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Starting point

Rent policy generally reflects a tangle of diverging interests. This is particularly true
in the case of Berlin’s "Law Revising the Statutory Provisions on Rent Caps” (Mieten-
deckelgesetz). The draft bill was introduced in October 2019, was passed by Berlin’s
House of Representatives in January 2020 and went into effect on 23 February 2020.
The widely-discussed law, commonly referred to as the “rent cap”, places very com-
prehensive controls on the currently admissible level of apartment rents throughout
the federal state of Berlin and regulates how these can change over the next few
years.

The rent cap is designed to protect tenants. Judging by the number of people mov-
ing to Berlin, the capital has become very popular over the past decade. As in com-

parable periods of population growth, this trend has been accompanied by increas-

Figure 1:
Trend in existing rents and rents under new contracts for apartments in Berlin
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es in rents, not least because new construction has been unable to compensate for
the growth in housing demand. The rent cap temporarily put an end to that. For the
time being, tenants are legally protected against further rent increases, which law-

makers clearly saw as excessive and unfair, whereby rent increases due to moderni-

sation work, in particular, were viewed as a major price drive.

Indeed, in some cases, apartment rents have increased significantly over the past
few years. This is especially true of rents under new contracts. Unlike existing rents,
the trend in rents under new contracts directly reflects the fact that the supply of
housing is too low. Between the end of 2010 and the end of 2020, rents under new
contracts rose by 82% overall, while the 17.4% increase in existing rents barely ex-

ceeded the general inflation rate, as measured by the consumer price index.

Many people consider the rent cap to be a bad idea. The main critics are land-
lords and their association representatives. In general, they argue that rents should
be determined by the market and therefore view the law as an interference with
their property rights and a brake on investment that ultimately will have a counter-
productive effect on the balance of supply and demand. Others, in particular ten-
ants, welcome the rent cap as a premium-free insurance policy against further rent

increases. In surveys, most Berliners welcome the rent cap.
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What Berlin’s rent cap entails

Rent freeze a fine of up to €500,000 may be levied for violation of the
If the rent cap is upheld by the Federal Constitutional statutory rent; however, the implementing provisions for
Court', rents for around 1.5 million Berlin apartments MietenWoG BlIn of 2 April 2020 state that the "maximum
will be largely fixed from February 2020 to February 2025. fine [...] shall be imposed only in particularly exceptional
Specifically, section 3 of the "Rent freeze” law stipulates cases”. Section 11 (1) specifies fines of between €250 and
that rents for existing contracts will be frozen for five €2,000 for various offences.
years at the level on 18 June 2019. However, rent may
be increased by up to 1.3% per year from 2022 to The provision does not apply to publicly subsidised hous-
com-pensate for inflation. ing, halls of residence or apartments built after 2013. It is
unclear whether the rent cap will actually continue to be
Upper limits on rent limited to five years. Regulations originally intended to be
Sections 4 and 5 further stipulate that for new leases, temporary often end up being extended beyond the initial
upper limits shall apply, depending on when the structure time frame.
was built; these limits are defined in sections 6 and 7.
Here, the rent prices per m? listed in Table 1 apply, where- Table 1:
by various factors such as the fixtures provided or mod- Upper limits on rent by construction year class
ernisation may result in an increase in the indicated prices No. First date on which apartments Rent in €
by up to €1 per m2 in each case. and fixtures are ready for occupancy per square metre*
1. Upto 1918 with central heating and with bathroom 6.45
Capping excessive rents 2. Upto 1918 with central heating or with bathroom 5.00
In addition, excessive rents under existing contracts are 3. Upto 1918 with no central heating and no bathroom ~ 3.92
prohibited and must be reduced nine months after the 4. 1919 to 1949 with central heating and with bathroom ~ 6.27
Rent Cap Act (Mietendeckelgesetz) comes into effect, i.e., 5. 1919 to 1949 with central heating or with bathroom 5.22
from 23 November 2020. Rent that is more than 20% higher 6. 1919 to 1949 with no central heating and no bathroom  4.59
than the admissible upper limits on rent indicated in Table 7. 1950 to 1964 with central heating and with bathroom  6.08
1 is considered excessive. The rent may be higher or lower, 8. 1950 to 1964 with central heating or with bathroom  5.62
depending on the location of the housing. For “basic” (“ein- 9. 1965 to 1972 with central heating and with bathroom  5.95
fache”) and “medium-quality” ("mittlere”) locations, the 10. 1973 to 1990 with central heating and with bathroom ~ 6.04
rent is reduced by 28 cents and 9 cents per square metre, 11. 1991 to 2002 with central heating and with bathroom  8.13
respectively, while the rent may be 74 cents per square 12. 2003 to 2013 with central heating and with bathroom  9.80
metre higher than shown in the table for “good” (“gute”) *A €1 surcharge may be added to the indicated base rent
locations. According to section 11 (2) Mietendeckelgesetz, for modern fixtures and modernisation.

Source: Law Revising the Statutory Provisions on Rent Caps

"The Federal Constitutional Court is currently reviewing the Berlin Housing Rent Cap Act (Gesetz zur Mietenbegrenzung im Wohnungswesen in Berlin, MietenWoG BIn). A decision, which
could go either way, is expected in the second quarter of 2021. As long as the main issue has not been decided, MietenWoG Bin applies and one is not entitled to argue that it is still
pending before the Federal Constitutional Court. Several proceedings for interim relief have already been dismissed.

As a general rule: If MietenWoG Bln is declared wholly or partially void, the contractual rent allowed under the German Civil Code (Blirgerliches Gesetzbuch, BGB) - which may be higher
- will again have to be paid. If the nullification and/or stay of execution applies retroactively, the difference between the rent under the Rent Cap Act and the contractual rent later would
have to be paid for the entire contract term.

Tenants are therefore advised to set aside the difference as a precaution if the amount of rent they are allowed to pay under MietenWoG Bin is lower than the contractually agreed rent.”
For more on this, see https:/mietendeckel.berlin.de/fag/; retrieved on 6 January 2021.
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Different social classes receive

uniform subsidies

Berlin is home to more than 3.6 million people living in
some 1.9 million households. More than 300,000 house-
holds live in condominiums and the rest in rented or sub-
let housing. The existing stock of rental properties is of
paramount importance for Berlin’s housing supply. Rental
apartments account for 82.6% of all housing.

Around 1.5 million rental apartments are covered by the
rent cap. Apartments are the sole benchmark for the

rent cap. Accordingly, the law does not differentiate on

the basis of income categories or social structures. The
law protects dwellings, not households. As a result, both
low-income households and households with high incomes
may benefit from the rent cap. That means that different
social classes receive uniform subsidies.

Obviously, many tenants believe the rent cap is a good
thing. On the one hand, this ensures that for the time
being, the rent cannot be increased on apartments built
before 2014; this applies both to existing lease agreements
and newly concluded lease agreements. On the other hand,
the rent cap specifies a "statutory rent” which tenants

can invoke, even if they previously paid the owner more.
According to disclosures by the Berlin Tenants” Association
(Berliner Mietverein), around 365,000 leases have seen a
reduction in rent since 1 November 2020. This mainly af-
fects lease agreements that were concluded over the past
5 to 6 years on apartments that have been modernised.

Reiner Wild, Managing Director of the Berlin Tenants” Asso-
ciation, sees the reduction in rent as a godsend for tenants
in Berlin in light of the COVID-19 crisis.?’ The income freed

up by lower rent thanks to the rent cap can be used to buy

other goods and services during a difficult period.

2 Berlin Tenants’ Association, Press release no. 44/20: Second stage of rent cap goes into effect.

Reduction in rent provides relief to 365,000 households.

... and on the other hand do not

If the Rent Cap Act passes the test by the Federal Consti-
tutional Court, rents will be capped at a low level for the
next few years. As a result, the difference between what
tenants are paying and what they would have paid in the
absence of the law will be considerable. The size of this gap
can be estimated from the trend in rents that are not cov-
ered by the rent cap. This category refers to rental apart-
ments that were built after 2013. These account for around
4% of the total stock of rental apartments. In other words,
in the future, we will have two different types of rental
apartments in Berlin. One level of rent set by politicians will
be paid for older apartments, while the comparable rent
system applies to newer apartments.

Hence, the rent cap does not treat all tenant groups equal-
ly. Tenants moving into a new building because they cannot
find a “capped” apartment will pay significantly higher rent
than tenants who occupy or move into older buildings.

That means that mobile tenants and tenants moving into
the city for the first time will be confronted with a greater
shortage due to the rent cap. The artificial reduction in

the city’s rent level will impede mobility in existing hous-
ing and will increase land use per inhabitant. When living
requirements change, there will be no incentive to give up
a "capped” apartment and move into an "uncapped”, newly
built apartment commensurate with one’s needs. All in all,
therefore, not all tenants will benefit from the rent cap. The
main beneficiaries will be existing tenants whose living con-
ditions are currently adequate. Against this backdrop, one
must question to what extent lawmakers” interference in
the allocation of housing in the Berlin market through the
rent cap can be justified from a socio-political standpoint.
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Vacancy rate and apartment rents

The Berlin housing market has undergone fundamental As the vacancy rate decreased, rents increased, on the one
changes over the past ten to 15 years. Due to the large hand, while new construction increased (with a time-lag)
influx, the number of inhabitants and the demand for on the other. To date, there has not been enough new
apartments have increased to a degree one could hardly construction to satisfy all additional housing demand; as a
imagine at the beginning of the millennium. Initially, thisled  result, the reduction in vacancies and the increase in rents
to a sharp decline in vacancies. While vacancies were still continued until recently. This is clear from Figure 2, which
increasing at the beginning of the millennium, the trend shows the connection between the vacancy rate, as the
has been negative since then, in particular since 2005. In cause, and the trend in real rents under new contracts, as

2001, the Berlin member institutions of the BBU® reported the effect.” The lower the vacancy rate for rental apart-
a state-wide vacancy rate of 6%, compared to 5.5% in 2005 ments and the faster the number of unrented apartments

and only 1.6% in 2019. There is unanimous agreement that decreases, the greater the increase in real rents under new
for a functioning housing market, at least 3% of apartments  contracts. This means that the main reason behind higher
should be vacant temporarily. A lower vacancy rate is an rents is that there is not enough new construction activity
indicator of a tight housing market. Given the mobility and to significantly increase supply and thereby ease the tight

change in Berlin, an even higher housing reserve would not market.
appear to be unjustified.

Figure 2:
Vacancy rate and trend in real rents under new contracts
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¥ In 2020, the 135 member companies of the Association of Housing Companies for Berlin-Brandenburg (BBU), whose registered
office is in Berlin, represented a total of 738,400 apartments in Berlin which they own or manage for third parties. They account for
around 50% of the total stock of rental apartments in Berlin.

4 Real rents under new contracts are equal to the nominal rents under new contracts adjusted for inflation.
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New construction is essential

At this point, it is worth looking at the trend and the cur-

rent level of new construction activity - for two reasons:

m First, there has been a huge increase in the number
of approved apartments in multi-family houses since
2010. This trend is not surprising, though: it is the result
of low vacancies and higher rents. After a period of
restraint, municipal and co-operative housing com-
panies, private companies and small private operators
have recently been highly motivated to develop resi-
dential space - usually neither for altruistic reasons nor
because they are ruthless “rental sharks”, but rather to
generate decent rental income from capital employed,
i.e., to generate a return. Real estate is an attractive
investment opportunity precisely because of the pro-
tracted period of low interest rates. Not only do the
level and trend in rents affect demand; they are also the
main criterion for investment decisions.

m Second, in housing construction, the number of dwell-
ings approved in recent years has increased much faster
than the number of dwellings completed. By the end
of 2019, this diverging trend had created construction
overhang of more than 65,000 dwellings not yet started

or already under construction, accounting for 3.4%

of the housing stock. Less than a third of this total
falls under the construction progress category “not
yet started”; the rest is under construction, some of it
“roofed over” (Figure 3).

In light of this figure, it is obvious what has to be done. The
construction overhangs need to be reduced quickly by
completing more housing units. If this can be done suc-
cessfully, it would provide significant relief to the market.
The housing supply would increase very substantially, by
more than 3% in the best-case scenario. This would largely
eliminate the gap between supply and demand, giving
tenants more freedom of choice in the housing market. In
essence, this means that what we need is not necessarily
for more dwellings to be approved, but rather for more
dwellings to be completed. The number of dwellings not yet
started or already under construction currently represents
adequate supply potential to significantly ease the tight
housing market in Berlin and to reduce the increase in
rents under new contracts. Again, please look at Figure 2
for proof of this assessment.

Figure 3:

Building permits, dwellings completed and dwellings not yet started or already under construction in Berlin

a) Building permits, dwellings completed

b) Dwellings not yet started or
already under construction
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Credibility and willingness to invest

The rent cap is designed as a comprehensive approach to
stabilising rents for socio-political reasons. However, new
housing construction was exempted from the cap in order
to avoid deterring investment. We referred to this earlier,
when we mentioned our assumption that rents on dwellings
built before and after 1 January 2014 will diverge more and
more in the near future. Figure 4 confirms this expectation
with an evaluation of asking rents for the housing construc-
tion year classes that are most important quantitatively.

In addition to the trend in rents, the charts reflect the
computed upper limits on rents specified by the Rent Cap
Act. The limits are calculated on the basis of the rents per
square metre indicated in Table 1, including surcharges for
modernisation and fixtures. They also take into account
the fact that rent is considered excessive only if it exceeds
the limits thus calculated by more than 20%.9 As the figure
shows, for all construction year classes, median rents since
2019 have trended downwards, towards the range for rents
under the Rent Cap Act - with one exception. Rents for
apartments completed since early 2014 continue to trend
upwards. Eventually, that could become problematic for
city policy-makers dealing with social and housing issues,
since it appears impossible to implement a consistent pol-
icy if the market for rental housing is anything but uniform.
Can a policy be credible if it denies the privilege of low
rent to the group of tenants that has to turn to newly built
housing? Or to put it another way: sooner or later, lawmak-
ers may be tempted to extend the rent cap to cover new
construction.

% The location of the housing, which may also affect the individual upper limit on rents,
was not considered here.

So, while lawmakers may say that they are not going to ex-
pand the rent cap to include new construction, the decisive
factor will be whether developers of potential rental apart-
ments believe them. In this regard, the rent cap harbours
significant investment risk. The extent to which this risk will
materialise in the near future is still uncertain. Following a
slight decrease in 2019, the number of dwellings approved
from January to November 2020 was unchanged from the
prior-year period

Modernisation of the housing stock

According to section 7 of the Law Revising the Statutory
Provisions on Rent Caps, the rent may be increased by up
to €1 per square metre to cover modernisation measures.
In order for an increase to be allowed, it must be reported
to the Berlin Investment Bank (Investitionsbank Berlin). We
can assume that, due to the increased time and expense
associated with red tape, the maximum allowed increase of
€1 per square metre will negatively affect many landlords’
pending modernisation efforts. Due to the limitations on
apportioning the expenses, extensive modernisation plans
will become unprofitable and will be postponed to the
distant future, while smaller modernisation projects will be
cancelled due to the time and expense associated with red
tape. Overall, that will have a negative impact on renova-
tions to make the housing stock more energy-efficient.
There is a risk that the existing stock will not be modernised
to the extent needed or desirable from a climate-policy
perspective. The negative repercussions for tenants will,

in particular, take the form of comparatively high energy
costs.
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Trend in median rents by housing construction year class
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State government and market

More than a century ago, the economist Dr Felix Meiner, speaking in the city of
Plauen, observed: “People live poorly in good times and well in bad times.”) What he
meant was that market conditions are important determinants of the level and trend
in rents. In areas where rents are increasing, incomes and the population generally

increase; where rents are decreasing, the converse is often true.

Of course, increasing rent is a problem for many tenants. But instead of doing what
is necessary to promote this in a way that is commensurate with demand, the state
government has frozen rents on the bulk of the housing stock completely, regardless
of households’ financial capacity. The rent cap does not in any way address mar-

ket bottlenecks. In light of the recent significant decrease in the population trend,
reducing the extremely high number of dwellings not yet started or already under
construction should suffice to considerably ease the tight housing market in Berlin.
Achieving that will require construction capacity, on the one hand, and motivated

developers, on the other.

9 Borrowed from: Adolf Weber, Land and housing. Eight principles on the dispute over the urban land and housing question
(Boden und Wohnung. Acht Leitsatze zum Streite um die stadtische Boden- und Wohnungsfrage), Leipzig, 1908, page 8.
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