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� Affordability

There are two distinct factors driving the affordability of home ownership, the first

being high transaction costs. If one plans to remain in a home more than five 

years, the present value of the costs associated with buying (1-2%) and selling 

(5-7%) one’s home are outweighed by the advantages. As a result, for younger

households who are experiencing rapid changes in their housing demand 

due to growing incomes and changing family status, renting dominates. But 

for mature households with relatively stable income and family characteristics, 

the advantages of home ownership dominate the burden of the high 

transaction costs. 

The second and more important factor driving home ownership affordability is 

the ability to pay a substantial down payment. This remains true even in today’s 

world of 5% money-down mortgages. Most of these households can afford the

monthly payment on a mortgage, but simply lack the savings for a down 

payment. Until people accumulate sufficient funds for the requisite down 

payment, people allow their landlord to fund the de facto down payment on 

their dwelling. 

The increased propensity for home ownership among the young reflects the fact 

that Freddie/Fannie and Granny are all subsidizing home ownership, thereby 

dramatically changing the dynamics of the American rental market.

� The need to control the rental rate risk

A major risk management advantage of home ownership has been documented by

my Wharton colleague, Todd Sinai. He notes that while a homeowner has poor asset

diversification, he is insulated from inopportune rent shocks. Thus, whereas a 

landlord may raise rents when the tenant is tight on funds, a homeowner cannot 

be squeezed out by a strong rental market. Given the costs of moving and the 

emotional disruption associated with searching for and moving to a new residence,

this rental shock “insurance” aspect of home ownership is attractive, particularly for

lower- and moderate-income households.

� Tax & other advantages

It is clear that federal tax deductions cannot be the primary driver of home ownership

preferences. This is because landlords deduct these same payments from their 

federal taxes, and in competitive rental markets, which include most local rental 

markets, these landlord tax deductions are reflected in lower market rents. Stated 
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differently, the ability to deduct interest payments and property taxes is relatively 

neutral, up to the point at which high-income households may have higher tax 

brackets than landlords. But since many apartments are owned in partnership structure

by high-income households, the typical landlord tax rate is the same as that of 

high-income households.

Home ownership also receives considerable political protection. This is hardly 

surprising for an asset owned by nearly 80% of all voters. Among these protections 

are generous treatment in cases of personal bankruptcy, prohibitions against 

mortgage prepayment penalties and pressure on Fannie and Freddie to create 

low-money-down mortgages.

Another advantage of home ownership is that residential mortgage interest rates 

are subsidized by the federal government through Freddie Mac and Fannie 

Mae. While these subsidies are primarily reflected in the profits of these entities, a

portion of the subsidy is passed on in the form of lower mortgage rates. This 

interest subsidy partially offsets the inefficiency of self-provision of housing relative to

professional landlords, particularly at high-leverage levels. 

� Development Barriers

High-barrier markets make it difficult to satisfy the demand to own one’s home. This

is where home prices get so high that it takes a long time to accumulate the down

payment (while developers of rental properties have the necessary equity). As a

result, where development barriers are high, long-term rentals will occur by default.

In an effort to accommodate (or control) growth, almost every community has raised

the entry barrier ever higher. This favors rehabbing existing properties over building

new ones as development opposition is generally less for existing properties than for

new developments. 

Research done using the Wharton Decentralization Survey of Growth Controls

repeatedly has found that both lower growth rates and higher housing prices 

result from high local regulatory burdens. My Wharton colleague, Joe Gyourko, 

has persuasively demonstrated that communities with high regulatory burdens 

have a large gap between housing prices and construction costs, and also that 

housing production grinds to a halt in such communities. Thus, the burden of 

difficult-to-obtain approvals is both direct (you cannot get permits) and indirect 

(you can get them, but only at enormous risk, delay and cost, which boosts 

housing prices).
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Multifamily Demand Outlook

Projecting long term housing demand is conceptually straightforward. There are three 

primary factors that drive the need for new multifamily units in the U.S.:

� Annual household growth 

� Age specific rental propensities

� Annual inventory destruction

Despite declining rental propensities, the outlook for the multifamily construction market

is far from bleak, due to both increasing population and, in large part, the need to replace

the nation’s aging multifamily inventory. In fact, according to our analysis, if age cohort

rental propensities (the percentage of the population likely to rent) continue their long-term

decline, we forecast that just under 1.3 million total multifamily units will need to be 

constructed in the U.S. through 2020, just 92,000 per year. That works out to be an 

average annual loss of 65,000 rental households for the next 14 years, offset by an 

annual average need to replace 157,000 units that are destroyed. But if age cohort rental

propensities remain constant at 2006 rates, we forecast about 5.9 million total new rental

units will be required (418,000 per year for the next 14 years.)

The “right” answer is probably somewhere between these two scenarios, or around 2.5

million to 3 million newly constructed units, about 180,000 to 215,000 annually, through

2020 But if rental propensities continue their historic slide, “Katie, bar the door.”
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NAI Commercial
is one of the world's

largest providers of commercial real

estate services. NAI Global manages 

a network of more than 325 offices

and 5,000 professionals in 55 countries

around the world.

NAI professionals work with leading 

corporations, property owners, developers,

investors and financial institutions to 

develop investment and occupancy 

strategies, identify opportunities and 

maximize returns across the full spectrum

of commercial properties.

 

NAI Global completes over $45 billion in

transactions annually, providing clients

with consistent, high-quality results.
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