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Outline

• In this lecture, we will analyze urban planning from an 

economic point of view

• The focus will be on the incentives of different actors in the urban 
development process and whether we should regulate their actions

• We also present conceptual framework for estimating costs 

and benefits of regulation

• Present an empirical results on the effects of constructing 

market-rate housing

• The lecture does not follow the textbook
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In what situations should we regulate the 
actions of market participants?



Do I have too few or too many socks?

4



Do I have too few or too many socks?

Answer: I have exactly the right 

number of socks!

How do I know?

Because I alone get the benefits 

and I alone bear the costs

There is no reason to think that 

anybody would know better
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Do we have too little or too much 
pollution?
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Do we have too little or too much 
pollution?
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Answer: we can be pretty sure 

that we have too much pollution

How do we know?

Because a polluter does not bear 

the full costs of his/her activity

Pollution externality or spillover



Do we have too few or too many cars in 
downtown Helsinki at 4pm on a Friday?
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Do we have too few or too many cars in 
downtown Helsinki at 4pm on a Friday?
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Answer: we can be pretty 

sure that we have too 

many cars

How do we know?

Because drivers do not 

bear the full cost when 

they enter downtown

Congestion and pollution 
externalities or spillovers



Are we going to have too few or too 
many housing units in Jätkäsaari?

10



Are we going to have too few or too 
many housing units in Jätkäsaari?
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Answer: I’m not sure

We would probably have 

too many without zoning 

and planning

• Profit-maximizing 
developers would not 
internalize negative 
externalities

• No one would leave their 
lot unbuilt to provide 
green spaces etc.



Are we going to have too few or too 
many housing units in Jätkäsaari?
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But are we going to get too 

few because the planner is 

too strict?

By planner, I mean the 

political process that has 

led to the Jätkäsaari plan



More generally

• If we want to know whether we have too much or too little of 

something, we need to look at the incentives faced by the 

relevant decision-makers

• Do they feel all the costs of their activity or do some costs spillover 
to others?

• Do they feel all the benefits of their activity or do some benefits 
spillover to others?
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What are the incentives faced by 
developers?
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Private Spillover

Benefit

Cost



What are the incentives faced by 
developers?
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Private Spillover

Benefit The revenue from 

selling the building 

or renting out the

units

Cost



What are the incentives faced by 
developers?
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Private Spillover

Benefit The revenue from 

selling the building 

or renting out the

units

Cost The construction 

costs of the 

building and land 

acquisition



What are the incentives faced by 
developers?
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Private Spillover

Benefit The revenue from 

selling the building 

or renting out the

units

Cost The construction 

costs of the 

building and land 

acquisition

Blocked views, less 

open space,

congestion, fiscal 

burdens



What are the incentives faced by 
developers?
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Private Spillover

Benefit The revenue from 

selling the building 

or renting out the

units

More people to

meet, more 

services in the 

n’hood, fiscal 

benefits

Cost The construction 

costs of the 

building and land 

acquisition

Blocked views, less 

open space,

congestion, fiscal 

burdens



Regulation

• Housing development/construction and city-life more 

generally is riddled with market failures

• E.g. externalities or spillovers from new development

• Incentives to provide green spaces within cities

• There is need for urban planning and regulation. But have we 

gone too far?

• If we constrain development too much, we get high housing costs, 
small housing units, long commutes and sprawl

• Let’s think about this from an economics point of view
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Why is Manhattan so expensive?
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https://www.journals.uchicago.edu/doi/10.1086/429979

https://www.journals.uchicago.edu/doi/10.1086/429979


Background
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Background
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Background
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The paper

• Empirical strategy is to measure the gap between real estate 

prices and the costs of producing the marginal apartment 

• Use this difference to measure regulatory distortions in the housing 
market

• Why?

• In the absence of government regulation, standard economic theory 
predicts that buildings will be sufficiently large so that price will 
equal marginal cost

• If government regulation limits building heights (or supply more 
generally), prices will be above marginal costs
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Regulatory tax

• Regulatory tax = 

• market price of a housing unit – marginal cost of that unit

• If this is positive and large, something is preventing 

additional housing construction

• It would be profitable to build more

• This gap could, in principle, arise from monopoly power in the 
construction industry, but Glaeser et al. reject this explanation due 
to very high number of construction firms in NY
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Regulatory tax

• “Taken together, the construction cost data strongly suggest 

that something near $275 per square foot is a reliable upper 

bound on the cost of building up for the vast majority of 

Manhattan apartments.”

• “Even so, to be conservative in our computation of the 

regulatory tax, we will use a figure of $300 per square foot.”

• “For a majority of Manhattan condominium owners, these 

data suggest that some form of regulatory constraint means 

that their cost of housing now is at least 50 percent more 

than it would be under a free‐development policy.”
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Figure 4.— Manhattan permits and changes in (lagged) housing prices, by decade



Can Manhattan’s regulatory tax be 
justified?

• Existence of this regulatory tax is not necessarily inefficient

• If there are negative externalities from building too much or too tall 
buildings, the regulatory tax is Pigouvian tax that forces developers 
to internalize the social costs of their actions

• Are there likely to be negative externalities large enough to 

warrant a regulatory tax of the magnitude found in the paper?

• While welfare analyses of zoning are inherently difficult to perform, 
Manhattan provides perhaps the best possible laboratory

• Adding a large number of housing units, and therefore a large 
number of people, would not change the basic nature of the place 

• Even so, our results are most properly viewed as educated guesses 
and not precise estimates 33



At least three things to consider

1. Zoning tax should reflect the fact that a new apartment may 

eliminate views from existing apartments 

• Indeed, most current height restrictions in Manhattan exist for 
exactly that reason

2. New development should be taxed to the extent there are 

negative externalities created by extra crowding

3. The tax should reflect the fiscal burden of the new resident 

on current residents
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Estimating the value of views

• Estimate the price premium of upper floor units compared to 

lower floor units of the same building:

• The difference in value between being very high up in a building 
and being on the first 10 floors is about 25 percent of unit price
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Regulatory tax for protecting views

• Assume that one unit blocks the view for 0.5 unit

• Since the loss of one complete view would reduce the value of the 
apartment by 25 percent, each extra dollar of tall building will lead 
to about 12.5 cents of lost view

• As such, this analysis suggests that apartments should face a 
construction‐related regulatory tax equal to approximately 12.5 
percent of their value
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Congestion costs

• Very difficult to estimate

• Gross vs. net congestion? Are there costs or benefits?

• “Guesstimate” from this regression:

• A 1 percent increase in population “causes” a .05 percent 

decrease in rents 

• An extra percent of population in NY should cause the value 

of all homes to drop by one‐twentieth of 1 percent

• Therefore, there should be an additional 5 percent regulatory tax on 
new apartments owing to these congestion externalities 37



Fiscal burden

• There are good reasons to believe that new residents in 

Manhattan condominiums would represent a considerable 

fiscal transfer to, not from, the city

• These would be rich people with small number of children

• Rich people enroll their kids into private schools while paying taxes 
for public schools

• Many government expenditures entail large fixed costs. For these 
expenditures, new population is an unqualified improvement since 
it allows those expenditures to be spread over a larger base
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Conclusions: Glaeser et al. (2005)

• Analysis suggests that negative externalities are not large 

enough to justify the current gap between prices and 

production costs of condominiums in Manhattan 

• Moreover, it is possible that a thorough analysis of the impact 

on transportation might even justify subsidizing denser 

construction in Manhattan

• Also, we have been very conservative in not adjusting market 

values for depreciation, it is hard to escape the conclusion 

that regulatory constraints on building in Manhattan are far 

too restrictive
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Regulatory tax in Jätkäsaari



Jätkäsaari
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• In 2030, Jätkäsaari is going to 
have about 21,000 inhabitants

• The average building height will 
be roughly 8 floors

• Is this just the right amount, too 
few or too many?



Jätkäsaari prices

42Source: 



Regulatory tax in Jätkäsaari

• Regulatory tax related to building one additional floor to 

Jätkäsaari buildings?

• One additional floor would allow roughly 2600 additional residents 
(21,000/8 ≈ 2600)

• The price per square meter is roughly €9000 and the private
construction cost €3000(?) per square meter 

• Each additional square meter of housing space leads to a private 
benefit of €6000 (9000–3000)

• If all the additional residents would each consume 30 m2, private 
benefits would add up to €468 million (2600*30*6000)

• For the current plan to be optimal, there must be spillover 

costs or negative externalities that exceed this €468 million
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Regulatory tax in Jätkäsaari
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Price (€/m2) Construction cost (€/m2) Regulatory tax (€)

9000 3000 468M

9000 4000 390M

9000 5000 312M

9000 6000 234M

9000 7000 156M

9000 8000 78M



Effects of new market-rate housing supply



Background

• Housing costs are high and have risen rapidly in many major 

cities around the world

• Increasing supply by relaxing land-use regulation especially 

in central and expensive parts of cities is frequently proposed 

as a solution to rising housing costs

• Counterargument: 

• Constructing market-rate housing in high-demand locations only 
benefit the rich because these units will be expensive

• We should build new housing in places where new units would be 
cheap
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But don’t we already know the answer?

The FAR restriction increases the 
price per square meter of housing in 
all locations

There are fewer dwellings in central 
parts of the city, and they become 
relatively more scarce

Some households need to find 
housing somewhere else, which 
increases the demand for housing 
increasing prices there as well

Higher prices lead consumers to 
reduce dwelling sizes
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Not necessarily

• The effect is obvious in a simple model of homogenous 

housing units, but housing is highly differentiated

• New construction is predominately expensive and quite different 
from units that are affordable to lower-income households

• If the housing market is highly segmented, with few households 
searching or moving across dissimilar housing types, an increase in 
the supply of expensive new units could have little effect on the 
market for lower-income housing

• The strength of this relationship is crucial to policymakers 

considering reforms that increase market-rate construction

• Need to weigh benefits against costs, such as objections from 
neighbors, concerns of gentrification etc. 
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49https://www.sciencedirect.com/science/article/pii/S0094119022001048

https://www.sciencedirect.com/science/article/pii/S0094119022001048


Bratu et al. (2023)

• Study moving chains initiated by buildings built between 

2010 and 2019 within a 3km radius of Helsinki Central Station

• Use geo-coded register data containing information on all 

residents in Finland over the 2009-2019 time period

• The data includes rich demographic and socio-economic 
characteristics: gender, income, education and number of children 

• Can link individuals to both their home buildings and the housing 
units at the end of each calendar year

• Granular location information

• If there are at least three households in the building, know the exact 
coordinates of the building

• Otherwise, the coordinates refer to 250 square meter grids
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New housing units trigger a chain of 
moves



Movers to new buildings
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Mobility across neighborhoods
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Origin neighborhood characteristics for 
movers at each round
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Individual 
characteristics for 
movers at each 
round
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Change in mean neighborhood 
(zipcode) house prices at each round



Conclusions

• Market-based strategies play an important role in improving 

housing affordability for middle- and low-income households

• Market-rate construction 

• loosens the housing market in middle- and low-income areas even 
in the short run

• is likely to improve affordability, even outside of the submarkets 
where new construction occurs

• improves the lives of middle- and low-income as they are part of the 
moving chains

• New buildings may have effects on their immediate area

• May change amenities or socio-economic makeup in ways that 
affect prices
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https://www.sciencedirect.com/science/article/pii/S0094119021000656

https://www.sciencedirect.com/science/article/pii/S0094119021000656


Local politics



Incentives of local politicians

• The planner is an agent of current residents of the 

municipality

• Current residents can vote in municipal elections

• People living in other municipalities do not have a democratic 
channel to affect land use policy and housing supply

• And one could argue that these are the people most affected by local 
land policy as their labor market depends on new supply

• The goals of the current residents may conflict with the goals 

of future residents (or wannabe residents) => NIMBY

• It is not clear that land use policy should be at the local level
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Empirical evidence : Mast (2022)

• Exploits an electoral reform—changing from “at-large” to 

“ward”or “district” elections for town council

• These reforms shrink each representative’s constituency from the 
entire town to one ward within the town

• Happened due worries of minority representation under at-large 
elections

• DID estimates show 

• That this decreases housing units permitted by 24 percent, with 47 
percent and 12 percent effects on multi- and single-family units

• The effect on multifamily is larger in high-homeownership towns

https://direct.mit.edu/rest/article/doi/10.1162/rest_a_01192/111189/Warding-Off-Development-
Local-Control-Housing
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Empirical evidence: Hankinson & 
Magazinnik (2022)

• California Voting Rights Act of 2001 

• Compelled over one hundred cities to switch from at-large to 
district elections for city council

• DID estimates show 

• District elections decrease the supply of new multifamily housing by 
roughly 50%, smaller effects on single-family housing

https://www.mhankinson.com/documents/supply_equity_working.pdf
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Empirical evidence: Folke, Marten, 
Rickne & Dahlberg (2021)

• Swedish context

• PR system with closed lists and preferential votes

• Data on politician’s micro-locations; elections results and geocoded 
data on buildings permits (and schools)

• Compares with different degrees of political power (ruling majority 
or opposition) and where power was won in a close election

• Find negative effects on approved building permits for 

multifamily homes (and proposals to close schools) 

• In neighborhoods in which more politicians from the local majority 
party vs. the local opposition live

https://drive.google.com/file/d/1E_zWLKvfUYxisvJnhjlW7VBGHcEkQDOv/view 65
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Recap

• Housing development and city-life more generally is riddled 

with market failures

• E.g. externalities or spillovers from new development

• There is need for urban planning and regulation. But have we gone 
too far?

• We have just scratched the surface

• A framework for thinking about benefits and costs

• How to reliably quantify the foregone benefits due to regulation and 
the relevant spillovers?

• How to design mechanisms that would internalize the spillovers so 
that decision-makers would take them into account?
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