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Summary

The national housing crisis manifests in many forms, but most impactful is the severe shortage
of affordable housing units. In the absence of meaningful federal action in recent decades, and
uncertainty regarding current federal priorities, state and local municipalities are increasingly
taking action to build and preserve affordable housing.

Localities are deploying a wide range of tools and investments: tax abatements and exemptions,
tax increment financing, payments in lieu of taxes, public land contributions, low-interest loans,
voucher programs, and more. Most of these tools are effectively public subsidies to private
developers or landlords, designed to incentivize the creation or preservation of affordable
housing. Little analysis, however, has been done to understand 1) which tools make the most
sense in which localities and housing developments, 2) how much these incentives are truly
“worth” to developers, and 3) how much public entities should require in return (e.g., number of
affordable units, level of affordability, duration).

The Challenge This Tool Solves

Often, existing incentive programs either provide excessive benefits to the private sector,
generating insufficient social return for the cost, or offer inadequate incentives, resulting in

no uptake and therefore no new affordable housing units. Such discovery is difficult for public
entities that may not have robust financial underwriting teams and may distrust the analysis of
the private developer, who is effectively sitting opposite them on the negotiating table. There

is a need to bring a clearer understanding to the tradeoffs the public sector is making when
offering incentives for affordability. While every locality is balancing different financial and policy
variables, the underlying financial underwriting fundamentals remain relatively consistent. A
select few localities have developed and refined financially sophisticated programs that generate
affordability, offer the private sector sufficient incentives, and have guardrails against unfair deals.

Types of Communities That Could Use This Tool

Tax incentive programs are applicable across localities throughout the country. While specific
mechanisms vary by location, the fundamental underwriting considerations remain consistent.
Likewise, many communities across the country are suffering from shortages of quality,
affordable housing, especially in income segments that are less covered by federal incentive
programs. The proposed Underwriting Model offers geographic and income-level flexibility but
could be especially effective in communities where political and fiscal conditions allow trading
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potential property tax revenue in favor of increased housing affordability.

Expected Impacts of This Tool

By highlighting best practices from across the country and providing a framework and shared
language for the public and private sector’s understanding of project underwriting, we aim to
help states and localities implement new tax incentive programs, strengthen public-private trust,
and improve execution efficiency across both new and existing initiatives.

Background

Most affordable housing in the U.S. is built by private developers. In this context, affordable
housing refers to for-sale or rental housing with cost caps that make it accessible to moderate-
and low-income households. Often, these caps result in prices below what would be financially
viable based on development costs. To incentivize private developers to build affordable
housing, the public sector must subsidize those costs.

There are many different subsidy programs in the U.S. for affordable housing. The largest, the
Low-Income Housing Tax Credit, subsidizes approximately 40—70% of the total development cost
for rental housing, and caps the rents in the project to rents that are affordable to households
earning 60% of the Area Median Income (AMI). Other federal subsidies for affordable housing
include the HOME Investment Partnerships Program, Rental Assistance Demonstration Program,
and USDA Section 515 Rural Rental Housing Loans, among others.

However, these federal incentives for affordability are limited, antiquated, overly competitive, and
vulnerable to changing politics. State and local governments have stepped in with many of their
own subsidies. These subsidies include direct grants and loans for specific projects, subsidized
land, and abatements or exemptions on the property taxes that developments need to pay. This
State and Local Housing Action Plan tool primarily focuses on property tax incentives, providing
a framework for localities to compare the potential costs and benefits of subsidy programs,
examining not only types of tax subsidies localities can provide but also the cost, “public return,”
and, ultimately, the efficiency of those subsidies (i.e., units created or preserved and other
public policy priorities served). We highlight examples of leading programs across the country,
explaining the underwriting that makes them viable, and the tradeoffs considered in crafting
them. We share a preliminary flexible underwriting model (the “Underwriting Model”) that can
be used by the public and private sector as they consider implementing or using programs, and
propose a much more robust, data-rich, open-source, and usable model to be built.
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Proposed Solution: Property Tax Incentives for Affordability

The National Housing Crisis Task Force proposes that more localities implement property

tax incentive programs to subsidize new and preserved affordable units. To support this
expansion, we propose the creation of a flexible Underwriting Model paired with a standardized
methodology to analyze and compare local incentive programs. This approach would establish

a new set of standard metrics that account for differences in incentive structures and how they
affect the various measures that are important to the public sector and to developers.

Our initial proposed Underwriting Model is Excel-based and relies heavily on a number of
assumptions that any given locality or developer would need to input. While this provides a
foundation for understanding underwriting fundamentals, it serves primarily as a first step toward
bridging the knowledge gap between developers and public entities regarding project finances
and subsidy valuation. It is not intended to replace customized underwriting, and there remains
the risk that local nuances may not be fully captured, or that developers may still have a different
read of the project’s finances.

We envision a much more accessible and usable model as this project’s final output. A final
model would be open-source, with standardized, dynamic, reliable data (such as rents, median
incomes, and local tax rates) rather than relying on user assumptions. The model would be
hosted online and accessible to anyone. Data sources would update constantly and automatically
via API.

The proposed model would allow any public sector official or developer, almost anywhere in
the country, to automatically evaluate a proposed incentive program. It would also guide users
towards target key metrics. For instance, if the public sector knew it had a distinct need for
mixed-income developments with a certain number of units at a moderate Area Median Income
(AMI) level, the model might guide it to offer a partial tax abatement to achieve the metrics that
would incent a developer to perform.

Production of the final online Underwriting Model will require additional budget to develop and
a permanent home for hosting and updating. The National Housing Crisis Task Force’s initial
Underwriting Model should serve as the testing ground for this more ambitious model.
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A Background on Housing Finance

Understanding the basics of housing finance is essential to understand the value
and tradeoffs of subsidies that localities can offer the private sector. While priority
methodologies and inputs will always vary from place to place and developer to
developer, the private real estate industry does adhere to some basic, consistent
practices.

Revenues: Net Operating Income

Among the most important metrics underpinning real estate analysis is Net Operating
Income (“NOI”). NOlI is indicative of a project’s recurring revenues (e.g., rents) and

is essentially calculated by summing rents and other revenues (e.g., parking) and
subtracting typical operating expenses such as maintenance, utilities, insurance, and
property taxes.

Revenues Compared to Costs: Yield on Cost

NOI, however, does not account for the substantial costs of developing or purchasing

a property. To compare these costs to NOI, the real estate industry calculates “yield on
cost.” To determine yield on cost, NOI is divided by total construction and / or acquisition
costs. For example, a 7% yield on cost implies that a developer’s NOI will yield 7% on their
total investment each year once the project is leased up.

Sale Price: Cap Rates

Capitalization rates or “cap rates” represent another important metric for project
revenue. While NOI is an indicator of a project’s recurring revenues (e.g., rents), cap
rates are an indicator of the property’s ongoing value and potential sale price. Cap rates
represent, effectively, a desired yield for a stabilized project; in a traditional development
environment, an investor should be willing to accept a lower yield once a project is built
and leased because there are fewer risks related to construction delays or leasing the
property. Cap rates are used to drive a proposed valuation or sale price. Like yield on
cost, cap rates are a percentage yield metric representing NOI divided by valuation.

Putting it all Together: IRR

NOlI, yield on cost, and cap rates all help determine the developer’s return on investment
in @ housing development. The most commonly used metric used to evaluate this return
is called Internal Rate of Return (“IRR”). IRR is calculated by summing the cash flows
(money spent or income received) each year. Generally, this consists of acquisition and
development costs up front, less NOI while the project is leased out, and sale proceeds
determined by the market Cap Rate at exit, also accounting for the impact of debt
financing. These cash flows are then time-weighted to calculate IRR. These “leveraged”
(including the effect of debt) Internal Rates of Return are targeted in the double digits for
more stable assets and above 20% for the riskiest new developments.

Affordability has a distinct effect on these metrics. Rents are one of the most important
components of NOI (and, as a result, on cap rates), and affordable housing units typically
generate lower rents. If rents dip low enough, developers and investors may choose to
walk away from a potential housing development. In exchange for lowering rents, the
public sector can reduce operating costs (e.g., through a tax incentive like an exemption,
abatement or tax increment financing (TIF)) to increase NOI or reduce development costs
(e.g., through free land, grants or low interest loans) to lower the total cost denominator;
either of these offsets can get the developer back to a market-rate yield on cost. While
every project has dozens of moving pieces, understanding precisely how these incentives
affect a developer’s finances is critical to understand which incentives to provide, and
how deep they should be for maximum effect.
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Case Studies

As state and local governments assume greater responsibility for affordable housing production
and preservation, innovative tax incentive programs have emerged nationwide. The following
examples highlight effective approaches from Texas, Atlanta, and Chattanooga.

Texas's Public Facility Corporations

In 2015, Texas implemented a unique multifamily tax exemption program. Facilitated under Texas
Local Government Code, Texas is one of the first places to provide this form of incentive to
create affordable housing and, as a result, it has had opportunities to refine the program towards
ensuring it accomplishes its intended public purpose over time.

The Texas program allows Public Facilities Corporations (PFC) created by cities, counties, public
housing authorities, and other public entities to utilize their tax-exempt status to incentivize and
subsidize affordable housing development or preservation through the creation of public-private
partnerships. These arrangements typically operate through ground leases where the PFC acts
as lessor and a private developer as lessee.

In exchange for placing income and rent restrictions on not less than one-half of a property’s
units, both the fee and leased entities are exempt from property and sales taxes. The private
developer provides and secures all capital needed to fund the acquisition, development, and
renovations.

In addition to the income and rent restrictions on at least one-half of the units, the PFC often
receives additional consideration for facilitating the tax exemption; an origination fee, annual
monitoring fee, a portion of cash flow, an annual payment in lieu of taxes (PILOT), and/or a
percentage of the proceeds from a sale or refinancing of the property. These funds are often
used by the PFC to fund other activities including, but not limited to, housing for very-low and
extremely-low-income residents. Importantly, the benefit of the tax exemption is received by the
lessee for the entire length of the ground lease as the PFC continues to own the property at the
end of the lease term.

To ensure the property tax exemptions align with the intended public purpose of creating
affordability through below-market rents, the enabling statute was amended in 2023. As
amended, the statute creates different requirements for new construction, acquisition with
rehabilitation, and stabilized properties without reinvestment.

The amended statute requires that developers of new multifamily communities receiving the
benefit of the tax exemption reserve at least 10% of the units for households earning 60% or less
of AMI and at least 40% for households earning 80% or less of AMI. More stringent requirements
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are placed on existing occupied properties, whether they are acquired and renovated or simply
transitioned from market-rate to mixed income tenancy.

To address concerns that properties receiving the benefit of the tax exemption were already
naturally affordable, the amended statute requires the partnership to obtain a third-party
underwriting assessment finding that a new development would not be feasible “but for” the
exemption and that an occupied property would have not less at least 60% of the property
tax savings returned to residents via reduced rents during the second to fourth years after
acquisition.

Other provisions in the amended statute included requiring the local jurisdiction to approve the
tax exemption, limiting the initial term of the exemption to 60 years for a new development and
30 years for a stabilized property, requiring property owners to accept housing choice vouchers
for rent, and incorporating tenant protections.

Prior to June 18, 2023, the effective date of the amended statute, the Texas multifamily tax
exemption was often used not only to incentivize the development of new properties but also the
acquisition of stabilized properties, and tens of thousands of units were developed or acquired

in partnerships with PFCs. However, the more stringent affordability requirements included in the
amended statute has resulted in the incentive now being primarily utilized for new development,
not the conversion of stabilized properties.

Since the effective date of the amended PFC statute, owners of and investors in existing,
occupied properties have used a similar but arguably not as efficient provision in the Texas Local
Government Code to secure tax exemptions for their properties. Using the legal principle of
“equitable title,” Texas’ public housing authorities (PHA) and housing finance corporations (HFCs)
can also facilitate tax exemptions for existing properties and new developments under the Texas
Local Government Code.

Much like tax exemptions provided by PFCs that did not create significant new affordability,
recent transactions facilitated by PHAs and HFCs have been subject to criticism as failing to
serve a public purpose. Much like the Texas Legislature amended relevant PFC code in its 2023
session, it is currently considering amending relevant PHA and HFC code in its current session.
Multifamily tax exemptions facilitated by PFCs, PHAs, HFCs, and other governmental entities have
been and will likely continue to be a very efficient tool to create affordable housing opportunities
for moderate, low, and, on occasion, very low-income residents.

Atlanta's Private Enterprise Agreement

In 2023, as part of Mayor Dickens’s pledge to create 20,000 affordable housing units, Atlanta
established the Atlanta Urban Development Corporation (“AUDC”). Beyond functioning as a
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“European style” public developer, AUDC created a program leveraging the Private Enterprise
Agreement (PEA), found in the original 1937 Georgia Housing Authorities Law, to provide tax
exemptions to projects that provide a minimum number of affordable units. In exchange for
reserving at least 20% of units at 50% AMI, 10% of units at 80% AMI, and the remaining units at
140% AMI or lower, projects can receive a tax exemption of negotiable length (typically tied to
the length of the affordability mandate of at least 20 years). Similar to Texas’ program, the PEA is
structured through a partnership whereby AUDC owns the land and enters into a ground lease
with the private developer for the duration of the affordability program.

The frictional transaction costs, or Friction Costs (unrecoverable costs associated with any

given program, defined further below) associated with the PEA are moderate. Developers

are required to pay a lease closing fee (0.5% of property value at time of agreement), annual
compliance charges between $2,500 per year and up to $75 per unit per year, and a lease break
fee, if applicable. The application and approval process for the tax exemption includes a short,
written, application (as part of a collaborative information collection process), AUDC investment
committee review, and a board vote. Because AUDC is a quasi-independent public corporation
not beholden to the same regulations as public entities, and because the PEA, importantly, is an
off-the-shelf product, the response time for a PEA award is typically between 3-6 months.

This standardized approach presents certain tradeoffs. The uniform structure risks providing
insufficient subsidy for some developments while potentially over-subsidizing naturally occurring
affordable properties, wherein tax abatement is not needed. In the current market environment,
the private rate of return enhancement may be insufficient to stimulate new affordable housing
production.

To address this potential issue, the City of Atlanta, along with the Community Foundation for
Greater Atlanta (“CFGA”) has created a low-cost loan program to provide further incentives for
the affordable housing units that need it the most. With an independent underwriting team and
investment committee, CFGA is able to provide more tailored subsidies to spur more affordable
developments.

Chattanooga's PILOT Program

Chattanooga recently instituted a Payment in Lieu of Taxes (PILOT) program to offer developers a
15-year tax abatement commensurate to the number of affordable units created. Similar to Atlanta
and Texas, the PILOT is enacted through a ground lease between a public entity, the Health
Education and Housing Facilities Board, and a private or nonprofit real estate operator. The
program differentiates itself by offering developers flexibility in determining their desired level of
tax abatement and applying a performance standard rather than prescriptive requirements, which
gives developers the flexibility to choose how they allocate the abatement amongst affordable
households and unit types. The abatement stays with the property and can be transferred to
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another owner upon a sale event and has the option to be renewed for a second 15-year term.

To incentivize developers to apply for the PILOT, the program offers a tax abatement that is

2% greater than the projected revenue loss from converting market-rate units to affordable
housing. To create consistency across the market, rents are provided and updated by the city
on an annual basis. Market rents are calculated at 130% of the HUD Small Area Fair Market Rent
(SAFMR). The 130% figure serves as a proxy to estimate the value of new construction.

The Chattanooga model provides several advantages compared to alternative programs. Its
open-source, flexible calculator ensures complete transparency regarding maximum available
abatements and potential outcomes. Additionally, the abatement directly correlates with public
benefit since developers receive only a 2% premium on abated cash flows, making it difficult to
claim excessive subsidization.

It is important to stress that this recently ratified PILOT has not yet been adopted by any
developers; however, several developers have begun applying for the PILOT. Given the
challenging capital markets environment, it remains to be seen whether the 2% spread is
sufficient to incentivize developers and their capital sources to build. If the abatement is used for
half of the units, it may only increase net operating income by one to two percent, which may be
insufficient given friction costs. Chattanooga is actively monitoring the market’s response to this
incentive and may adjust its parameters going forward, if necessary.

Diffusing and Scaling Property Tax Incentives for Affordability

Defining and Prioritizing

With the myriad incentive structures in Chattanooga, Atlanta, Texas, and beyond, combined with
the long slate of variables involved in each individual project, it has historically been difficult

to assess the structure and value of one affordability program to another. As local programs
grow more urgent and prevalent, it has never been as important to create such a tool and
methodology.

We propose a methodology of comparing local tax incentive programs via standardized metrics
that account for effects on key private underwriting metrics, including net operating income (NOI),
yield on cost, cap rates, and internal rate of return (IRR). In modeling the balance of costs and
benefits of affordability programs, we focus on three key additional metrics: Public Return on
Investment, Friction Costs, and Private Internal Rate of Return Enhancement.

Public Return on Investment (PRI) compares public benefits (often in the form of reduced rent)
to public costs (often in the form of lost tax revenue via a tax incentive). These costs and benefits
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should be time-weighted to account for the time value of money and calculated as a net present
value:

PRI: First, the net present value of all the rent savings (from the affordable units) is
calculated. This sum is then divided by the net present value of all of the reduced taxes
from the tax abatement. Net present value is a methodology that discounts future cash
flows into “today’s” dollars.

In @ market environment in which development deals do not pencil (returns are below
equity cost of capital) and / or affordability is optional, we would expect the PRI to be less
than 1x (present value of subsidy is greater than public benefit). In an efficient market,
the extent of this gap should be smaller. Due to changing market conditions, it can be
challenging to estimate an exact “correct” ratio.

Friction Costs (FC) represent the difference between the value of the subsidy provided (e.g.,
taxes foregone) and the value received by the developer. For example, subsidies that often
require help from specialist consultants and / or need additional high-cost financing can lead

to significant incremental costs outside of a project’s true development costs. This metric can
help local government leaders determine the most efficient allocation of public resources. For
tax incentives, friction costs can be grouped into two costs: 1) legal and closing costs associated
with obtaining the incentive; and 2) annual administrative costs for monitoring compliance with
incentive mandates. There are also potential friction costs that are harder to quantify, including a
developer’s level of comfort and familiarity engaging in what may be a more complex transaction;
colloquially the “is it worth the headache?” cost.

FC: Calculated by taking the sum of up front Legal Costs, the net present value of Annual
Compliance Costs, and (if quantifiable) an estimate for additional resources needed to
handle the “headache” of a more complex transaction. That sum is divided by the net
present value of total Estimated Reduction in Rents.

FC is calculated as a percentage, with FC below approximately 5% considered to be
relatively efficient, especially as compared to commonly used federal programs.

Private Internal Rate of Return Enhancement (PIRRE) measures the incremental benefit to
private developers of every public subsidy offered for various affordability options. It is calculated
by taking the net change in IRR to a developer as a result of the affordability program. Different
tools can have very different effects: for example, cities may spend years setting up below-
market interest loan funds while a property tax abatement could have had quicker and more
efficient impact on enhancing IRR. When calculating the incremental IRR for enhancement, it is
important to include the effect of Friction Costs.

The analysis also considers potential valuation impacts from increased cap rates due to buyers'
perceptions that restricted rents may lag market growth over time. Based on conventional
underwriting methodologies, cap rate adjustments (and resulting valuation effects) typically
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reflect the differential between NOI growth with and without affordability restrictions, though this
varies significantly by market. This effect on exit valuation is factored into the calculation of IRR.

PIRRE: Calculated by taking the difference between the private investor’s net IRR after
the tax abatement and the private investor’s original IRR before the tax abatement.

PIRRE is calculated in percentage points (%pt). While the absolute PIRRE matters (a higher
number means a higher incentive for developers), it is typically more important that the
gross IRR reaches developers’ minimum return thresholds (this number will vary based on
the investor’s targets and comfort with risk; under current market conditions, the mid-to-
high-teens might justify proceeding with a project).

Model Example: Full Tax Exemption for Mixed-Income Housing

Below highlights key metrics based on utilizing a hypothetical tax abatement for a development
project of 200 units. We assume the program offers a full property tax exemption in exchange
for 20% of units being held at 50% of AMI, and 10% of units being held at 80% of AMI. All metrics
are hypothetical and reliant on several key assumptions regarding the geography and property’s
rents, property taxes per unit, and cap rates. With those assumptions entered, the model boils
down to consideration of the key metrics we propose standardizing.

Key Metrics Total Present Value

Abated Taxes over 20-years $23,027,027 $11,107,769

Estimated Value Decrease from Rent Caps (1,386,899) (1,036,371)

Estimated Transaction Costs (234,983) (234,983)

Total Estimated Compliance Charge (50,000) (28,675)

Net Savings from Abatement $21,355,146 $9,807,740

Estimated Reduction in Rents $15,465,734 $7,823,317

Net Subsidy to Developer $5,889,412 $1,984,423

Public Return on Investment 0.70x

Total Friction Costs $284,983 $263,657

Friction Costs 2.4%

IRR Pre-Tax Abatement 12.1%

IRR Post-Tax Abatement 16.2%

Private Internal Rate of Return Enhancement 4.1%pt
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The ~$8 million of present value of reduced rents compares to “$11 million of present value of
abated taxes, resulting in a Public Return on Investment of 0.7x. By being relatively close to 1x,
this demonstrates a net benefit to the developer without being overly generous — perhaps just
enough sacrifice to make a project and its corresponding new affordable units and economic
development viable. Friction costs are minimal, at V2%, representing significantly more efficiency
than many other affordable housing programs. Finally, the project’s IRR goes from 12.1% without
the program to 16.2% with it. This demonstrates that the benefits to the developer could be
sufficient to move this particular project from a likely unviable returns range to one that may
convince investors and lenders to pursue it.

The Public Return on Investment is not too severe, the Friction Costs are minimal, and the Private

IRR Enhancement is material, meaning this incentive program would likely result in a previously
unviable project being executed — producing net new affordable housing units.

Introduction to the National Housing Crisis Task Force's Model

Using the metrics and early methodology outlined above, the National Housing Crisis Task Force
proposes building a standardized Underwriting Model that calculates the public and private
costs, as well as the public and private benefits, of local affordability incentive programs. The
model would standardize some key metrics in the context of tax incentive programs, such as
Public Return on Investment, Friction Costs, and Private Internal Rate of Return Enhancement

to compare real and hypothetical incentive programs. In doing so, the model will help localities
efficiently structure incentives and maximize the number of affordable housing units built or
preserved in their localities. Our proposed model focuses on accounting for the complexity of all
input variables while also generating a neat, digestible output of standardized metrics.

Key standard modeling inputs include the project’s parameters, including number of units, unit
types, proposed level of affordability, and size; rent levels, both market rate and affordable,
and vacancy estimates; operating costs, including repairs and maintenance, marketing, utilities,
insurance, and property taxes; development costs, including land value, hard costs, developer
fees, and soft costs; financing assumptions, including senior and mezzanine debt levels and
interest rates, and exit assumptions, including hold period and driven primarily by exit cap rate
and transaction costs.

The public’s contribution assumptions are also accounted for via affordable rent levels, tax
incentives, grants per affordable unit, below-market debt, free land, and project-based
voucher rents.

These inputs generate net cash flows which generate an Internal Rate of Return for the project,
with and without the incentive program in-place. All parties involved can easily compare a pure
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market-rate project to one that achieves the locality’s affordable housing goals, bridging the gap
between what a private developer asks for and what a public entity can offer.

The initial model is under production in spreadsheet format, and with additional funding, the Task

Force anticipates building out a more sophisticated web-interface model on an open platform for
use by state and local leaders.

Diffusion and Scaling Via Standardized Modeling

The market writ large, and Task Force Members’ experience specifically, highlights myriad
situations in which distrust or misunderstanding of key metrics was the bottleneck to the
execution of compelling public-private developments. We propose that pursuing a dynamic,
user-friendly model focused on property tax incentives will help close the gap between the
public sector’s needs and private developers’ requests. By providing an open-source, objective
analytical framework, the proposed model could reduce friction and unlock the scaling of some
of the local “best practice” tax incentives that have sprung up around the country.

State and local government leaders interested in supporting the Underwriting Model’s
development or testing the initial Excel model should contact the National Housing Crisis Task
Force at info@nationalhousingcrisis.org. As we work to refine the tool, build our database, and
develop market norms, we greatly value and welcome collaborating with localities to understand
how their programs align with our proposed standardized metrics.

Michael Saadine is a Senior Advisor to the Nowak Metro Finance Lab and Managing Partner at
Invisible Group, an interdisciplinary real estate investment platform. Andrew Gibbs is a Principal
at Arctaris Impact Investors and an Advisor to the National Housing Crisis Task Force. Florian
Schalliol is a Director at Arctaris Impact Investors and an Advisor to the National Housing Crisis
Task Force.
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