Part Two

The New
Providers

A TEAM investigation into the obstacles
that prevent people enjoying decent
homes at prices they can afford

The prospect of delivering an extra 250,000 dwellings by 2020 must be
assessed against the risk of a reduction in private sector completions
of about 90,000 dwellings over the next few years. This was what
happened during the last housing downturn (1989-1993).

The National Housing and Planning Advice Unit (NHPAU) claims that
the shortfall in affordable housing is due to a logjam of complex reasons.
But former Deputy Prime Minister John Prescott shares TEAM'’s view,
explained in Part |, which he put in these terms: “[Builders] can earn
more money with a land bank than any other bank...so they just scream
about planning barriers and bank the land. | just think it's so wrong”.

Barriers exist that reward the industry to act as if it were a price-rigging cartel.
Builders blame the planners. But we reveal another barrier — the “balance
sheet hurdle” which weeds out enterprises that challenge the Big Boys

that have all but cornered the market.
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1. Where are
the New Providers?

The government appointed John Calcutt to report on the way in which (according to housing minister
Yvette Cooper) the “nature and structure of the house building industry along with its supply chain of
land, materials and skills” affects the delivery of homes at affordable prices.! Calcutt will report this autumn.

In 2006, the private sector constructed 180,000 dwellings in England and Wales. Will it maintain that level
of output? Opinion is divided. Much of the forecasting is based on guesswork.

TEAM believes that output could be doubled, providing an additional 200,000 dwellings a year. That would
take annual output close to the levels that prevailed in the 1960s. But the past achievement was the result
of an aggressive public sector house building programme that funded about 150,000 units a year. Gordon
Brown has announced measures to revive public sector provision of rented homes, but his plans lack the
zest that characterized postwar policies.

Tim Williams , chair, Housing Corporation’s Thames Gateway Commission:

“House builders don’t suffer from this market failure because they maintain
their profit margins by rationing supply. They build the same number of homes
now as they did 50 years ago, even though there are 30% more households
and demand has outstripped supply by about 40% each year.”

- Regeneration & Renewal, April 2007.

Furthermore, barriers exist today that obstruct the entry into the building sector of new enterprises that
are willing to give the established firms “a run for their money”. Unless those barriers are dismantled, it is
unlikely that sufficient investors will show the enthusiasm for meeting the housing challenge of the coming
years, as rising interest rates and market turbulence render the sale of dwellings more difficult at previous
rates of profit.

1 Yvette Cooper, Speech, House Builders Federation, April 25, 2007.
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2. Barrier 1:
The Balance Sheet

Access to land is the first major obstacle for young firms that are determined to improve the quality of the
homes they want to bring to market.

Established building firms, however, in defending their market share, blame the planners for the
under-supply of dwellings at prices people can afford. To test this proposition, TEAM — as one of the New
Providers - examined the way in which public authorities responded to new deliverers of housing. As land
owners, local governments exercise the powers of planning. They are not as constrained by the planning
system as private enterprises! How they develop their partnerships with the construction sector is
therefore likely to exercise immense influence on the future of housing provision.

We found that local authorities actively obstruct the emergence of New Providers. They do so, by denying
young firms a share of the public sector building contracts. TEAM’s experience illustrates the problem. It
applied to develop six sites in the East End of London in the two years up to 2007. Expressions of interest
from other builders varied in number from 15 to 21, but the shortlists were composed largely of the same
narrow circle of established enterprises.

The barrier to New Providers are awesome, and they are financial. An example is provided by the proposal
to regenerate the Ocean’s Estate, in Tower Hamlets. Bidders were informed that they need not apply
unless they could prove that they could prove a minimum annual financial turnover of £150m for each of
the previous three years. One company that is victimised by this balance sheet barrier is Telford Homes,

a prolific builder of homes in East London with a turnover of £79m. Theirs is a good record of development,
with experience in estate regeneration. And yet, they are barred by the financial qualification from bidding
for the Ocean’s Estate contract.

“Last year, land for residential building rose by an average of 9% per hectare,
and in property hotspots such as Cambridge the figure is 20%. With land
values increasing by more than the cost of capital, house builders have
every incentive to hold land, rather than develop and sell it.”

Tim Leunig , Department of Economic History, LSE (Financial Times, June 15, 2007)

The balance sheet barrier is a constraint on competition because it prevents small and new firms from
challenging the big firms. In the past, improvement in the service to customers was spurred by competition
from new suppliers who sought a share of the market. These challengers are most likely to energise the
housing sector today. But selection procedures for public sector contracts now — no doubt unwittingly -
favour foreign corporations like Skanska, or mega non-specialist firms like Laing O’Rourke. Britain’s
housing industry needs the infusion of such firms, but it also requires the vigour of new providers,

not old ones relocating in the UK from foreign climes.
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2. Barrier 2:
The Planner

The explanation favoured by builders for the shortfall in the supply of affordable dwellings is that the planning
regime constricts the supply of land.2 To support this claim, the House Builders Federation (HBF) claims:

“Shortages of land with planning permission and the escalating regulatory burden, both cost and
complexity, have undoubtedly made it more difficult for companies to enter housing development,
and for smaller companies to expand... There are very few examples over the last decade of
relatively small house building companies expanding to become major players.”

To dramatise their point, the HBF claims that the shortage of land with planning permission, and the cost
burden of regulations, had forced several long-established builders to withdraw from the supply of housing.

This explanation appears implausible, viewed either from a historical perspective or the contemporary evidence.

* The Town & Country Planning Act, which established urban planning, has been with us since
1947. But the population of Britain has suffered from a shortfall of affordable dwellings since the
Napoleonic wars at beginning of the 19th century.

+ The Royal Town Planning Institute found that the country’s top 10 builders held 14,000 acres of
land with planning permission.* This suggested they had ample sites available for development.
Two companies (Berkeley and Bovis Homes) held land that was equivalent to 8 years output
(at their 2006 rate of completions).

‘Yet there is also the impression that some house builders are happy to sit on
tracts of land (which have been granted planning permission) and watch its
value soar rather than start building work. They then blame local authorities
for failing to put in place the necessary infrastructure.’

Alex Brummer , City Editor, Daily Mail

A study on behalf of the Campaign to Protect Rural England examined the builders’ claims against the
planning system in detail, and its case studies arrived at this conclusion:

“The most striking finding from the planning data is that in all the different types of housing market
studied there were ample — sometimes excessive — amounts of land available for housebuilding. This
applied even in growth areas like Cambridgeshire. There was no indication that a shortage of building
land was holding back housebuilding on any significant (even detectable) scale. Planning permissions
in all areas were typically sufficient over the study period for four or more years of housebuilding.”s

Government is now examining the impact of the planning process on construction. If there is to be statutory
action, the review needs to take into account more than the surface details which may conceal more than
they reveal.

2 Redrow chairman Alan Bowkett, for example, claims: OThe planning regime continues to be inefbcient and grows in complexity. And, as elsewhere in our
industry, this resulted in delays in bringing new outlets on streamO (William MacNamara, ORedrow sees caution hitting housing marketO, Financial Times,
September 12, 2007).

3 HBF (2007:p.17 (para. 59). 4 MacDonald and Kliman (2007:10). 5 CPRE (2007:4).
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4. Barrier 3:
Regulation

Builders can legitimately identify complexity in the regulatory system. These add to the prices that
households have to pay for dwellings. Deeper thought, however, needs to be given to the reasons for
this complexity.

TEAM has tested the degree to which the regulations can be simplified and costs cut. It did so by
comparing two planning applications on its Suttons Wharf site. The first application was made in
November 2004, following industry standard practice. The second (which is the current design) was
made almost a year later, in July 2005, following a complete revision of the company’s design philosophy
and working practices. Both applications were to be presented to the London Borough of Tower Hamlets
Strategic Development committee on 5th January 2006 with a recommendation to grant.

The following extract from TEAM’s representation to Kate Barker’s Independent Review of the Land Use
Planning System illustrates the resulting improvement:

“The first application took 62 weeks from validation of the application to the 5th January 2006
committee date. The second application took 13 weeks. The first application cost £631,382 and the
second cost £271,428”

Clearly, the applicant (TEAM) found ways to simplify its end of the planning process. This leads to the
possibility that existing complexities may, in part at least, be a consequence of features that are intrinsic
to the housing market rather than malign regulators and laws. Builders have been known to manipulate
planners — by protracting the planning process — for their own ends. And if there are excess profits to be
made out of land banks, it is not surprising that some of the property professionals should want to spoon
away some of the cream for themselves, on the principle that the more work they make, the fatter the fees.
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5. Covenanting the Future

Other barriers exist that obstruct new firms from gaining access to the building sector. Land, for example,
can be quarantined by legal means. One technique is to attach covenants to land to prevent the sites
from being used. This is most convincingly illustrated by the retail sector, in which some of the Big Five
supermarkets use this device for strategic reasons.

Tesco sold land subject to covenant in 14 cases out of 60 sales analysed by the Competition Commission.®
That finding was revealed in 2000. The legitimacy of this device, for curbing competition, needs to be tested.
But by the time the Commission decided to probe more deeply, in 2007, it was persuaded not to reveal the
names of retailers who attached covenants to land.” And the vital information on how much land was held

in land banks, how many sites had restrictive covenants attached to them, and their relationship to existing
retail outlets, was scissored [! ] out by the Commission. Thus, the Commission revealed that “[! ] included
restrictive covenants on more than half of the land which it disposed of since 2000”.2 We do not know the
identity of “[! 1.

If supermarkets can manipulate the land market to exclude competitors, do builders use similar devices to
lock-up sites? The Office of Fair Trading decided to investigate land-related issues in the enquiry it launched
in 2007. Answers are needed to questions like:

» Why are builders able to curtail output below the growth rate of households?
* Why is their market share not at risk from new firms challenging them?

Whether there is conscious collusion or not, among building companies, the fact is that the supply of
newly built dwellings falls well below demand. One result of the ensuing rise in prices is that, in 2006,
home ownership in England fell for the first time since the 1950s (down from the peak of 71% in 2000
to 70%). Is this the covenant that builders want with society?

6 Competition Commission (2000: p. 294, Table 12.30).

7 The Competition Commission did name some land owners — the councils of Sunderland, Sheringham and Bridgenorth — which did deals with supermarkets that
included the imposition of restrictions on the use of othem@bawned land, to prevent competitors moving into the areap@&tition Commission (2000b: 21)

8 Competition Commission (2007a: 12).
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6. The R&D Mystery

In Part |, we argued that crises in the property sector are ultimately due to the temptations offered by the
land market. This appears to be the only explanation for aspects of the building trade that would otherwise
remain mysterious.

One of the puzzles is the way in which many construction companies remain wedded to obsolete technologies
and archaic methods of construction. Could this entrepreneurial inertia be due to the featherbedding of
builders’ nests? We can frame this puzzle in the form of an awkward question: why does the construction
sector display an exceptionally weak willingness to invest in research and development (R&D)?

“Historically, property developers’ definition of re-investment for the public
good was a big boat in Monte Carlo.”

John Richards , Chief Executive, Hammerson (Daily Telegraph, July 16, 2007)

Without R&D, productivity cannot be enhanced. The motor industry located in Britain, for example -
which is forced to compete in global markets - invested £1bn in R&D in 1999. For similar reasons, the
pharmaceutical industry invested £2.5bn in R&D, while the computer sector devoted over £700m to
improving its products. These numbers put to shame the construction industry’s £41m.°

A kind characterization of the building industry’s general Business Model would be framed in terms of the
philosophy of “aim low to hit the target”. But the need to expand the output of defect-free affordable homes
means that Britain requires a new breed of providers with this doctrine: “Aim high, possibly miss the target
but deliver much more than what we get from builders today”.

One measure of unrequited need is the large number of households currently on the waiting lists for council
housing. Why, two decades ago, when the public sector began to pull out of the provision of housing, did
private enterprise fail to fill the gap? A vast market was left untapped. This would be inconceivable in other
sectors where firms compete to increase the sale of their products. The answer, in the case of housing,

can only be that the industry is satisfied with its super-profits.

We have to conclude that builders lack the incentive to increase output, even though the demand for
homes continues to rise as population expands and fewer homes are available to rent from local authorities.
In Part Ill, we review some of the policy options open to government.

9 Morgan (1999: p. 57, Table 11).
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