Terner Center Research Series:
The Cost of Building Housing

The Terner Center for Housing Innovation has launched an in-depth research series that examines the array of
costs associated with building housing—from construction costs to the costs of impact and service fees,
regulation, and affordable housing requirements—and how they have changed over time. By analyzing these
cost components—individually and as they accrue collectively throughout the development process—this series
will provide a better understanding of how these elements affect housing development, and will identify public
and private sector responses to reduce costs and bridge shortfalls in housing supply in California and across
other high-cost markets in the country.

The Components of Cost

One critical pathway to addressing the housing crisis in California and in high-demand markets across the
country is through increasing the supply of available housing options. But building that supply is becoming an
increasingly expensive proposition. Whether building single-family homes or multifamily rental and
condominium buildings, costs layer on top of one another throughout the development process—from planning to
construction and inspection—to push up the bottom line on any given project. The more projects that fail “to
pencil” from a cost perspective, the harder it is to build to the scale necessary to ease the shortfall in both supply
and affordability.

There are multiple dimensions to the costs of development, many of which have been rising in recent years:

Land Values: From 2000 to 2016, land pricing in the United States climbed by 76 percent—almost twice the
rate of inflation.? Increases were even steeper in coastal California metro areas, with prices more than doubling in
San Francisco and almost tripling in Los Angeles over that same period. '

Construction Costs: Over the course of 2017 alone, the national single-family and multifamily construction
price indexes increased by 5.6 percentiii and 6.3 percent, respectively, compared to an average annual increase of
2.7 percent between 1990 and 2000./v In that year, New York, San Francisco, San Jose/Silicon Valley, and
Oakland ranked among the most expensive construction markets.v

Materials and Labor: Core elements driving construction costs include the price of materials and the cost of
labor, both of which have also risen in recent years. In 2017, construction materials saw a 4.4 percent price
increase, due in large part to escalating cement, steel, and lumber costs. At the same time, wages among
construction workers increased 2.6 percent. Relatively low unemployment among construction workers (5.3
percent), may have also contributed to a national construction backlog that reached nine months total in 2017, up
four percent since 2016. The western region of the United States saw the largest increase in the construction
backlog (13 percent) over the past year.Vi

Development Fees: Development fees refer to the wide range of costs that cities have the authority to charge
new housing construction projects throughout the planning and building process. Cities often rely on
development fees to fund the provision of city services specific to the building of new housing, like the staff time
spent on permitting, inspections, and utility connections. A city may also choose to charge “impact” fees to offset
the costs of new development borne by the broader community (e.g., the need for infrastructure expansions to
support additional traffic or increased use of water and sewer lines) or to pay for other public benefits (e.g., park
access or set asides for new affordable housing development).

These fees, especially impact fees, can be substantial, and they are particularly high in California. In 2015, average
impact fees in the state were $23,455 for a single-family home and $19,558 for a multifamily unit—almost three
times the national average.vii Because of how significantly they affect the overall cost of a project, these fees are
often passed along to buyers in the form of higher home prices, especially in high demand markets,viii or can
increase the amount of subsidy needed to build affordable housing units. Jurisdictions may also extract additional
project-specific fees or requirements on top of codified development fees, which can also add significant
additional costs.



Permitting and Development Timelines: The permitting and entitlement process, which is particularly
complex in California, can extend development timelines, often unpredictably. Delays in processing or approval
timelines can greatly increase the cost of development. ix The role of processing delays in driving up housing costs
has garnered attention at the national level. The Obama Administration identified the negative impact of lengthy
bureaucratic procedures on housing costs, recommending streamlining processes and allowing by-right
development on priority projects to limit costs.*

Regulatory Requirements: Local land use regulations—such as environmental regulations or minimum
parking requirements—can also drive up the costs of development and lead to higher house prices. xi Green
building standards in Los Angeles, for example, have increased construction costs by 10.8 percent.xii While many
of these regulations promote public benefits—such as decreased energy use or water consumption—they are often
layered on top of one another without a detailed analysis of their impact on the affordability of housing.

Affordable Housing Costs: The cost of building a 100-unit affordable project in California increased from
$265,000 per unitin 2000 to almost $425,000 in 2016. The same trends that increase costs for market-rate
housing (such as land pricing, construction costs, and regulation) impact affordable housing. I naddition,
affordable projects are often subject to increased local scrutiny, further inflating costs. A 2014 study found that
local government design requirements for affordable housing added an average of seven percent in total costs,
and that community opposition (measured by holding four or more community meetings) increased expenses by
five percent.xiii

Itis clear that not just one element of the development process, but each step along the way influences the cost of
building housing, especially in high-demand markets with the steepest affordability challenges. Y et it is not always
so clear what is driving the growing expenses within each cost component. Nor are the costs and the benefits of
layering additional public policy goals onto housing always explicitly weighed or understood. We need better data
to understand and effectively respond to the complex dynamics that affect the costs and feasibility of building
housing, especially when it comes to using scarce public subsidy to build affordable units.

The Terner Center Series

The Terner Center is working on multiple fronts to collect and analyze the quantitative and qualitative data
needed to understand what is driving cost changes at each step of the building process. In the coming months, we
will be releasing a series of research and policy publications that not only advance that understanding, but also
identify the public policy levers and private sector innovations that can shape these complex dynamics in ways
that boost housing production at all levels of affordability.
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