ECOCONJONCTURE

._“il fimgmr;.;“dlll'ﬂeihﬁiiifffj t;:;

housing sector has unge

ﬂl\w+h-xni
AL ELE
o LRRRRRAN \1itu\
.-.,...:_ ATITLER AR
- 'l.-n :.i w.s.t'.i.ﬂi
AR RA R AR
| '1"1.-:.:\\-.';1-!.1-.&

]

CARERERR AR AL
BRRAREELERLAN
WAL EAR RS LR
R R TA
ux'\.tu"l.'.-.'-.

LR
'\-\.'ll.

w* s
|,._«. n“. ﬁlﬁ"& \ 11"1\‘ WL, 5 \ \ ‘I"' \\ \‘\{l %i&ﬁm\\ ::Tu“}}t‘{\-?ﬂ

ALY u
u'u ik !,1\.'1.”- n\u AR

\1.\-.1.1.a\ﬂl.'h'l.kx. 1|n u-.'u 1-.;11- 1‘1? 1\;_‘;]-1
|1 \ (1 \
\ 151‘1}«.1.:-.&-. 11'1.“'..“I 1 CERRALELY 'u,n-,w.\.-.ln.xt ﬂ *.

| '.
ALY \’Hr -|-|. ALTLRY ||.1-'H.!n. 'u % nl,,‘l.'-. '|.n1.'n

LK un.ru'n“
L1 1\1'\.'1 L] % "\1] )
-H,.H " 4 -.'tl:'ilnL % 'l.'l. \'!_I.'ﬂ-'i.'\.-.I-l.'i-l.t,i.til-L|1'l.l.'l|'.'=l'| l_-.'\, 'I'H-'ﬁ"u n,,'.\ “ll'q, AN h WAL
b | BRLANY
.;-IL"‘. ..uau'rn 1 ’-"L_."-":,"'..n_uu-u_- lil:un n.u.gu =, H “\.“G“”:“ -,n.nll.,l.
i\ YUY u-.xn wi!ttuun;u ALERLLY i\nnu u Hu. WAy

tt

BAEERLLRN LY RRARR LR R A -g,n'u.l .t.ﬂll"\.‘x‘l.;xh‘:-‘.‘

: AR RN LY
| % 1.1“u"l.-~'|.'ql-1't-rl.. m uu\ n. i
"1;: I\."L'L 1..‘!-; ‘-l.'g'.'l tl.l\i‘:‘ﬂ\ 1\‘-\_R\.\L\1|.'Lt'g.'l| L;rl:i. L\ l_'|1|| ll'q_l"l,ll!l. 52
Lx'ﬂuhunu ATTTLERRRA ALY &".”-‘n‘ij" [ 1\'-.‘
REL 4N 1_....'!.\\..;1.1.11 'q-.'Ll '|- Ii.nl.-' L% -‘.I.
ARRLALY '. ATETE R AL TR A AR A A RN LA ke L

i t A AR LA AR AR LR A R R AR AL AR A L AL oy %
LR LU L AL A A R R AR R R AR . .

Mu%ﬂaﬁuuuﬁ 2 TR T

R a7 0 o

1%
%

The bank

BNP PARIBAS for a changing

world



Eco Conjoncture // December 2023 economic-research.bnpparibas.com

TABLE OF CONTENTS

HOUSING SUPPLY CHALLENGES IN FRANCE: AN UNSOLVABLE ISSUE?

Stéphane Colliac

In France, the housing sector has undergone profound changes over the past two decades
in order to respond to the shift in demand towards building renovation and maintenance in
particular. This transformation has gathered pace since 2016 against a buoyant economic
backdrop, witha growing real estate market and particularly favourable financing conditions
(low interest rates and few business insolvencies). However, while the sector will have to
continue to adapt (i.e. the gradual ban on renting poorly insulated dwellings), it is grappling
with a deterioration of its economic environment. Rising interest rates and business insol-
vencies could make this new adaptation more complicated to navigate, at least in the short
term.
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HOUSING SUPPLY CHALLENGES IN FRANCE: AN UNSOLVABLE ISSUE?

complicated to navigate, at least in the short term.

Housing supply can be increased by constructing new buildings or by
real estate transactions on existing housing (and the resulting works
involved), satisfying demand among buyers®. The supply therefore de-
pends not only on the availability of the properties, but also on the re-
sources required to produce them, such as companies, labour and in-
vestment. If there is not enough of some or all of these resources, then
the supply may be lower than the demand. These shortages and the
causes of them, in other words, the supply issues, will be the focal point
of our analysis. To begin, this article will outline the major changes in
France's housing supply over the past two decades. It has become an
increasingly mature market, which has seen a slowdown in growth in
the number of households. It is also transforming into a replacement
market, which is manifesting itself in a need for renovation work. In the
second part, we will outline the intrinsic reasons for the reduced supply
in detail, focusing on production capacities in particular. The decrease in
these capacities is making it hard for construction companies to meet
the demand when it arises.

LESS NEW CONSTRUCTION, MORE BUILDING RENOVATION

The housing shortage regularly makes the headlines in France. This is
because it can have significant economic consequences: in 2018, Insee?
confirmed a perception that the scarcity of housing available in labour mar-
ket areas contributed to the unemployment rate staying high. This scarcity
and the problems that it causes may emerge in other situations, such as
in university studies (in the lack of student housing). For most people, the
housing supply issue boils down to this actual or perceived shortage.

A household is defined by the occupation of a primary residence, mea-
ning that these two aggregates are equivalents. Although population
growth has slowed over time, the dwindling number of individuals per
household has boosted growth in the number of dwellings. Another sign
of changes on the market is the decreasing proportion of primary resi-
dences to second homes in additional dwellings, with seven out of ten
units being primary residences between 2008 and 2023, compared to
nine out of ten units between 1993 and 2008 (chart 1).

Need and demand should be distinguished here, as there may be a latent
need that does not materialise in a demand for housing. For example,
people may postpone their plans to purchase a property due to a lack of
available housing, or, as is the case at this current time, because interest
rates are seen as too high, or even because the price is viewed as prohi-
bitive. Further evidence of plans of this type being delayed is the rising
proportion of young people between 18 and 29 years old living with their
parents, suggesting, among other reasons, that the lack of primary re-
sidences or the cost of them is still holding back younger generations
from setting themselves up in their own homes, or even entering the
workforce.

1The term “construction” refers to building a property, while “real estate” implies a service that most
often involves (a real estate agency and/or notary) intermediating a transaction on a property that
has already been constructed

2 C-M Chevalier et R. Lardeux, Plus de propriétaires depuis cinquante ans: des effets secondaires
défavorables a l'emploi?, Insee Analyses no. 38, April 2018.
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In France, the housing sector has undergone profound changes over the past two decades in order to respond to
the shift in demand towards building renovation and maintenance in particular. This transformation has gathered
pace since 2016 against a buoyant economic backdrop, with a growing real estate market and particularly favou-
rable financing conditions (low interest rates and few business insolvencies). However, while the sector will have
to continue to adapt (i.e. the gradual ban on renting poorly insulated dwellings), it is grappling with a deterioration
of its economic environment. Rising interest rates and business insolvencies could make this new adaptation more

Less construction, more transactions

Supply and demand are interconnected and meet on the market. If the
demand rises/falls or the nature of the demand changes, the supply
will have to adapt. If the supply cannot keep up or can only do so be-
latedly, the demand will have to be partially limited.
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ACTIVITY IN NEW HOUSING VS. % OF HOUSEHOLDS WILLING TO BUY A
HOUSE DURING THE NEXT 2 YEARS*
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The potential demand can be viewed through the lens of housing pur-
chase intentions among households (Insee household survey, chart 2).
There are three identifiable boom cycles in these intentions: 1999-01,
2003-07 and, more recently, 2017-22. These purchase intentions were
compared against a new housing activity indicator (the balance of opi-
nion on activity in Insee’s monthly economic survey for the construc-
tion industry), and, during the most recent sub-period, activity did not
hit the same heights as it did during the previous two boom periods.

Two factors may additionally be the reason for this visible disconnect
between purchase intentions and activity. Activity may have been
constrained (as we will discuss in the second part of this article) or
the nature of the demand has changed and, as a result, has heralded a
transformation in the supply.

A parallel can be drawn between the more subdued activity during the
recent cycle, as shown above, and household investment (chart 3). The
level of household investment (in EUR bn) was lower at the peak of the
most recent housing cycle (2017-22) than it was during the previous
phase (2003-07) for similar purchase intentions (9.3% of households,
on average, stated that they intended to purchase a home during these
two periods).

When the household investment rate (as a percentage of households’
gross disposable income), is broken down into investments to counte-
ract the depreciation of existing housing (also known as “consumption
of fixed capital®*” or CFC) and net investment, we can see, first and
foremost, that CFC has been on an upward trajectory and, since the
2000s, has even risen faster than households' gross disposable income
(chart 4). At the same time, net investment has fallen, particularly
after 2008, which aligns with the tiny increase in the number of main
residences following the 2008 crisis. This trend is a hallmark of a ma-
ture or replacement market, rather than a growth market.

In response to this shift in demand, there has been a major trans-
formation in the supply over the last two decades, with less housing
being built and more being maintained and renovated. Chart 5 shows
a 1to 2 ratio between housing starts to transactions in existing homes
up until 2015, but, since then, it has increased to 1 to 3. This ratio has
not altered in 2023, even while transactions in existing homes and
housing starts have both started to fall. Standing at 305,000 units in
total over the previous 12 months, at the end of October, housing starts
fell even below the lowest levels seen in 2009 and 2015 (at nearly
330,000 units) but did manage to remain above the November 1993
low (267,000 units), however.

This low level of housing starts illustrates how the supply is adapting
to the demand, which is moving over to specialised construction work®,
which is now the driving force for much of the increase in production in
the building sector (chart 6).

Employment has also adapted to these changes, with the shift from
new-build homes to resale properties in need of renovation. The si-
multaneous growth in construction trades has led to larger numbers of
self-employed workers (chart 7). The building sector had experienced
an uninterrupted series of payroll job losses between 2001 and 2017
and this trend returned at the start of 2023 (with nearly 10,000 net job
losses over the first three quarters of the year).

3 Consumption of fixed capital is an accounting term that describes the depreciation of this capital:
in this instance, it is the loss in value of housing, which requires investment in order to carry out
renovation work.

4 0n this chart, estimates are provided for the sectoral breakdowns for 2022 (where the aggregate
available in the 2022 annual accounts has been broken down by seg[giment taking into account the
production trends for each of them) and for 2023 (with jUSt the production data used). Specialised
construction covers follow-up actmty to constructlng buildings or civil engineering structures (such
as foundations, roofs and scaffolding), as well as repairs or thermal renovation work on them.
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CHART 6 SOURCE: INSEE, BNP PARIBAS ESTIMATES

By contrast, self-employment has constantly grown since the late
1990s and has even exceeded its record high (1981). This trajecto-
ry has continued into 2023 (with 11,000 net job creations over the
first three quarters of the year). This strong momentum in the building
crafts sector has been bolstered in particular by tax cuts on renovation
work (with the VAT rate reduced to 10%, compared to the normal rate
of 20%).

Building energy performance: anincreasingly criti-
cal market criterion

The adaptation to climate change has seemingly triggered a further
change on the market. The pace at which the transition is implemented
will hinge on how sharply assets depreciate as a result of it. In practice,
a building classified as “poorly insulated” (known colloquially in France
as a «passoire thermique»), which would be viewed as a less viable
prospect for selling, letting out and living, would see its value drop pre-
maturely and would depreciate much faster than expected °. The risk of
this occurring could prompt households to have the necessary energy
retrofitting work performed on their homes, but this is an expensive
solution. Another option would be selling the property pre-emptively,
fearing that they will eventually be unable to let it out.

According to the most recent French notary property market reports,
the overhaul in how the ratings for Energy Performance Certificates,
also known as «diagnostics de performance énergétique» (DPES) in
France, are calculated in 2021, as well as the announcements of a
timetable for a ban on renting energy inefficient homes® and, since
August 2022, a ban on increasing the rent on the worst rated properties
(F and G) have already altered transaction volumes. Against a broader
backdrop of decreasing transactions, sales of homes with DPE ratings
of F or G are on the rise and accounted for 18% of total sales during
the second quarter of 2023, up from 11% during the second quarter of
2021.
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CHART 7
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In view of these percentages and the total sales in existing homes, we
have broken down the transactions based on housing DPE ratings in
chart 8. We have also presented estimated movements in the prices of
existing homes based on DPE ratings’.

Notaries have noticed a higher price discount on properties with F or
G DPE ratings than in the past (particularly in collective housing or
strained areas), which may have exceeded 10% in some regions in the
second quarter of 2023.

5 It may become part of «stranded assets», which refers to the premature depreciation of an asset, which would see its value drop before it is fully amortised due to its impact on CO2 emissions (directly or

through its energy consumption).

6 A ban, which is already in place, on renting (on a new lease) 190,000 homes with a G rating (the most energy-intensive) and a planned ban on this for all other homes with a G rating (2025), as well as

F-rated (2028) and E-rated (2034) properties.

7 The Insee-Notaires housing price index is used, in addition to the information provided by notaries in their property market reports on the proportion of transactions by DPE rating, as well as discounts on

sale prices for F- or G-rated housing compared to properties with better ratings.
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Therefore, against the broader backdrop of average prices of existing
homes starting to fall (-2.1% between the fourth quarter of 2022 and the
third quarter of 2023, according to the Insee-Notaires index), cross-re-
ferencing the existing home price index with the DPE data published
by the notaries, shows that homes with F or G ratings are experiencing
larger price falls, whereas the decrease remains more moderate for
properties with better ratings.

Finally, in addition to their effects on prices, these sales of homes with
poor DPE ratings are a contributing factor in the volume of transactions
remaining well above 800,000 units per year, a threshold that had ne-
ver been surpassed prior to 2016. The ripple effects of this trend could
mean that the demand shifts away from new-builds and towards exis-
ting homes® . This increase in transactions on poorly rated homes since
the DPE reforms could also be instrumental in removing properties
from the rental market, exacerbating the scarcity of properties available
to future tenants (in addition to the drop in new home construction).

CONSTRAINTS ON THE SUPPLY

In addition to these major changes, the housing supply is also grappling
with a number of production constraints, some of which are cyclical,
but are no less disruptive. The supply, as we are defining it in this part,
refers to construction companies’ production capacity (which can be
used to varying degrees), profitability, general financial situation (cash
level, in particular) and the insolvency risk. In the past, during cyclical
downturns and cycles of economic slack, the sector has been at risk of
an increase in insolvencies, with the shrinking supply, caused by these
cyclical downturns and this slack, subsequently going some way towar-
ds further compounding the delay in fulfilling order books, as has been
the case in recent years. In the next two sections, we will principally
look at the broader factors which have limited production before discus-
sing the issue through the lens of production capacities and the impact
of insolvencies.

Bottlenecks have partially eased

The supply of new-builds has been noticeably dwindling since 2008, in
view of the major drop in single-dwelling unit construction (chart 9).
Although there has been a substitution effect that has benefitted mul-
tiple-dwelling units, the total number of housing starts has not yet re-
turned to its peak for the period.

When housing production cannot keep pace with the demand, this can
be due to three types of supply constraints: structural factors (such as
land shortages or regulation); supply availability and costs; and labour
shortages.

Structural constraints

From the early 2000s, the gradual transition from the POS (or “plan
d'occupation des sols”) to PLU (or “plan local d'urbanisme"”) have been
pivotal in the decrease in the number of single-dwelling units by redu-
cing the land available for this type of building. It has also made redefi-
ning how plots of lands are used more difficult: once construction plots
had been used, there was less land available.

The Elan Law (2018), which includes an aim to facilitate construction, by
attacking red tape in particular (the number, length and cost of proce-
dures), has not managed to deliver the expected increase in the number
of new dwellings. The procedures targeted were probably only some
of the barriers holding back land development and reforming them has
not changed the overall policy items in this area.

6
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Upcoming regulations, such as the «net zero artificialisation» target,
which has not yet been put into force, could further increase the scarcity
of land available and could become further constraints on the new-
build supply.

Cyclical factors limiting production have subsided

Many of the economic barriers that existed until 2022 have now broadly
eased. The same applies to construction costs, which had increased
markedly in 2022 (chart 10), in particular due to rising raw material
costs (both energy and materials) and wage bill growth. During this
period, the costs of renovation work (which previously had been more
under control) even caught up with the levels in the building and public
works cost indices. In 2023, the rise in construction costs have been lar-
gely tempered by raw material prices (industrial metals and minerals)
falling back. However, the renovation costs index has followed the same
trend as consumer prices.

8 As has been the case for the motor vehicle industry, where the drop in new production has led to an increase in transactions in the second-hand market (as well as a rise in the average age of vehicles)

gl BNP PARIBAS

The bank
for a changing
world



Eco Conjoncture // December 2023

economic-research.bnpparibas.com

Other indicators confirm that the construction sector was hit har-
dest by the strongest inflationary pressures in 2022 (which have now
eased). As a result, according to Insee:

- building maintenance and improvement costs rose by almost 19%
between the first quarter of 2021 and the first quarter of 2023 but
stabilised during the second and third quarters of 2023.

- the net proportion (or balance of opinion) of housing development®
retailers (Insee retail trade survey) planning to increase their selling
prices peaked at 82% in March 2022 (higher than any other sector, in-
cluding food), still stood at 73% in November 2022 and had fallen back
to 14% in September 2023.

Nevertheless, these higher costs initially negatively affected the sec-
tor's margins (31.3% in the second quarter of 2022 compared to 37.5%
on average in 2019). As a second phase, starting in the second half of
2022, costs increased more slowly than sales prices, which enabled
margins to rebound to 35.1% during the second quarter of 2023.

Overall, supply constraints (both supplies and labour) have been pre-
valent in the sector until recently, particularly looking at the factors
limiting production (chart 11) through the lens of the European Com-
mission’s business survey. However, the comparison with the overhea-
ting seen in 2004-07 (an all-time high number of housing starts) shows
that recruitment difficulties were even more severe at that time, before
the sector started to bear the brunt of the demand between 2009 and
2016.

Declining demand became again a dominant factor limiting the produc-
tion of new buildings in 2023. However, this constraint is still having
a more moderate impact on specialised construction, where labour
constraints are still dominating and are even continuing to increase.
This divergence once again illustrates the significantly different situa-
tions from one building sector segment to another, unlike, for example,
the start of the 2010s, when everyone was hit hard by the crisis (with
demand constraints prevalent in all segments). For the specialised
construction sector, this labour shortage is both a restriction which
will likely delay building renovations and a sign that job creation could
continue to be sustained within the building crafts sector.

Rising insolvencies: a harbinger of production ca-
pacities being destroyed further?

One distinctive feature of the construction sector is the cyclical nature
of its activity, which itself is due to the role of interest rates and de-
mand, as well as their fluctuations. These are long cycles: when the
housing market (transactions in existing homes or new construction)
is down, it stays there for a number of years. This is also the case for
insolvencies (chart 12), with fluctuations in activity having a delayed
knock-on effect.

Even when the sector benefits from solid activity (as can be seen in
chart 2), there are still between 800 and 1,000 insolvencies per month
(i.e. around 10,000 per year), as was the case until 2006 or starting from
2017 (apart from an out-of-the-ordinary digression from this trend
broughtabout by COVID, when state aid helped to bring this numberdown
further temporarily). Between these two years (therefore, from 2007 to
2016), the sector sawasharpriseininsolvency, hit by the triple-whammy
of rising interest rates from 2006, the 2008 recession and, after a brief
recovery, the further contraction of the construction market from 2012.
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CONSTRUCTION: BUSINESS INSOLVENCIES
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9 Housing development refers to home maintenance and improvement (hardware, DIY, maintenance products and gardening) by households and is different from household equipment, which, in turn, relates

to furniture and household appliances (such as a washing machine, TV or refrigerator).
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As a result, within the sector, the number of insolvencies soared from an
average of 10,000 per year to an average of 15,000 per year between 2009
and 2015.

The introduction of quantitative easing by the ECB in 2015 and the upturn
in activity the following year gradually helped to resolve this crisis and
therefore bring the number of insolvencies back down to their previous le-
vel. Following the COVID period, they have even remained very contained
for quite a long time, while demand dwindled for several quarters. Cor-
porate cash level indicators have remained relatively good. In addition,
there is a lag between when demand begins to decline and when payment
difficulties emerge in the sector. This lag has recently been increased by
record levels of supply constraints, which have enabled companies to
enjoy a good level of activity for longer, combined with well-filled order
books, despite the fact that the number of new orders has been shrinking
for several quarters.

However, it now appears that the number of construction insolvencies has
exceeded the symbolic threshold of 1,000 units per month for two mon-
ths (September-October), meaning that the difficulties around activity are
now seemingly starting to result in rising numbers of claims.

This development can be viewed in conjunction with the deterioration in
payment behaviours. Every quarter, in its construction sector survey, Insee
measures the proportion of companies declaring late payments. This pro-
portion, which remained low until 2022, has recently increased (chart 13),
first in building installation and completion work, and, since mid-2023, in
carcase work, while remaining significantly below its record high.

The difficulties in the housing sector are not confined to new construc-
tion. With the fall in the number of transactions, real estate agencies
are also seeing a resurgence in defaults (+5% over the first nine months
of 2023 on the same period (pre-COVID) in 2019).

CONSTRUCTION: LATE PAYMENTS IN %
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There are various costs associated with a higher number of business
insolvencies: in the short term, this creates a risk of outstanding debts
and job losses. Another problem emerges in the medium term, relating
to the sector's production capacity, as was the case after 2009.

This is because insolvencies cause its production capacity to decrease,
with an additional hysteresis effect, as these capacities do not reap-
pear when activity starts to pick up again (chart 14) or only do so
very slowly, as evidenced by the recent period (2017-22). When de-
mand rises again, this sector weakness will then exacerbate supply
constraints. Too few companies are active, and they are short of labour
(following 10 years of crisis from 2007-16, when part of the workforce
moved away from the sector).

ok k

The housing supply has undergone profound changes. The shift away
from new construction to the renovation of existing houses has had a
major impact, transforming the sector and creating divergent situa-
tions within it: while new construction is currently seeing a sharp drop
in activity, building renovation is still under pressure. However, the sec-
tor is increasingly experiencing a cyclical downturn, which has been
affecting new construction and transactions on existing homes for al-
most 18 months now. Based on the usual length of these downturns
(from 5 to 10 years, particularly during the 1990s crisis or the crisis
running between 2008 and 2015), the contraction could be here for a
significant period. There would then be a risk that this exacerbates the
situation further still for companies in the sector and further reduces
production capacities which have already been brought down by past
difficulties and constraints on the sector. Even so, these production ca-
pacities need to recover in order to support work to build and renovate
the homes of the future, in view of the energy performance require-
ments for buildings to adapt to climate change.

Article completed on 7 December 2023
stephane.colliac@bnpparibas.com
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