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Abstract:

The paper deals with the issue of unavailability housing in the Czech Republic, which affects an
increasing number of people. As a result of the covid-19 pandemic, there has been a significant
increase in property prices and widening the price to income gap, which mainly affects young
people. This paper describes the basic causes of this undesirable phenomenon in society and
provides recommendations that should be quickly adopted by the state and municipalities to
improve the situation as we see a risk of an increase in social tension in society and a deterioration
in the availability of employment for low-income professions.
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1 Introduction

In recent years, there has been a significant increase in the prices of all types of real estate in the
Czech Republic. From this point of view the Covid economic downturn is very different from all
recent financial crises impact on property market (Cermakova 2019). This situation is caused by
many factors. These are, for example, savers' fears of a significant rise in inflation (a situation
opposite to the one following the 2008 crisis — as revealed by Cecrdlova, 2020), when real estate
replaces standard financial products, failure to address pension reform, investors' concerns about
the sharp increase in interest rates on mortgage loans, slow approval processes for buildings,
lack of building land and a sharp increase in the prices of construction work and building materials
(measured by costs of construction projects proposed by Heralova, 2017). The gap between
household income and real estate prices is constantly widening, especially in big cities. The
current situation is the worst in the history of the Czech Republic.

In the Czech Republic, unlike in Western Europe, owner-occupied housing is considered a strong
social norm and a criterion for success. Many people are beginning to see housing as a form of
investment, not as a means of securing their own housing. In recent years, institutional investors
(real estate funds, pension funds, etc.) are buying large numbers of flats and properties as an
instrument of diversification (Andelinovic 2020). Such a business strategy exacerbates the
growing problem. In addition, construction companies and developers have now set up their
business model so that they plan to keep part of the flats in their own portfolio from their own
production and rent them out separately. This reduces the number of flats available to ordinary
citizens. And the rule is that what is rare is expensive.

The worst situation then occurs in the cities of Prague and Brno. In Prague, it would be necessary
to build between 10 and 15 thousand flats a year to meet demand. However, only between three
and six thousand flats a year have been built in recent years. This increases the differential
between supply and demand in the market every year. This difference is already so high that it is
practically impossible to compensate in the horizon of, for example, 5 years, even under the
assumption of massive housing construction.

The financial unavailability of housing thus affects more and more people. This problem affects
young people the most. Young people want to start families and at the same time be close to their
job and have quality services available in the locality (health services, school facilities, shops,
etc.). Young people are forced to make compromises by increasingly living in unsuitable locations
far from their jobs bearing high costs of commuting. Affordable housing has been identified as
one of the primary factors of reconciliation of work and family life (Jasova 2019) and sustainable
sectoral structure in regional performance (as documented by Volek 2019).

The unavailability of housing thus leads young people to postpone starting a family until they have
a stable background. Also family size tends to be smaller under uncertainty about own housing,
higher age of parents or excessive financial burden of housing. Due to the unavailability of
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housing, the number of parents with only one child will increase. This situation is not in the
interest of the state and society.

The state should therefore take many steps in this area as a matter of urgency to mitigate this
negative trend. The authors are convinced that in this area it is not possible to rely only on the
private sector, because the interest of the private sector is primarily the generation of profit and
not work in the public interest. This article provides some recommendations on how to address
this issue.

2 Recommendations to reduce the financial unavailability of housing

2.1 Development of public - private cooperation in the field of construction and
operation of housing

Many developers are currently just trying to make the most of what is possible in terms of profit
generation. They are not interested in the wider project environment and focus only on their
building land. However, each new construction affects the immediate surroundings, and it is
necessary to participate in the co-financing of the induced investments (construction of schools,
wastewater treatment plant, sidewalks, public lighting, parking and much more).

Active cooperation between the public and private sectors could help to solve the problem. This
cooperation can take various forms. For example, a municipality may invest in a building plot and
the private sector will provide construction. Many municipalities have their own plots of land that
could be used for residential construction, and the private sector can offer know-how associated
with housing construction.

PPP projects (Public Private Partnerships) can be a great opportunity. The Ministry of Regional
Development is preparing the first model PPP project for the construction of affordable rental
housing. The pilot plan envisages the construction of 1,380 flats for defined target groups for
approximately CZK 3 billion [MMR].

Public private partnerships are successfully used abroad in the area of affordable housing. The
United Kingdom has the most experience in this area. The advantage of this form of cooperation
is that the state would not have to go into debt. The consortium would ensure the construction
and operation of affordable housing. The state would pay fees for the availability of affordable
housing. The apartments would be state-owned for the duration of the concession agreement.

Using the PPP form, the state can start creating an apartment portfolio for needy citizens (needed
professions - medical staff, teachers, police officers, firefighters, single people, seniors, disabled
people etc.). The state and municipalities need to ensure that the necessary professions can live
in large cities with expensive housing.

2.1.1 The city of Vienna - a model of a functioning city in terms of housing
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Vienna is a very good example of public-private cooperation. The city management has been
comprehensively solving the problem of housing construction and support for affordable housing
for approximately 100 years. The city thus manages to keep the costs associated with housing at
an acceptable level. The city is always ranked at the top of the world in terms of the quality of
living.

The city of Vienna has not been hit hard by the covid-19 pandemic. It is common for ordinary
citizens to live in tourist-exposed neighbourhoods, and regular services and shops are available
here. The whole system of housing policy in Vienna is based on two pillars: urban and
cooperative flats and new construction. [ALA]

About 78 percent of the population lives in rented flats in Vienna. 40 percent of all apartments are
structured directly as affordable housing. The city government is aiming that people should not
spend more than twenty to twenty-five percent of their family's income on housing. 8.7 flats per
1,000 inhabitants are permitted in Vienna. Previously, it was not de facto possible to conclude a
lease other than a contract of indefinite duration. Today, it is possible to rent apartments on the
market for a definite period of three years.

For comparison, the city of Prague sold almost its entire housing stock. Only 3.4 flats per 1,000
inhabitants were allowed in Prague. New municipal flats in Prague have only been developed to a
very limited extent in recent years. Lease agreements are concluded for a maximum period of
one year, which leaves tenants in constant uncertainty as to whether their lease will be extended
for another year and at what rental price. The ownership of rental flats in Prague is very
fragmented, which causes confusing and unprofessionalism of the rental market.

Figure 1 Karl-Marx-Hof apartment complex (1927-1930)
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Source: Karl Marx in Vienna, https.//secretvienna.org/karl-marx-in-vienna/, 2021.

2.2 Acceleration of permitting processes, reduction of bureaucracy

At present, according to the World Bank's ranking, the Czech Republic is in an unflattering 184th
place in terms of building permits speed. Due to complicated permitting processes, construction
housing projects are prepared for a disproportionately long time. Thus, construction companies
and developers cannot react flexibly to the current state of market demand. Complex permitting
processes also make construction more expensive. The result is slow and expensive
construction.

This year, the Chamber of Deputies approved a new building law, which is intended to
significantly speed up and simplify construction process. According to this law, all building
authorities have to go under the state and will fall under the Supreme Building Authority. The aim
is also that the citizen does not have to go to office thanks to digitalization. At present, however, it
seems that the new government will repeal this building law. According to critics, the new building
law should have gone to the hands of developers.

2.3 Reduction of the VAT rate on residential buildings

According to current legislation, there is applied the first reduced VAT rate of 15% to buildings. In
order to apply the first reduced rate, two conditions must be met: it is work on the completed
construction and at the same time the building meets the definition of a residential building or a
social housing building.

Table 1 Types of VAT rates in the Czech Republic

VAT rates Value | Examples of use

Basic VAT rate 21 % | It applies to all goods and all services that are not
included in the VAT Act for a reduced rate.

The first reduced VAT rate 15 % | It applies to the sale of goods listed in Annex 3 of the
VAT Act, such as the sale of food and non-alcoholic
beverages, plants and seeds, and animal feed. It also
applies to the services listed in Annex 2, such as
funeral services. Construction or assembly work carried
out on a completed building, in the case of a residential
building or a social housing building.

The second reduced VAT rate | 10 % | It applies to the sale of goods listed in Annex 3a) of the
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VAT Act, such as the sale of infant formulas and follow-
on formulas, the sale of medicines or the sale of
drinking water. It also applies to services listed in Annex
No. 2a) to the VAT Act. These include accommodation
and catering services, hairdressing and barber services,
admission to cinemas and theaters.

Source: Ministry of Finance of the Czech Republic, https.//www.mfcr.cz/, 2021.

Residential buildings are then defined as follows:

construction of an apartment building,
e construction of a family house,

e construction which is used for the construction of an apartment building or the construction of
a family house and is established on land that forms a functional unit with this construction of
an apartment building or family house,

¢ living space,

e aroom used together with the living space referring to the previous point, located in the same
building firmly connected to the ground. [DPH]

Social housing buildings are understood as:

e construction of an apartment building in which there is no living space with a floor area
exceeding 120 m?,

e construction of a family house with a floor area not exceeding 350 m?,
¢ living space for social housing,

e accommodation facilities for members of security forces,

e school facilities for institutional education,

e boarding schools,

¢ children's homes for children up to three years of age,

o facilities for children requiring immediate assistance and facilities for foster care,
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e special hospice-type inpatient facilities,
e war veterans' care homes,

e other buildings. [DPH]

In the opinion of the authors, the above characteristics are well defined and there is no need to
extend them to other groups of real estate. However, the applied VAT rate of 15% is very high
and makes construction significantly more expensive. This rate was set at a time when real estate
was not as expensive as at present. At present, the state collects much more funds from this tax
than originally expected. This is also one of the reasons why this rate should be reduced.

In the event of a reduction in the VAT rate, for example in the range of 5 to 10 percent, it would
certainly be reflected in the final real estate prices. However, it can be assumed that part of the
savings would be retained by construction companies and developers in order to increase their
profits. The aim of the recommendation is to support the supply side as much as possible in order
to motivate them to build as much as possible. A larger supply of apartments for sale on the
market will reduce the pressure on the demand side which will have an impact on property prices.

2.4 Development of transport infrastructure

According to the findings of the Czech Statistical Office, almost 140,000 people from the Central
Bohemian Region commute to Prague for work, school or services. Over the last 15 years, the
number of commuters has increased by 47 percent. The commute to Prague takes place mostly
from the districts of Prague-West and Prague-East. Lukavec (2017) reveals how property price
chenges with increased commuting time. The Central Bohemian Region thus partially fulfills the
function of a dormitory for workers from Prague. A similar situation as in Prague, although on a
smaller scale, occurred in the vicinity of Brno, Pilsen and Ostrava, whose background is also
expanding.
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Figure 1 Occupancy of jobs in the capital city of Prague according to the source of
commuting

Source: Czech Statistical Office https://www.czso.cz/csu/czso/13-1127-04-sldb _2001-
4 dojizdka za praci, 2021.

The capital city of Prague represents a center of job opportunities, a center of social and cultural
life, a high concentration of school and medical facilities, state authorities and other services. If
there is a quality transport infrastructure, it would be possible for people from more distant regions
to commute to Prague in a reasonable time and quality of travel. This would reduce the pressure
on the need to live directly in Prague and in custody would reduce the demand for housing in
Prague and thus the price level. The state should therefore focus mainly on the development of
railway transport infrastructure. However, solving this problem is only possible in the long term.

2.5 Support for the first owner-occupied housing

There are many investors on the real estate market who buy apartments for the purpose of their
further lease. Real estate has become a substitute for standard savings products. This reduces
the opportunities for young families to acquire owner-occupied housing. The state should
therefore favor this target group.

However, the Czech National Bank tightened the limits for providing mortgages with effect from
April 2022. The ratio of the amount of the mortgage loan to the value of the mortgaged property
(LTV) decreased to 80 percent from the previous 90 percent. At the same time, it renewed further
income limits for the provision of mortgages.
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The limit of the DTI indicator (the applicant's total debt expressed in multiples of his net annual
income) will be 8.5 (9.5 for applicants under 36 years of age). The limit of the DSTI indicator (ratio
between the total amount of monthly loan repayments of the loan applicant and his net monthly
income) will be 45% (50% for applicants under 36 years of age). The Czech National Bank
reduces the upper limit of the LTV indicator (loan-to-value ratio) to 80% (90% for applicants under
the age of 36). [CNB]

The management of the Czech National Bank believes that the set limits will limit only a small part
of mortgage loans, namely those with potentially the riskiest parameters. Potentially, this should
affect a maximum of about ten percent of mortgages.

The authors believe that in this area, on the contrary, the state should take over the guarantee of
the risk of non-payment of mortgage loans by young families. On the contrary, the set measures

will lead to a reduction in the availability of mortgages for young people, as the above measures

are due to apply from April 2002.

2.6 Modification of parameters of the State Investment Promotion Fund

The State Investment Promotion Fund (SFPI) provides loans and subsidies for housing, the
regeneration of public spaces and the construction of rental housing. However, the parameters of
this fund are unusable for Prague, while the biggest housing crisis is in Prague. There are two
basic problems. The subsidy of CZK 35,000 per square meter is low in Prague conditions. The
second problem is the condition that in the built apartments people have to pay rent only CZK
64,36 per square meter per month [SFPI]. This is an unrealistically low amount for Prague. It is
necessary that these conditions be adjusted separately for Prague. At the same time, the budget
of the State Investment Promotion Fund should increase.

2.7 Shortening the depreciation period for the construction of rental housing

Shortening the depreciation period for the construction of rental housing would lead to greater
motivation for investors to build rental apartments. Investors can thus improve their current cash
flow and achieve lower tax obligations. At the same time, low tax liability will lead to lower
advances for future tax periods.

The amendment to the Income Tax Act [INC] brought the possibility of using extraordinary
depreciation of tangible assets. However, extraordinary depreciation can be applied to tangible
assets, which are classified only in depreciation groups 1 and 2. However, real estate belongs to
depreciation groups 5 and 6.

2.8 Shortening the deadline for applying income tax when selling real estate
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The sale of real estate is exempt from income tax if at least five years elapse between its
acquisition and sale. This deadline applies to the sale of all real estate acquired before 31
December 2020. In the case of real estate acquired from 1 January 2021, the new deadline is ten
years. Thus, the ownership rule of 5 or 10 years (so-called "time test") applies to the tax
exemption, depending on when the house or apartment was acquired. [TEST]

The Ministry of Finance of the Czech Republic expects that this measure increases the availability
of housing in the long run, encourage a cooled real estate market and reduce the space for
speculators. However, the authors are convinced that extending the time test is counterproductive
and will reduce the number of real estate sales. Property owners would rather keep property
unused or rent it at a disadvantage than sell it and have to pay income tax. This restriction will
also support the development of the gray economy. The level of real estate speculation is
widespread especially in poor regions of the Czech Republic, where it is possible to draw various
social benefits associated with housing. However, this problem affects Prague to a limited extent.

3 Conclusions

It is estimated that 30,000 new flats are currently missing in Prague. The main reasons revealed
by Hromada (2021) are slow construction, a non-functional building law and a peaking demand in
recent two years. During the Covid-19 pandemic, new residential construction was limited as a
large share of guest construction workers left (as documented by Kaderabkova, 2020). Even if
recent months brought an increase in number of iniciated construction projects, the property
market data suggest that property supply still is not able to cope with the demand dynamics. We
argue that, in the years to come, there is no market driven mechanism that could solve housing
affordability issue without municipality/state intervention.

In recent years, only between three and six thousand flats a year have been built in Prague. For
comparison, approximately 20,000 new flats are created annually in Warsaw. All countries
neighboring the Czech Republic are implementing significantly more massive residential
construction than in the Czech Republic. In addition, neighboring countries are trying to
accelerate residential housing due to global pressure. Also the Prague municipality is facing the
challenge to start building affordable housing, otherwise housing in Prague will become highly
selective and some lower-income residents will be forced to leave the city due to the very high
housing costs. As a result, Prague would lose the potential for its further development.
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