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. INTRODUCTION

Housing is one of our most basic social needs,

essential for physical comfort, social inclusion,
and survival.

The type of housing available to you can dictate the jobs you take,
the cities you move to, the schools or other public services available
to you, and the choice of whether to start a family.

For many families, housing constitutes a third of their entire annual budget, making it the single-
biggest driver of the cost of living.! Those making less than $30,000 a year can spend over 60% of
their income on housing.? Younger, lower-income families who tend to be renters or first-time home-
buyers, are hit particularly hard.® And sky-high housing costs in dynamic, high-wage metropolitan
areas stifle economic mobility and suffocate growth, while exacerbating a zero-sum game where
immigrants and other outsiders become competitors for scarce resources.

It's no surprise, then, that affordability politics have long focused on the cost of housing. In the

early 20th century, rent strikes and protests convulsed New York City.* Thanks to a combination of
vigorous homebuilding spurred by generous federal support and a population shift away from central
cities, housing affordability became a less acute issue later in the 20th century.® But affordability

has once again grown in salience, thanks to lagging new-home construction and the cosmopolitan
resurgence of many coastal cities.



Since roughly 2012,

when the U.S. housing market bottomed out after the Great Recession, affordability has been eroding
as home values crept upward and then surged during the pandemic. From 2007 to 2017, the proportion
of people in their 30s and 40s who owned their own homes fell by about 10 points, thanks to a weak
labor market and slow income growth.” Over the past decade, rents have risen by over 50% — slightly
more than average hourly wages — and home prices have nearly doubled?. In that time, the consumer
price index has risen by only one-third.°

To be sure, many forces were acting on the housing market following the Great Recession. While the
returns to real estate collapsed in its immediate aftermath, in the years that followed tight financing
conditions constrained housing production even when it became apparent that the U.S. economy had
dodged a second Great Depression. This greatly contributed to the slow recovery in the construction
sector. While there has been some recovery since the Great Recession, homeownership rates remain
well short of the mid-2000s levels.™

Of late, the view that restrictive land-use policies are the most important factor in affordable housing
availability has gained considerable purchase among academics and policymakers™". In one example,
economists Edward Glaeser and Joseph Gyourko argue in a series of papers that restrictive zoning
and regulations prevent a sufficient number of new homes from being brought to market, driving up
prices and rents™. This view, often taken for granted by policymakers, is premised on the claim that
land-use rules and other regulations — many of them allegedly superfluous — stymie supply.

This brief addresses the second of these claims — that excessive regulation is the main reason for
insufficient production of new housing. We aim to examine the basic economics of rental housing and
asset markets to explain why deregulation alone is highly unlikely to meaningfully or sustainably
address the issue of housing affordability.

The number of homes available for sale or rent in a given metro area is, of course, a key factor in
dictating housing costs. If one could snap their fingers and double the number of homes in one area,
a la Marvel's Thanos the Mad Titan,™ one should expect the cost of housing in that area to fall. But it
does not follow that mere deregulation will substantially galvanize housing production.

We strongly support reforms to land-use rules to allow higher density. But it is unlikely that simply
removing regulations and changing these rules will lead to improved and sustained affordability in
a reasonable timeframe — desirable though these reforms may be on other grounds.
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There are numerous possible explanations for the high cost of housing. Quantitative restrictions on
the number of housing units that can be built are one possibility. Another is high building costs, which
could stem from regulations or flagging productivity in construction. For rentals, one explanation could
be the market power of incumbent suppliers. Since housing is a nontradeable good that relies heavily
on labor, rising incomes are also a plausible cause for spiking home prices and rents.

But one important factor is largely absent from the debate: financing.
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As an industry, housing is particularly sensitive to financing conditions. Builders are often small enter-
prises dependent on external funding. Surveys of executives and other empirical work on corporate
investment suggest that interest rates have surprisingly little effect on most investment decisions,
largely because corporations finance investment largely out of their own retained earnings.™ And small
businesses, which are more likely to be credit-constrained, are responsible for relatively little capital
spending. Housing developers are unique in their combination of dependence on external finance and
large-scale capital spending.

More than almost any other major industry, builders depend on outside investors for project financing.
What's important to understand is that the returns they anticipate come not just from current rents, but
from an expectation of rising rents. Those rising rents, in turn, are eventually capitalized into building
values, accruing as capital gains.

This central fact about housing explains both the instability of construction spending and why land-
use reform, on its own, is unlikely to deliver substantially lower housing costs: When the rent drops,
the building stops.

In this brief, we dissect the housing affordability debate, zeroing in on financing conditions that have
largely been missing. We lay out the fundamentals of housing economics, survey the current policy

landscape, and explain how popular proposals to loosen regulations may not lower housing costs on
their own. And we outline the federal policy levers that would actually make housing more affordable.

Il. THE ECONOMICS OF HOUSING DEVELOPMENT: PRIVATE DEVELOPERS WILL
ONLY BUILD HOUSING WHEN IT OFFERS AN ACCEPTABLE RATE OF RETURN

To understand housing finance in the United States, it's important to first recognize that investors view
housing as an asset. To draw private financing, home construction must generate returns to its own-
ers, either through rental income or by appreciation. Both developers and investors weigh this fact
when making decisions in the housing market.

As with most other rich countries, in the United States private developers produce almost all new
housing — and they do so for a profit™. This is, of course, true of many other critical industries, such
as food or energy. But the housing market is distinct from other markets in two important ways.

First, private businesses carry out most housing development, with the help of outside financing. Sec-
ond, homes are long-lived assets, meaning that the reward to the builder depends not just on the price
of housing today, but its expected price in the future.

For an investor weighing whether to put money into producing a building or some other long-lived
asset, the decision comes down to the expected returns. Returns can be realized in two ways: An
asset can produce income or cash flow, or it can appreciate in value over time. For a real estate
investment to be worthwhile, either home or land values must go up, or real estate must generate
income for its operators in the form of rents (or some combination of the two).

In real estate-industry jargon, the net income produced by a property is expressed as the capitalization
rate, or “cap rate.”™ Think of it like a bond yield or stock dividend yield: It's the percentage return a
property generates for its owners for the act of owning it, exclusive of any appreciation. Cap rates are
calculated by dividing yearly net rental income by the building's value or cost to construct. Cap rates
play a critical role in how real estate investors decide whether to purchase or construct rental housing.

We can infer property values" by flipping the concept of the cap rate on its head with a common



valuation method known as “rent capitalization.” In essence, the price or valuation of any apartment
building is just an extrapolation of the net income stream it is predicted to produce. As will become
apparent, the role of capital gains, derived via rent growth, is key to making housing “pencil” — that
is, to ensuring it can clear the required hurdle rates that private investors demand given the risk and
illiquidity of real estate investments.

HOUSING FINANCE: A MIX OF EQUITY AND DEBT

The core of housing finance is what's known as a “capital stack:" the specific blend of equity and debt
required for a given project. Before undertaking a project, private developers require a certain level of
return.” The size of that return is determined both by the returns required by individual components of
the capital stack, and by the proportions of each.

Here's how it breaks down. So-called “senior debt” will carry an interest rate linked to prevailing
interest rates, which are strongly influenced by federal monetary policy. “Junior,” or mezzanine debt,
carries a higher rate. Equity investment, while less sensitive to prevailing interest rates, requires the
highest rate of return. Construction finance also requires a higher rate of return than that required to
purchase an existing building.

Suppose™ a project was financed with 40% equity, 40% senior debt, and 20% mezzanine debt. Let's
assume the equity investors expect a 20% rate of return, the senior debt carries a 5% interest rate,
and the junior debt carries a 15% interest rate. Under that scenario, the project as a whole would have
to generate a return of 13% to be viable.?°

Typically, this return would be achieved over the first five years of the project. After that, sale or
refinancing would allow for the initial equity investors and lenders to be paid off. Then, a new
mortgage would be incurred on more favorable terms?' since it would now be financing a completed,
rented-out property rather than a speculative construction project.

THE BROAD ASSET MARKET BINDS HOUSING PRODUCTION

Investors view housing as an asset with a rate of return. As a result, the sector competes with oth-

er potential investment vehicles — stocks, bonds, or so-called “alternatives” like private equity and
hedge funds — for investment dollars.?? To attract these investors, including large institutions such as
pension funds or wealthy individuals, projects must offer returns they regard as at least as good as the
next best alternative, adjusting for risk.

Since construction is inherently risky and investor expectations about returns frequently shift in the
housing market, investment in residential construction as a percent of GDP is highly volatile.
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To further complicate matters, because investors are extremely sensitive to changes in potential
returns, and returns to housing tend to fall as supply increases, housing starts are highly volatile and
“self correcting."?* When rent growth is strong,? returns to rental housing tend to be high, which
attracts investment and can spur the building of new units.

But as new completions hit the market, rent growth flattens and housing starts fall sharply. This exact
dynamic played out during the recent supply response to the rent surge in 2020 to 2022. Starts for
apartment buildings reached a 50-year high.?® Then, as rent growth flattened in 2023, starts fell
precipitously.?”

As noted above, the real estate sector is also highly sensitive to changes in interest rates. Increasing
interest rates have also contributed to the fall in housing starts since 2022, especially since the Feder-
al Reserve's most recent tightening has — unlike in the previous two cycles — quickly sent mortgage
rates spiking.?

Without leverage, rental housing does not offer very attractive returns to investors.?° Yet, real estate
is a tradeable asset that serves as strong collateral. As a result, banks and other lenders willingly lend
against it. When lending rates in the real estate sector are below cap rates and substantially below
total returns, it is possible to use leverage to substantially increase returns to equity well above the
industry’s benchmark 20% internal rate of return (IRR). However, as interest rates rise, and, crucially,
if lending rates are close to or even exceed total returns, taking on additional leverage can decrease
returns to equity, stalling development.

For all these reasons, housing is subject to exceptionally large cyclical swings. In recessions, the fall
in residential investment is typically larger than the fall in nonresidential investment or consumption
despite the fact that those latter components make up a much larger share of the total. It is with good
reason, then, that the economist Edward Leamer, in a widely quoted article, argued that “Housing IS
the Business Cycle."3°
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RENT GROWTH IS KEY TO ATTRACTING PRIVATE INVESTMENT IN HOUSING

Many families struggle to keep up with ever-rising rents. Yet rent payments themselves do not
generate the bulk of the returns for most existing or newly constructed rental housing. Because of high
construction costs relative to market rents, starting (or “going in,” in real estate parlance) cap rates for
owners have, historically, remained within a tight range of four to eight percent annually — substantial-
ly below typical hurdle rates for real estate investors.?

To augment returns from rental yield alone, then, investors need asset prices to appreciate. But
buildings are typically valued as a multiple of their net rental income. So, for investors to receive their
capital gains, rents must rise.



This is why investors, when deciding where to build, examine recent trends in the
rental market. If a particular area shows no history of strong rent growth, builders

are unlikely to supply much new housing there since the rental yield alone will fail to
deliver adequate returns given the risks. Aging industrial centers in the midwest like
Kalamazoo, Michigan, and smaller metro areas in general like Tulsa, Oklahoma, tend
to fall into this category. While these cities certainly have existing rental markets, it's
usually not viable to build new housing projects that depend on rent growth to deliver
sufficient returns given the risks.33

Naturally, new housing supply coming on the market pushes up vacancy rates, which,
in turn, puts downward pressure on rents as projects attract occupants.®* This causes
investors to quickly pull back investment, kicking off a new period of little new
housing — and rising rents.®®

Many mistake short-run rent declines or deceleration of rent growth as proof that

permissive zoning will enable investors to build to affordability. The reality is that the market is

unlikely to sustain a level of building which could cause a long-term secular decline in rents — or even
substantially slower rent growth — precisely because that environment would not offer high enough
returns to investors. These cycles of investment and rapid disinvestment will almost never result in
long-run improved affordability.

ZONING IS NOT A “HARD CAP” ON HOUSING PRODUCTION

So-called YIMBYs (Yes In My Backyard) tell a basic “quantity” story in housing-policy debates:
Regulations constrain the number of houses that can be built, creating supply scarcity, which drives
up prices and rents.3¢ As a solution, YIMBY groups advocate almost exclusively for permissive zoning
and building-code reform to tackle housing affordability.®’

This view correctly identifies a substantial part of the problem. But it offers an inadequate solution.

If it were true, as YIMBYs generally attest, that zoning regulations represented a hard cap on the
number of housing units in a given city, we would expect that the value of existing buildings would be
substantially higher than the potential development costs of new projects if they were allowed to go
forward. Following that logic, existing building owners would hold such extreme, almost monopolis-
tic market power which would get capitalized into building values. As such, we would expect existing
building values to be above the cost of new development in cities with restrictive zoning, again, if new
development was allowed to proceed.

Under such a scenario, we would see new development in these cities even if rents were flat or falling
because the development costs of new buildings would be low relative to high market rents. Rental
yields or cap rates for new projects would be so high — potentially exceeding 20% — that projects
would no longer rely on capital gains to clear hurdle rates. Or, conversely, new development could be
constructed at substantially lower rents (because of low building costs relative to existing building
values) than existing market rates, which would put strong downward pressure across the entire rental
market.

People who see land-use reform as the panacea for housing costs implicitly take this as the norm: If
regulations impose hard ceilings on the amount of new housing produced, then, indeed, it would be

possible to construct new buildings at a cost significantly below the value of existing ones.

But, in actuality, there are few, if any, areas in the U.S. where this is happening.
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Even in New York City, which suffers from one of the nation’s most acute housing crises, a recent
study found that even existing zoning restrictions would allow an additional 390,000 housing units to
be built as of right now (and another 190,000 in nearby Westchester County and Long Island).3® While
this may not meet the city's long-term needs, it is still considerably greater than its total housing
additions over the past 15 years.®® This suggests that in much of the New York City metro area,
land-use rules are not the binding constraint on new development: There are many areas where new
housing is permitted, but because private developers do not expect it to be sufficiently profitable,

in their eyes it's just not worth building.

Even in one of the country's highest-rent metro areas, profitability, rather than zoning, is a more
important constraint on new construction.

Could development move forward without expected rent growth if building values were significantly

higher than development costs (inclusive of the risk associated with all major construction projects)?
In principle, yes. Developers could still make adequate returns by constructing new projects at costs
below existing building values and then sell them to investors.

But this is plausible only in a setting where land-use rules (or some other factor) impose a hard cap
on the number of new buildings that can be constructed. Otherwise, we would expect to see a con-
vergence between the cost of new construction and the price of comparable existing buildings. (Of
course, adjusting for the risk of new construction and building age/condition).

And since even very high-cost cities are not built out to allowable density under existing rules, there

is little reason to believe that zoning is acting as such a hard cap on the number of housing units.4°

In general, building values even in high-cost cities are not higher than development costs. And even

if they are in certain cities — or, more likely, in sub-markets within large metros — such a situation is
hardly generalizable to the country as a whole, which has seen a nationwide erosion of housing afford-
ability. In almost all of the country, including most areas close to high-cost cities or within them, the
binding constraint on new construction is expected returns.

As long as housing is built and financed by for-profit developers, the expected returns on a project will
be a critical constraint on whether it goes forward — and expected rent growth is often the largest part
of those returns. In an environment of slower, zero, or negative rent growth, many fewer projects will
be attractive to private developers.*2

In the vast majority of housing markets, relying on private capital to “build to affordability” is simply
incompatible with the underlying math of generating required returns — as long as housing is built by
privately financed for-profit developers.

OUR INADEQUATE POLICY LANDSCAPE WON'T SOLVE THE HOUSING
AFFORDABILITY CRISIS

Upzoning and building code reforms are an important part of the housing policy package.*® There are
many central areas — both in metropolitan cores and smaller cities — that have sufficient transpor-
tation and other infrastructure to support substantially higher levels of housing density, and in many
cases higher than current regulations allow.** Increasing the number of people able to live in dense
urban areas has a wide range of economic, environmental, and cultural benefits.

For all these reasons, we welcome a world in which more people live in dense urban areas. But at
present, many people who would benefit from doing so cannot, due to a lack of affordable housing.*®
While many elements of land-use regulation and building codes reflect genuine health and safety con-
cerns, others have not kept up with changing construction techniques. In other cases, they impose an



excessively narrow view of the kind of housing worth building.
On all of this, we agree with the YIMBY position.

But we dispute the idea that land-use reform can substantially reduce housing costs, in the absence of
complementary reforms that would allow development to proceed at substantially lower returns than
investors require today.*®

In this section, we will offer constructive critiques to the so-called YIMBY movement, drawing on the
foundation we established in the first section.

BUILDING CODE CHANGES AND EASING CONSTRUCTION REQUIREMENTS

New buildings must fulfill numerous requirements. Building codes require minimum safety standards.*’
Oftentimes, rules require parking spaces.*® All these rules or requirements add to building costs.*° For
example, one unit of structured parking can increase per unit costs by an average of $50,000, with
costs climbing even higher when garages are built with multiple levels or underground.®® If occupants
cannot absorb them in the form of higher rents, this will harm returns and reduce housing production.®’

Some of these changes, when made thoughtfully and without undermining safety, can result in
non-trivial savings. These changes offer one-off reductions in building costs that can be significant in
the short run. However, in the long run, they may fail to impact affordability. At present, the most op-
timistic estimate for how much regulatory changes could increase affordability is around 20% of total
building costs. Unfortunately, even under this rosy scenario, long-term affordability may not be im-
pacted much.

Two possible outcomes (which are not mutually exclusive) would result from such cost savings. If
building costs fell by 20%, rents could fall by 20% and maintain the prevailing rental yields needed to
support new construction. Of course, new construction could still only proceed if projected rent in-
creases are sufficient to deliver adequate capital gains. But this is likely to outpace wage growth, thus,
any one-off gains to affordability would be reversed by long-term rent increases.>?

Another possibility would be for none of the cost savings to be immediately passed on to renters in the
form of lower rents. Instead, higher going-in rental yields would enable projects to be developed with
lower rent growth projections. This has the advantage of bending the growth curve for rents. But
depending on wage growth, this may only slow the speed at which housing becomes unaffordable,
rather than actually improving affordability.

To be clear, both these outcomes are directional improvements from the status quo. We only wish to
demonstrate how savings from regulatory changes alone, even when substantial, are inadequate to
fully address the current crisis of housing affordability.

Lower costs will likely spur new construction, bringing down market rents or slowing rent growth.
But while this is good news for tenants, these lower costs are unlikely to produce major gains to
affordability. And to the extent they do so, it is likely to be through extended boom-and-bust cycles
where developers respond to cost reductions by initially overbuilding, and then pulling back.

YIMBYism is most commonly associated with allowing denser construction modes in a specific area,
or what's known as upzoning.*® YIMBYs contend that reserving too much land for low-density
construction constricts the number of housing units that can be built, raising housing prices.>*

First, high-density construction modes are typically more expensive per square foot than low-density
modes like single-family homes. As a result, upzoning leads to more housing units only if occupants
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pay substantially more per square foot in rent. This is because unless rents rise per square foot, the
increased costs will simply lower projected returns, which would either stop building entirely or heavily
incentivize lower-density building.®®

In many desirable parts of the country, tenants willingly pay substantially more per square foot in

rent (or to buy homes) in exchange for proximity to high-paying jobs, places of cultural significance,
or attractive amenities. But the reality is that the market rents or prices per square foot in most plac-
es currently zoned for single-family housing would not support higher levels of density. Minneapolis
eliminated single-family zoning, yet most neighborhoods did not experience rapid redevelopment or
any redevelopment at all.’” Rents in San Francisco have been relatively flat since 2019 — so potential
returns, even given the city's high level of rents, remain unattractive.® Thus, if market conditions are
not sufficient to induce investment, upzoning will not automatically result in a construction boom, even
in high-rent areas.>®

The more fundamental problem with efforts to use upzoning as a tool for affordability is that, with only
a few exceptions, the binding constraint on development is profitability. AlImost all housing markets
contain substantial amounts of land where additional housing could be built under existing zoning
rules, but expected returns are not high enough to incentivize developers to do so. Even moderately
slower rent growth can substantially reduce expected returns. In a setting where development is con-
strained by profitability, lower expected rent growth will mean that many projects will no longer prom-
ise sufficient returns to go forward.

For this reason, we would expect upzoning to deliver sustained growth in housing production only in
settings where housing demand is strong enough — or more precisely, elastic enough — that more
rapid growth in the housing stock does not cause rent growth to slow. Again, there are many reasons
why allowing more people to live in dense urban areas is desirable in and of itself, independent of af-
fordability. But a sustained fall in housing costs will require tools beyond upzoning.

POLICY IMPLICATIONS AND SOLUTIONS

Slowing the growth in housing prices, then, will require developers to take on projects at significantly
lower expected returns than they currently require. Of course, this is not to say that new housing is
never built in an environment of stable or falling rents. Investors are often mistaken about the future.
And optimistic beliefs about future returns are common in speculative markets like housing, because
of the long lag between commitment to a project and the date when returns are realized.®® By the time
it's clear that the expected rent growth isn't coming, the project may be too far along to halt.

These kinds of investor errors and speculative dynamics can, at best, deliver brief housing booms. But
they can't deliver the steady supply growth necessary to slow growth in housing costs. That would
take investors accepting returns lower than what the market currently requires.

As long as for-profit developers produce the vast majority of new housing, any policy that is likely to
lower returns on new housing must also reduce construction or financing costs to ensure that invest-
ment in new housing continues. But substantially lowering construction costs is very difficult; slow
productivity growth in construction is a long-standing, intractable problem.®" Regulatory reforms,
meanwhile, are unlikely to lower construction costs enough to meaningfully affect housing prices
without unacceptable tradeoffs on safety and environmental standards (and perhaps not even then).

By comparison, reducing financing costs is more straightforward. In an environment of slower rent
growth, this is the key to sustainable private production of housing.



HISTORICAL MODELS

Historically, the U.S. has seen extended periods of
adequate housing production only when financing
conditions for new development allowed projects to
go forward at significantly lower returns than they
currently require. Modern U.S. history offers at least
two main ways of achieving this: specialized housing
lenders, such as thrifts or Savings and Loan associa-
tions, and subsidies to developers, either through the
Department of Housing and Urban Development or
accelerated depreciation for housing

in the tax code.®?

We propose a third approach: public sector junior or
mezzanine loans to developers.

The underlying logic: The public sector should never
hesitate to invest when there is a need and the private
sector won't provide. A federal public housing loan
program could allow housing-development projects to
advance at lower returns, without any net cost to the
public. The government could lend to housing devel-
opers at a rate low enough to significantly improve their financing terms, while still greater than the
government's own effective cost of funds. A particular appeal of this model in the present moment is
that it could be pursued by state and local governments — not only at the federal level.

Today, developers are competing for financing with the full range of other investments. But for much
of U.S. history, this was not the case.

One important piece of this partitioned financial system was the Savings and Loan associations
(S&Ls), or thrifts, among the most important sources of housing finance through most of the 20th
century.®® From the 1930s to the early 1980s, thrifts, a product of New Deal banking legislation, of-
fered low-cost financing for new housing development. S&Ls were often the only financial institution
permitted to accept deposits in a given community, due to strict limits on bank branching.®* And the
prohibition on interest payments on checking deposits (and on the use of other types of deposits for
payments), along with the limits on interest rates on other types of deposits, meant that S&Ls benefit-
ed from very cheap deposit financing on their liability side.®

At the same time, S&Ls were strictly limited in the types of investments they could make on their asset
side — essentially, they could lend only for local real estate projects. Rather than allowing household
savings to flow into an undifferentiated national capital market that forced housing developers to
compete with all kinds of other investments, there were a large number of small, walled-off capital
markets where local savings could flow only to local housing development.

Meanwhile, business investment was largely financed through the retained earnings of existing busi-
nesses, rather than through capital markets. Creating this pool of captive finance for housing invest-
ment was an explicit goal of New Deal banking legislation.®®

By the mid-1960s, S&Ls held 26% of consumer savings and provided 46% of all single-family home

loans.®” As of 1980, the $480 billion in mortgage loans originated and held by the sector represented
half of the $960 billion in home mortgages outstanding at that time.®®

FIXING HOUSING MEANS FIXING FINANGE: WHY WE CAN'T DEREGULATE OUR WAY TO AFFORDABILITY
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In the 1980s, the sector entered terminal decline. Reagan-era financial deregulation opened thrifts up
to competition from institutions offering higher returns to depositors. To compete, S&Ls had to offer
higher returns themselves, forcing them to turn from residential mortgages to speculative commercial
real estate projects — a move also encouraged through deregulation.

The end result of this was the spectacular failure of many of these institutions, and the absorption of
the remainder into the larger banking system.®® The postwar model of specialized institutions providing
cheap housing finance could only survive in an environment of comprehensive financial regulation.

In effect, the post-New Deal banking system offered more favorable financing terms for housing and
greater financial stability and support for local economic development, at the cost of lower returns for
small savers and less financing for new investment outside of established businesses.

Whether this tradeoff was, on balance, worth it, is beyond the scope of this paper. And in any case,
this regime was the product of particular historical circumstances that could not be recreated today.

But this history explains why it was once possible to sustain a level of housing investment on pace with
family formation, leading to a relative decline in housing costs. Between 1950 and 1980, rents rose by
about 30% less than the consumer price index as a whole, compared with their 50% greater increase
over the past decade.” The rise and fall of thrifts also suggests a goal or general direction for housing
policy: It will be easier to build housing without rising rents to the extent that housing finance can be
separated from the larger financial markets.

Today, in the absence of a comprehensive re-regulation of financial markets, it is hard to imagine how
we might create a similar walled-off pool of housing finance. One alternative approach: subsidizing
housing development, which would lower the effective cost of finance and — crucially — the required
returns.

One of the most ambitious attempts to do this in the U.S. was Section 236 of the Housing and Urban
Development Act of 1968, which created a new program of subsidies for mortgages for multifamily
housing development.”” Under Section 236, participating projects would receive a sufficient subsidy to
reduce the effective interest rate on the mortgage to as low as one percent.”? In return, rents for future
tenants were capped at a level sufficient to recover operating costs and the (subsidized) debt-service
payments.

While the program was only in operation for five years, it appears to have made a significant contribu-
tion to new housing development.” The period 1972 to 1973, the program'’s final year in operation, saw
the highest number of multifamily housing starts (as well as the highest level of overall housing starts)
in U.S. history.”*

While numerous factors contributed to the boom, Section 236 made an important contribution. Be-
tween 1970 and 1973, approximately 400,000 new units of affordable housing were started through
Section 236 — more than 10% of the new rental housing built during this period.”

In 1974, Section 236 was replaced by the Section 8 New Construction and Substantial

Rehabilitation program, also known as the project-based Section 8 program.’® This, in turn, was
phased out in 1983, replaced by vouchers to individual tenants, which are generally less effective at
achieving housing affordability than supply-side interventions.”” This is because when supply is in-
elastic, supporting demand through vouchers tends to raise the market price. In effect, this means that
much of the benefit is captured by landlords, not tenants.



The 1981 tax bill, which offered accelerated depreciation on new housing investment, suggested a dif-
ferent approach to subsidizing housing development.”® In effect, development of new housing received
a subsidy in the form of lower tax liability for developers in future years.” These subsidies were larger
for low-income projects. According to the Tax Foundation, “the 1981 tax reform significantly reduced
the cost of capital” for new housing development.8® Economic studies have suggested that the 1981
tax law was a major factor in the boom in multifamily construction during the early 1980s, and that the
reversal of these provisions in 1986 helped bring an end to that boom.#

While the 1981 law may have stimulated construction, it also led to massive revenue loss and created
huge windfall gains for developers on countless projects that likely would have gone forward in any
case.®? So while the 1981 law is not a model for housing policy today, our point is that, historically,
the U.S. has seen periods of exceptionally strong housing development when policy changes have
effectively reduced financing costs for developers.

The two periods in modern U.S. history that saw the greatest amount of new rental housing built
were 1971-1973 and 1982-1986.8% Both of these periods directly followed the introduction of policies
to reduce financing costs for new housing, and ended as soon as those policies were phased out. By
contrast, it is hard to associate historical booms and busts in housing construction with changes in
land-use rules.

The implication of this history is that for sustained construction on a scale sufficient to generate
sustainably lower rents, it will not be enough to simply permit more housing to be built, especially in
the majority of the country where land-use rules are not the binding constraint on construction. It is
essential to allow housing to be built at a lower expected return than developers currently require,
something that, in the long run, might be best achieved by moving toward a public, social, or nonprofit
model of housing development.

For the near term, the great majority of housing will continue to be built by for-profit developers. Under
these conditions, the way to allow homebuilding to go forward with lower expected returns is to reduce
the cost of housing finance.

Expected returns to housing, and the returns housing offers relative to other asset classes, is the main
constraint on housing-market production. Investors in housing expect very high returns, given the
sector’s risk and illiquidity; any solutions must contend with this reality. Policies to increase housing
production must, then, either augment returns or change the terms of housing finance so that projects
with lower expected returns are viable. In an economy that depends on market-financed for-profit
developers for new housing production, no policy that fails to address this side of the problem can
succeed at scale.

ADDING PUBLIC FUNDING TO THE CAPITAL STACK

To sustain new housing development in an environment of slower rent growth, policies are needed to
reduce the return acceptable to developers. There are a number of models available to do this, all of
which involve offering financing on terms that private investors will not.

Public lenders do not have to be bound by the same standards as private lenders. Adding additional
public lending to the capital stack can reduce the high-cost equity funding required. And if these pub-
lic loans are subordinate to those from private lenders, they will not affect the project’s ability to obtain
private financing.

Because of the very large difference in returns expected by equity investors and prevailing interest
rates, public loans that allow projects to go forward with less equity will substantially bring down the
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overall required return on new housing projects. This means that public lenders do not need to lend at
concessionary rates if they are willing to accept a lower share of equity — and thus bear more of the
risk — than private lenders would. In the extreme case, the public sector can replace equity investors
entirely, as the Montgomery County Housing Production Fund has in some projects, for example.®*

In addition to reducing the costs of hew housing development and making projects viable even in an
environment of slower rent growth, public finance of housing has another crucial benefit: It's likely to
make housing development less cyclical. In the contemporary United States, large boom-and-bust cy-
cles in housing production have substantial costs, both macroeconomically and for the millions of peo-
ple who depend on construction of housing for their income. Public lenders can not only offer financ-
ing on more favorable terms than private lenders: They can also do so on more consistent terms, while
offsetting fluctuations in expected returns. This is the opposite of private lenders, who are inclined to
lend for housing development at times and in areas where development is already strong.

At the federal level, a natural vehicle for reducing the financing costs for housing development are the
government-sponsored entities (GSEs) Fannie Mae and Freddie Mac, though many other approaches

are possible. At the state and local level, there are already a number of experiments with housing loan
funds, that could be expanded.

ARE PUBLIC LOANS JUST SUBSIDIES?

A subsidy to spur housing production is almost always a better use of public money than a subsidy

to a renter or homebuyer. A basic principle of economics is that the incidence of a tax or subsidy on
some purchase depends on the elasticities of supply and demand: The more inelastic the supply, the
more the tax or subsidy will fall on producers rather than consumers. The short-run supply of housing
is very inelastic. This means that subsidies to renters or home purchasers mainly benefit owners of ex-
isting housing by bidding up the price, so the benefits to renters are less than the public money spent
— and renters who don't get subsidies may even be worse off.

Conversely, subsidies to new housing construction not only have direct benefits for whoever lives in
the additional housing. They have the further, indirect benefit of pushing down market prices for hous-
ing in general. Just as a tight labor market increases competition among employers, leading to better
wages and working conditions for employees, additional new housing construction increases the bar-
gaining power of renters and new homebuyers relative to owners of existing housing.

But public lending need not be a subsidy — it need not impose costs on the public sector. There are
good reasons why the public can accept lower rates on construction loans than private lenders will.

For one, the public sector itself can borrow very cheaply. New York City is currently issuing general
obligation bonds, a type of municipal bond backed by the “full faith and credit” of the issuing gov-
ernment, at rates between 3.1% and 4.87%, depending on the maturity of the bond.® Given the dou-
ble-digit rates typically carried by mezzanine loans, a government could issue bonds to fund con-
struction loans at much lower rates than what private lenders offer, while maintaining a comfortable
cushion above its own cost of borrowing. The low borrowing costs, in turn, reflect the favorable tax
treatment of municipal bonds, along with the size and stability of the public sector. There is a clear
economic logic for the public sector to bear more risk and use its own financial strength to support
borrowers in sectors where credit constraints are an issue.

There are yet other reasons why the public sector is particularly well-suited to finance housing con-
struction. One of the fundamental economic facts about housing is that it is very long-lived. For inves-
tors, by contrast, the horizons are relatively short. Assets that will continue to produce benefits many
decades from now will be systematically undervalued by investors who must evaluate their returns



over a few years, at most. The focus on short-term returns by equity investors like private-equity
funds is the unavoidable result of structural conditions. Public entities are better positioned to focus on
the long term. They do not have shareholders or other investors to whom they must make payouts, or
report quarterly results.

Nor do they need to demonstrate high returns on their investments in order to attract new investors;

it's sufficient that the loans, net of defaults, generate enough income to repay their own borrowing
costs.

Public entities can also trade debt for equity. Where delays or unexpectedly high costs prevent devel-
opers from meeting their debt commitments, a public lender can take an ownership stake instead. This
model is also important in financing for existing buildings, where distressed owners often prioritize
debt service over essential maintenance and repairs. Public lenders can offer debt relief in exchange
for commitments to maintain habitability.

Furthermore, new development projects would grow the state and municipal tax bases, meaning that
total returns after considering these effects may be significantly higher than underwritten project
returns. In this sense, a public lender is able to internalize the positive externalities of new housing
construction.

A LARGER ROLE FOR FANNIE MAE AND FREDDIE MAC IN MULTIFAMILY HOUSING
At the federal level, a natural way to reduce the financing cost of new multifamily housing is via Fannie
Mae and Freddie Mac, two large government sponsored enterprises (GSEs) that purchase mortgag-
es for multifamily and residential buildings in the secondary market. The loans they purchase are not
construction loans, but loans incurred to finance acquisition of already-built and operating structures.
But while these purchases may help support the market value of existing housing assets, they have, at
best, a weak and indirect effect on new construction.

GSE purchases would have a much greater impact if they included construction loans, especially junior
or mezzanine loans that would get repaid after senior debt.®® The greater risk of these loans from the
point of view of lenders makes them more costly for developers. It also means that the guaranteed
market offered by the GSEs would have a greater impact.

Jim Millstein, an attorney, financial executive, and senior Treasury official in the Obama administration
who oversaw the AIG bailout, has proposed that the GSEs buy and securitize mezzanine loans to con-
struct multifamily housing.®” Having the GSEs take a junior position in the debt would not change the
terms or conditions that traditional lenders like banks offer developers, since banks would still be first
in line to get repaid. It would, however, greatly reduce the amount of equity developers would need to
raise before they start construction, which is typically the most costly — since it's the riskiest — and
hardest form of capital to raise. Even more importantly, since the mezzanine debt is junior to equity,
any appreciation and net income would now be distributed among fewer equity investors, thereby
raising the returns on investment for each individual investor. In sum, under the Millstein Proposal, not
only would developers need to raise much less equity, their sales pitch would be much stronger since
they could credibly promise much higher returns.2®

In addition, since returns would be so much higher for equity investors, this structure would massively
expand the feasibility envelope for potential projects. Projects delivering lower rents and lower rent
growth would still be feasible because the profits and appreciation, though lower, would ultimately be
divided between fewer investors. Millstein himself has even asserted that 100% affordable buildings
rented to tenants at 30% to 80% AMI would still be attractive to many investors without further
subsidies.®®
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This proposal holds tremendous promise because private mezzanine construction lending does exist,
but typically at ruinously high interest rates above 15%, which only the most promising projects could
ever hope to pay. By substantially lowering financing costs, this proposal expands the envelope of
viability substantially and would allow more projects to proceed.

Additionally, the Federal Home Loan Bank (FHLB) System, a lesser-known GSE, could also play a larger
role in financing housing construction.®® The FHLB system is a network of 11 government-sponsored
regional banks created by Congress in 1932 to support housing development and provide liquidity to
its members (i.e, commercial banks, credit unions, community development financial institutions and
insurance companies). As of June 2025, 93% of all banks were members.®' FHLBs are required by

law to fund affordable housing initiatives targeted to certain income levels through grants, subsidies,
or advances (loans) to member institutions, but over the past several decades the FHLB system has
strayed from its original mission to also support financial institutions engaged in non-housing
lending.®?

Though it operates multiple programs to accomplish its goal of facilitating housing projects, one in
particular — the Community Investment Program (CIP) — has untapped potential to help developers
bridge financing gaps for new housing projects.®® By providing lower-cost loans as well as issuing
letters of credit that member institutions use to collateralize payments to third parties, CIP can
increase the pool of capital available for constructing new housing. Unfortunately, the program is
severely underutilized: In 2022, CIP was responsible for less than 0.1% of total FHLB advances, or just
$3.5 billion out of $819 billion total.®* That same year, less than 175 of the nearly 6,500 FHLB members
obtained CIP advances. For 2024, FHLB issued $4.9 billion in CIP advances,® which funded just 4,411
rental units and 16,595 units for owner-occupants.®®

In addition to using its existing balance sheet and programs to lower the cost of development,
Congress should authorize FHLB advances to take a junior repayment position instead of a superlien
position as they currently do.®” Additionally, FHFA can require that full savings from lower rates on
FHLB advance be passed through from member banks to housing developers.®® These reforms would
further reduce the cost of capital for housing developers in need of financing.

STATE AND MUNICIPAL FINANCING

Multiple states and localities have experimented with a variety of mechanisms for financing public and
private housing development. The specifics of these programs are beyond the scope of this brief, but
the Center for Public Enterprise, which works extensively on public financing for housing,

as well as other forms of public investment, has a useful overview of what makes such programs
successful.®®

For our purposes, what's most important is that public entities make loans with lower interest rates,
long maturities, and more flexibility than private lenders. And they must be willing to make loans for
construction — the riskiest and highest-cost segment. Bridge loans for projects that have used up their
initial financing but are not yet fully leased up and able to shift toward more permanent financing, are
also valuable.

One model for this kind of public housing finance is “housing accelerator funds,” that provide subordi-
nated loans to construct or rehabilitate housing.'®® Many state housing agencies already issue tax-ex-
empt municipal bonds which are repaid with mortgage payments collected from the projects the agen-
cies finance.

Massachusetts has issued roughly $25 billion in such bonds since 1970 to help finance affordable
housing. Recently, the Bay State authorized a massive expansion of its affordable housing financing
program. In 2024, it authorized an additional $5.1 billion of new financing for housing projects, funded



mostly via general obligation bonds.™ The state hopes to deploy this money over the next five years,
which is a significant acceleration in the disbursement of state housing funds. Crucially, these
programs can fill the gap in financing for needed projects that the private market is unwilling or
reluctant to fund because of very high required returns.

Another model is the kind of revolving loan fund for housing established by Montgomery County,
Maryland. As discussed in a report from the Center for Public Enterprise, this model was to issue long-
term municipal bonds to create initial funds for a pool that is then used to make short-term construc-
tion loans.®® The interest and principal on these loans comes back to the pool once the projects are
leased up, funding additional loans. In the Montgomery County case, the revolving loan fund has been
used not only to support private housing development, but also to replace equity investors on fully
public projects, allowing for the development of publicly owned housing without federal subsidies.

Many opponents of these initiatives worry about excessive public-sector indebtedness. However,
public debt issued to fund housing projects will also create a revenue stream for the state as the loans
funded by bond proceeds are repaid. In this sense, net indebtedness, after accounting for the loan
repayments, will likely fall because housing projects will surely produce greater returns than the
interest on tax-exempt municipal bonds. To be sure, some projects will fail, just as not all investments
in a large portfolio pan out. However, aside from increasing housing production, such programs have
the potential to be a profit center for state and local governments.
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CONCLUSION

Housing is a fundamental human need; in the modern United States, access to housing shapes peo-
ple’s life chances and capacity to contribute economically in far-reaching ways. But from the point of
view of the investors who finance it, housing is an asset. This means that as long as we are dependent
on privately financed developers to supply the great bulk of our new housing, the sector must offer an
acceptable return.

The problem this poses for policy is that returns on housing investment depend on steadily rising
rents. A policy that simply encourages the construction of more private housing — for instance, by
relaxing land-use restrictions — may initially spur substantial new housing investment. But this is un-
likely to be enough to lower housing costs in the long run. Once rents begin to fall, or even rise more
slowly, the expected return to new investment drops sharply, choking off investment.

Delivering the steady rise in housing supply consistent with sustained slower growth in housing costs
demands developers be willing to go forward at lower returns than today's private markets require. In
principle, this could be achieved by shifting more housing development to the public sector or to dedi-
cated nonprofits — a model that has been successful around the world.

But in the short run, such a radical change in the housing-development landscape seems unlikely. A
more incremental and immediately achievable step in the same direction is for the public sector to take
on a larger role in housing finance.

The required returns on new housing investment are so high because of the riskiness of equity in-
vestment in housing, the large share of equity in the overall financing of most housing development
projects, and the reluctance of lenders to offer long-term financing at the construction stage — all
problems that a public lender could overcome. The public sector’s long horizons, large balance sheets,
ability to internalize externalities, and lack of lenders or profit-seeking shareholders, mean that the
public sector is better suited to bear the risks and accept the long horizons that housing finance re-
quires. There is a basic mismatch between a building, which is literally rooted in place, but will gener-
ate valuable services and the associated income for decades to come, and modern financial institu-
tions, which are geared to maximize liquidity and short-term returns. The public sector is better suited
to being the provider of housing finance.

There are many specific models which public housing finance can take. At the federal level, it would be
natural to expand the portfolios of the existing GSEs into construction loans. At the state and local lev-
el, a variety of revolving loan funds and similar entities exist in scattered places, and could be copied
and adopted more widely.

Our emphasis on financing does not mean that other means of addressing housing affordability are not
important. The land-use and building-code reforms stressed by YIMBYs have a positive role to play.
More deeply affordable units will also require some mix of direct public subsidies and public owner-
ship.

We do not claim that addressing the financing side of the housing problem is, alone, sufficient. But we
do claim that it is necessary. Without some form of public financing, building our way to broad afford-
ability is unlikely to succeed.
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APPENDIX

To better demonstrate the inherent financial challenges facing development, we will now go through

a hypothetical example. We will focus on redevelopment — or, sites with existing structures which are
torn down and replaced with new ones — as this can help elucidate the potential challenges to develop
more housing after a policy change such as abolishing single-family zoning. Because most neighbor-
hoods currently zoned for single-family homes that may be primed for higher-density development
lack greenfield sites, potential development can be constrained and site acquisition costs higher.

TOWNHOMES REPLACE A SINGLE FAMILY HOME
Let’s consider the redevelopment math of a project
that acquires a single-family home in an expensive
neighborhood, demolishes it, and replaces it with a
five-unit townhome development. We envision this
project occurring in an area like northwest Washing-
ton, D.C., where most homes sell for at least $1.5
million. This is the kind of small infill project that
many advocates insist will lead to affordability.

Let's lay out some brief numbers for this project,
either as for-sale townhomes or rentals. Here, we
assume a required 6% going-in cap rate if used

as rentals or a 30% profit margin if sold off as
townhomes. We'll assume 30% of rent goes to pay
operating expenses. Let's assume each townhome
is 2,500 square feet.

. - - Required Required total Required sale
Scenario l:ons:::::tmn Hec;;l;' e:l ;\II]I H::::';dr:‘:lttal monthly rent/ sale price price/unit
o cap unit (30% margin) (30% margin)
Low $2,750,000 $4,250,000 $255,000 $364,300 $6,100 $5,525,000 $1,105,000
Base $3,000,000 $4,500,000 $270,000 $385,700 $6,400 $5,850,000 $1,170,000
High $3,500,000 $5,000,000 $300,000 $428,600 $7,100 $6,500,000 $1,300,000

Each row represents different baselines for construction costs, based on a $275- to $350-per-
square-foot building cost in D.C. Here, required rents to the 6% cap rate target are very high. Let's
see if we can address this higher density.



Now, let's try reducing the square footage per unit in the townhome development but increase the
number of units. Total living space remains 10,000 square feet, but, now, there are eight 1,250-square-
foot units. This will likely slightly bump up building costs. We will assume $375 per square foot. Again,
we assume 30% of rent goes to expenses, and a 5% vacancy rate.

Land cost $1,500,000
Construction cost $3,750,000
Total cost $5,250,000
Required NOI $315,000
Required gross rent (N0I/.0.95/7) $473,684 / year
Rent per unit $4,934 / month

Rent per sf $3.95 per sf/month

Here, rents are lower because of lower square footage, but this project is less favorable than the below
10-unit apartment building because total development costs per unit are higher, which occurs because
land costs are spread over fewer units.

10- AND 20-UNIT BUILDINGS REPLACE A SINGLE-FAMILY HOME
If we keep site costs fixed at $1.5 million, higher density could potentially lower required rents to hit our
6% cap rate target. However, there are key caveats.

First, since construction costs rise per square foot for much denser projects, rents can only be re-
duced if square footage per unit falls. Where consumers are willing to make the trade off of less living
space in exchange for better location, usually signaled by high land prices, density can be viable.

Let's compare two potential higher-density projects on the same $1.5-million site. Here, we reduce unit
sizes to 1,000 square feet, and assume that to build a 10-unit structure costs $450 per square foot and
the 20-unit structure costs $600 per square foot. We keep our assumption of 30% of rent going to
cover operating expenses, and add a 5% vacancy rate assumption.

10 units (450/sf) 20 units (600/sf)

Total square feet 10,000 sf 20,000 sf
Construction cost $4,500,000 $12,000,000
Land cost $1,500,000 $1,500,000
Total development cost $6,000,000 $13,500,000
Required NOI (6% cap) $360,000 $810,000
Required gross rent (N01/0.7/0.95) $541,353 $1,218,045
Annual rent per unit $54,135 $60,902
Monthly rent per unit $4,511 $5,075

Here, the diseconomies of scale to higher-density building actually require higher rents for the much
denser 20-unit project. In the end, under our set of assumptions developers may opt for a midrise
10-unit structure if permitted. However, important caveats must be addressed. Rather than achieving
modestly cheaper per unit rents, total living space must be drastically reduced.

Merely upzoning may or may not result in higher levels of density. It depends on where the optimal
level of density lies, which is largely a function of market rents per square foot, site-acquisition costs,
and construction costs for various construction modes. Many single-family-zoned sites do not support
higher levels of density. Or, when they do, they support only a modest increase in density. Here, a mid-
rise, 10-unit building may pencil, with the caveat that market rents may not support new building.
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