8p.8 8p.-C Chios vilages: Bp.-A Bp.8 B8p.-C Chiss villages

17500 13125 11375 10500 7000 15750 11813 10238 9450 6300
21875 16406 14219 13125 8750 19688 14766 12797 11813 875
31500 23625 20475 18900 12600 28350 21263 18428 17010 11340
35000 26250 22750 21000 14000 31500 23625 20475 18500 12600
42000 31500 27300 25200 16800 37800 28350 24570 22680 15120
49000 36750 31850 29400 19600 44100 3075 20085 26460 17640

32813 24809 21328 19088 13125 29531 2148 19185 17719 11813

comiort + trad. heating hall-comfort
Nofrooms Bp.-A _ _Bp.8 Bp.-C Chiss vilages Bp.-A Bp.8 -8p.C Chies vilages

i 3 Ben -

1 4875 11156 9660 8925  £950 11375 10238 9100 7w ezse
15 18554 1345 12088 11156 7438 14219 12797 11375 9953  7a%0
2 26775 20081 17404 16065 10710 20475 18428 16380 14333 11281
2s 29 2313 19338 17850 11900 22750 20475 8200 15926 12513
3 35700 26775 23205 21420 14280 27300 24570 21840 19110 15015
as 4950 128 27073 24990 16660 31850 20066 25480 22295 17518
sverage 27891 20018 18129 18734 11156 21328 19195 17063 14330 11730
condort o comiort
love: RULES comiort  no comfort
N of rooms Bp.-A Bp. 8 Bp.-C Cliss vilages settlements
Budapest A —> B 0.75 0.9
7000 6300 5000 4900 3850 Budapeat A —>C 0.65 0.8
15 g0 W 700 6125 e Budapest A —> Clies 0e€ 0.7
2 12600 11340 10680 8820 €330 Budapest A — Vileges 04 055
2s 14000 12600 11200 9600 7700 -
3 16800 15120 13440 11760 9240
3s 10600 17840 15680 13720 10789

average 13125 11813 10500 9188 7219
from lovel ‘comfort + central heating’ to

full comifort + modem heating 09
full comfort + trad. heating 0.85
| , halt comfort 0.65

Starting data: 1 room fiat ful comfort in area Bp. "A = 17500 FUmonth no comfort 0.4
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