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Rent or buy? How equity requirements
for households influence decisions on home

financing
by Johannes Ludwig and Edgar Vogel

Some households contribute only a small amount of equity when buying property
financed by a loan. If they then default on the loan, lenders may incur losses. Should
the problem affect a large number of lenders, this could potentially jeopardise
financial stability. Minimum requirements for the own funds households need to
provide can limit losses that may arise. However, this would mean that some
households can no longer obtain loans in the desired amount. A Bundesbank study
shows that a large proportion of the households interested in buying which would
be affected by this are then willing to buy a cheaper property or to save more in
order to buy at a later date. The impact on homeownership is therefore likely to be
smaller in the medium than in the short term.

The smaller the share of own funds a borrower provides
when taking out a housing loan, the higher the lender’s loss
in the event of a default. If households generally provide only
a small amount of equity — that is, if in this respect lending
standards are loose in the financial system as a whole — and
many loans default at the same time, the resulting losses can
affect numerous lenders and thus jeopardise financial stability.
Supervisors can reduce the risks to financial stability stemming
from loosening lending standards by setting minimum stan-
dards for the equity borrowers need to contribute when
taking out a housing loan (Bundesbank 2015). In Germany,
the Federal Financial Supervisory Authority (BaFin) has the
authority to set such minimum standards since 2017. It has
not yet made use of this option.

Previous research on the topic and the experiences of other
countries show that these kinds of minimum requirements
can reduce growth in house prices and housing loans and help
to cool overheating in real estate markets (Alam et al. 2019).
However, the requirements imply that buyers who have only
a small amount of equity may no longer be able to fully satisfy
their wishes, at least in the short term. Households with low
income or little wealth are particularly affected (Acolin et al.
2016). In response to the requirements, these households tend
to move to other residential areas (Tzur-llan 2017), for example,
or to buy smaller properties (Araujo et al. 2020). We therefore
examined how German households would act in the event of
minimum requirements — irrespective of whether these stem
from the banks themselves or are imposed by supervisors
because of risks to financial stability (Bundesbank 2022).
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Not all households want to become homeowners and
households wishing to buy adjust their behaviour

As part of the Bundesbank Online Panel Households (BOP-
HH), in February 2022 we asked more than 4,000 households
in Germany about their willingness to buy a property. In line
with a study by Fuster and Zafar (2016), we initially gave two
different figures for the minimum amount of equity (10%
and 0%) that households would have to provide. Additionally,
in both cases households also have to use their own funds to
cover transaction costs associated with the purchase coming
to 10% of the purchase price. In a third hypothetical scenario,
households were told to assume that they receive an inheri-
tance which exactly covers the transaction costs and the re-
quired equity. In other words, a purchase could be made
without any financial reserves in the third scenario. In all
three cases, however, households would have to service the
regular loan instalments from their income. When interpreting
the results, it should be noted that the survey was conducted
prior to the turn of the cycle in the real estate market and,
above all, before the sharp rise in interest rates on real estate
loans in 2022. As a result, affordability problems because of
higher interest rates are likely to have played a smaller role in
households’ intention to buy at the time of the survey.

In case of a minimum equity requirement of 10%, households
indicated an average purchase probability of 30%. Figure 1
shows that there is a strong concentration of households
indicating either 0% or 100%. In this scenario, 48% definitely
do not want to buy and 12% definitely do. If the lender does
not require any equity, the average probability increases to 37%.
The hypothetical inheritance covers not only the minimum
required equity but also the transaction costs associated with
the purchase, making it possible to buy a property without
recourse to financial reserves. In this case, the average pro-
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bability of purchase rises to just under 50%. At the same
time, though, we still see a great deal of heterogeneity. For
example, even in the inheritance scenario, more than 30% of
households indicate a 0% probability of buying a property.
These results show that higher equity requirements reduce
the probability of purchase, but individual preferences or
circumstances also play a decisive role.

Households with little wealth, low income or renters gene-
rally indicate lower probabilities of buying (see Figure 2). This
illustrates how crucial the financial situation of households is
when making a decision to buy. Furthermore, we can show
in detailed analyses that these groups’ purchasing probability
responds much more strongly to changes in equity require-
ments.
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Minimum equity requirements for borrowers lead to
adjustments by households and reduce financial
stability risks

Minimum requirements need not preclude households from
buying immediately or later on, however. A little over half of
the respondents stated that they would reduce the amount
of living space they sought or move to a cheaper area if
faced with binding minimum requirements. One third would
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prefer to continue renting and save money for the time
being. Only a little under 12% would generally prefer to rent,
setting aside their intentions to buy. When subject to binding
equity requirements, there is a tendency among households
with greater wealth, higher income, homeowners or house-
holds in rural areas to immediately buy smaller or cheaper
properties rather than saving and buying later (see Figure 3).
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Above all, the higher equity and consequently lower debt of
households reduce lenders’ losses in the event of default. In
the survey, however, households were also asked to estimate
the likelihood that they will be unable to service their debts
over the next three months. Financially constrained house-
holds (financial assets of less than €50,000, more than
€50,000 in debt, and monthly income below €4,000) indicate
a lower probability of buying, but a higher probability of de-
fault (see Table 1). This is because such households are less
likely to have the required equity, have less income and are
therefore more financially vulnerable. As a result, minimum
requirements could additionally help to reduce the probability
of default of issued loans.

Conclusion
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Self-estimated probability of Table 1

purchase and default

Probability of Probability of

purchase default
Constrained 38% 5%
Unconstrained 49% 1%

Our analyses shed light on various effects of minimum equity requirements for borrowers, which have to be taken into account

when weighing up costs and benefits of such requirements. On the one hand, higher requirements can reduce financial stability

risks in a targeted way. On the other, they may prevent households from becoming homeowners. However, many households

are willing to adjust their plans if they are affected by equity requirements. If this willingness to adjust is not taken into account,
the negative impact of equity requirements on homeownership is overestimated, especially in the medium term.
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I News from the Research Centre

Publications

“Non-Standard Errors” by Albert J. Menkveld (VU Amsterdam),
...Michael Schneider (Deutsche Bundesbank), ...and Zhen-
Xing Wu (Zhongnan University) will be published in the Jour-
nal of Finance.

“Financial Crises and Shadow Banks: A Quantitative Analysis”
by Matthias Rottner (Deutsche Bundesbank) will be published
in the Journal of Monetary Economics.

Events

30 — 31 August 2023

“7th Annual Macroprudential Conference”

(together with De Nederlandse Bank und Sveriges Riksbank)

19 — 20 September 2023
“International Conference on Household Finance”
(together with the Panel on Household Finance)

Disclaimer:

The views expressed here do not necessarily reflect the opinion of the Deutsche Bundesbank or the Eurosystem.
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