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Introduction

THE NEED FOR AFFORDABLE rental housing is on

the rise. According to The State of the Nation’s Housing
2013, as of 2011 there were 12.1 million extremely low-
income renters, an increase of 2.5 million since 2007.
Furthermore, there is a growing body of evidence that the
demand for rental housing is growing and that the trend
will continue as those under 35 years old form households
of their own.?

Despite the increasing need, the supply of rental housing
is generally not keeping up. According to the National
Multi Housing Council, some 300,000 new apartments
are needed to meet demand annually, but just 130,000
units were built in 2011.2 The gap in supply is even more

Tapestry, New York, New York

dramatic when specifically examining affordable rental
housing. In 2011, there were just 6.8 million housing

units affordable to extremely low-income renters—some
135,000 fewer units than in 2007, a shortfall of 5.3 million
units.*

In an era of growing demand and declining government
financial support for affordable rental housing, it is

more important than ever to deliver affordable housing
effectively as possible. Bending the cost curve will enable
developers to deliver additional affordable rental homes
and help jurisdictions provide more housing choices, meet
the growing need for affordable rentals, and ensure that
individuals and families across a range of incomes have a
place to call home within the community. Bending the cost
curve will also allow for the most efficient use of what are
increasingly scarce public funding sources.

Why Lowering Cost Matters

The delivery of affordable housing is shaped by a number
of procedures, regulations, and policies instituted at all
levels of the system and at all points in the development
process—each with associated costs. Development costs
may be dictated by site constraints, design elements, local
land use and zoning restrictions, building codes, delays

in the development process, efforts to reduce long-term
operating costs, and the affordable housing finance
system.

Most affordable housing developments rely on multiple
funding streams, both equity and debt, each of which
carries its own set of requirements and compliance costs.
While there may be some alignment of affordable housing
land use regulations, financing tools, or programs, far too
often developers must seek a complex series of approvals
or obtain waivers to bring a development to fruition. This
process alone can introduce costs through delays to the
development timeline as well as additional uncertainty
and risk, which, in addition to regulatory barriers, can also
increase costs.



Moreover, developers of affordable housing are often
tasked with providing a variety of amenities and services to
create opportunities for and improve the lives of residents.
Although developers strive to meet a variety of community
goals and foster the development of high-quality affordable
housing, these criteria tied to amenities and services
increase hard, soft, and ongoing compliance costs.

The question of how to lower the cost of developing long-
term affordable rental housing has important financial and
policy implications. As public funding sources come under
threat—in efforts to reduce government expenditures or
simplify the tax code—it becomes increasingly necessary
to identify opportunities to lower the cost of providing
affordable homes.

How the Research Process Worked

While a rich literature on regulatory barriers to affordability
exists, much of that literature focuses on specific elements
of constraint related to land use and zoning, process
delays, and building codes.® However, relatively little work
has been done to examine how all of these issues, along
with financing, interact with and affect affordable housing
development. In response to this gap in the literature,
Enterprise Community Partners and the Urban Land
Institute’s Terwilliger Center for Housing launched a joint
research effort not only to examine the various factors
affecting the cost of developing affordable rental housing,
but also to explore possible solutions. It is also important
to note that while the Low Income Housing Tax Credit
(housing credit) is a critical production tool for affordable
rental housing, this research effort examines a broader
set of cost challenges and solutions for affordable rental
housing development and preservation not exclusive to
housing credit support.

Funding for the initiative, launched in September 2012,
was provided by Douglas Abbey, chairman, Swift Real
Estate Partners, through the ULI Foundation, and Ron
Moelis, CEO and chairman, L + M Development Partners.
The first phase of work involved our research team
convening a series of roundtable discussions in five
cities—Chicago, Denver, Los Angeles, New York City,
and San Francisco—to explore the question of cost with
sensitivity to how the issue varies by market. As part of

the second phase of work, additional interviews were held
with an array of practitioners, developers, financiers, and
policy makers in five additional markets: Boston, Houston,
Minneapolis, Pittsburgh, and Seattle.

As a result of these conversations and other analyses,
Enterprise and the Terwilliger Center identified several
elements as common drivers of costs in the development
of affordable rental housing. These cost drivers were
discussed at a high level in an initial report released in last
year titled Bending the Cost Curve on Affordable Rental
Development: Understanding the Drivers of Cost.®

Throughout this effort, the research team engaged

with nearly 200 key stakeholders representing both
weak and strong markets, different population sizes

and geographies, and a range of economic and policy
environments. The input of these stakeholders was
invaluable, particularly as the project team moved to the
next phase of the work, which involved identifying best
practices and new ideas for solutions to bending the cost
curve.

About This Report

Bending the Cost Curve: Solutions to Expand the Supply
of Affordable Rentals represents the culmination of over a
year of research.” This report is organized into two main
sections addressing the following questions:

1. What drives costs and why?
2. What are the recommended actions?

This report greatly expands on our earlier publication by
providing more detail on the cost drivers, including how
those drivers vary by market. In addition, this report offers
a detailed set of recommended actions to bend the cost
curve with the goal of moving toward a more efficient and
lower-cost affordable rental housing delivery system.

These recommended actions apply to actors at the federal,
state, and local levels of the housing industry landscape.
Whether you are a developer (private or nonprofit), public
official, housing finance agency, financier, or advocate,
this series of recommendations is intended to arm you
with actionable ideas and to stimulate dialogue on this
important issue.
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What Drives Cost and Why?

IN ORDER TO BUILD a more cost-effective affordable
housing delivery system, it is important to identify the
factors that contribute to the cost of developing affordable
units. Conversations with practitioners throughout the
country yielded a significant list of cost drivers. These

elements vary by market, project type, and funding source.

While some cost drivers are unique to the affordable
housing sector, others are experienced by all developers
trying to work in a given jurisdiction. This report will
identify the following most commonly cited cost drivers
and discuss their impact and applicability:

M Project Scale

M Project Design and Construction

M Finance and Underwriting

I Program and Investor Requirements

I State and Local Regulations

Project Scale

While a significant portion of upfront cost is directly
related to the size and scale of the development, some
costs—such as land costs, design costs, legal expenses,
and funding application fees—are fixed or only partially
correlated to the number of units in a development. In

the case of land prices, sellers and brokers often assume
that a property will be developed to maximum density

at market rates when determining asking prices. These
fixed costs make smaller developments (particularly those
developed at less than the density allowed by existing
zoning and land use codes) less economical on a per-unit
basis. Therefore, in some circumstances, per-unit project
costs could be reduced by removing the barriers to larger
projects.

To build additional units, a developer could use a larger

lot or develop an existing site more intensively. While the
former method can bring some economies of scale, land
and soft costs may increase as a result. A better method

of achieving greater cost-effectiveness may be to develop
more units on a given site through increased lot coverage,
greater building height, or the construction of smaller units.

However, there are often significant barriers to increasing
the number of units built on a given site, including the
following: a lack of renter demand for additional units;
requirements on density, size, amenities, or design
features imposed by jurisdictions or funders; and
inadequate funding to cover the incremental increase

in total development costs. It should also be noted that
additional density does not necessarily lead to lower costs.
For example, larger developments may require a shift
from wood-frame to more expensive steel construction.
Alternatively, a development might be built in phases, thus
increasing soft costs.

Project Design and Construction

While reducing the cost of affordable housing development
is an important goal, it is important to recognize that
savings should not come at the expense of quality. When
affordable housing is poorly designed, unattractive, and
unsafe, it will fail to meet the goal of providing decent
shelter for low- and moderate-income individuals and
families.

The importance of high-quality design and construction
has been proven over the years through failures (such

as the high-rise public housing properties that have
required expensive redevelopment) and successes
(including mixed-income developments and Low Income
Housing Tax Credit developments). Furthermore, many
developers intend to own and operate an affordable
housing development in perpetuity, whereas comparable
market-rate developers might operate under a shorter
time horizon. Therefore, higher upfront costs may be
economical if the measures improve the long-term viability
of the development. Some developers have begun to
design and build with greater attention to life-cycle costs.



There are policy, financial, and regulatory barriers to
controlling design and construction costs:

B Community concerns. Project designs may need to
incorporate certain elements to comply with regulatory
requirements, combat community opposition, or meet
other policy goals.

M Site selection. Given limited financial resources
and a protracted development time frame (in which
community opposition may play a significant role),
many developers have difficulty locating appropriate
sites for affordable housing development. In some
cases, affordable developers secure property from
the public sector, often redeveloping disinvested infill
sites as part of a comprehensive redevelopment plan
and at the behest of the locality. As a result, affordable
developments may be built on more challenging
sites than market-rate developments. When these
developments use public resources, developers are
often also held to higher standards for environmental
remediation.

M Price of construction labor. This is highly market-
specific, based on factors including the strength of the
market, the level of workforce unionization, the types
of projects being built, and the sources of financing,
which may impose requirement such as Davis-Bacon
prevailing wage scales.?

[l State and local regulations. Regulations may prohibit
innovative building techniques or require standards that
exceed codes. Examples include construction models
that incorporate manufactured, modular, and panelized
housing. Factory-based work can yield savings based
on economies of scale in material purchases and the
ability to work in a controlled environment, among other
factors. While these methods are generally associated
with single-family homes, prefabrication is being
increasingly used in the multifamily sector, including a
32-story residential tower in Brooklyn, New York, and
a 25-story dormitory in the United Kingdom.®

Finally, certain industry practices influence costs.

Many developers use customized designs for each
development, which can be expensive and time-intensive.
Developers can often achieve economies of scale by using

standardized designs and products throughout their own
portfolio. Furthermore, the repetition of standardized
design and construction could help identify inefficiencies
in the process, which could potentially lead to lower costs.
However, those who want to reuse designs may encounter
several roadblocks depending on the sources of financing
and the jurisdiction in which the development is being built.

M Design requests from neighborhood groups. Once
again, the opinions of the surrounding neighborhood
matter. Communities often want specialization, and
developers should be very sensitive about how the
scale and aesthetics of the development fit into the
fabric of the neighborhood. To address these concerns,
developers must often deviate from standardization.

M Adapting to the site. Infill projects and non-
standardized sites can create layout challenges. In
these cases, replication of design could be inefficient
if it takes away from appropriate site analysis.

M Jurisdictional fragmentation. Developers working
in multiple municipalities may have difficulty replicating
designs, as each jurisdiction often has different codes,
standards, and regulations.

TORTI GALLAS & PARTNERS INC.
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Finance and Underwriting

Real estate development is fundamentally shaped by the
sources of capital available. For market-rate residential and
commercial developments, both investors and developers
generally share the common and (comparatively) simple
goal of profit maximization. The financing process is
more complicated for affordable housing developments.
By targeting lower-income households, the developer is
reducing or eliminating opportunities for the same level of
profit as in a market-rate development in order to provide
a benefit to the community. The reduced ability to earn a
profit has several implications:

M Investors who are purely yield-driven are less
likely to participate in the affordable housing
market. While this loss of capital availability is
partially offset by public, nonprofit, and mission-driven
actors, the decrease in the number of investors in the
marketplace gives those who do participate more power
to dictate terms.

Il Affordable housing developments tend to be
much more complicated. While some lending
institutions will provide conventional financing for
affordable developments, developers must balance
these sources with lower-cost capital from investors
and public agencies that have motivations beyond
profits. As a result, developers may be forced to
structure the deal around the terms and goals of the
funder in addition to the needs of the marketplace.
Furthermore, developers must often assemble multiple
layers of funding for a given deal given the limited
availability of affordable housing capital.

Capital Availability

In general, market-rate deals enjoy more flexible financing
than affordable housing deals. Market-rate developers
can raise capital for the overall company or a portfolio of
properties and then deploy it quickly. Investors are taking
risk based on the overall financial health of the company
or a pool of deals, rather than each individual deal. This
gives investors and developers more flexibility to adapt to
changing market demands and cost pressures.

Affordable housing developments, on the other hand,

are generally financed with a mix of public and private
capital tied to the specific development or jurisdiction. The
requirements of public programs and the investors who
participate in them influence the types of developments
that get built. The affordable housing community has
adapted its development model to fit these requirements.
It is difficult to change the framework in which affordable
housing developers operate, since doing so requires
changes to laws, regulations, developer practices, and
investor expectations.

The lack of capital availability and flexibility prevents
developers from undertaking certain financing structures
and development types, which has significant implications
for cost control. For example:

Il Affordable housing finance is mostly project-
based. Developers must identify properties, begin
scoping out a deal, and then start to assemble
financing. This creates delays and increases costs.
Entity- or portfolio-level capital is rare, but if such
financing were available, developers could quickly and
strategically deploy this capital when opportunities
arise.

M Financing is scarce for the acquisition of
multifamily developments needing little to no
rehabilitation. Affordable housing developers without
flexible capital are at a disadvantage in competing for
these properties, especially in hot markets. In addition,
funders—public, private, and nonprofit—can add
requirements and regulations that decrease the cost-
effectiveness of these investments. If public subsidies
are used to make the purchase, the presence of existing
tenants who earn more than the subsidy sources’
income restrictions could create compliance challenges
and/or lead to evictions.

M Financing is often difficult to access or more
costly for smaller multifamily projects. According
to 2009 American Housing Survey data, 79 percent of
multifamily renter households (excluding renters who
live in single-family homes) live in buildings with fewer
than 50 units.® Origination, underwriting, servicing,
and asset management costs generally do not vary by



deal size, and thus account for a proportionally higher
percentage of costs in smaller deals." This results

in higher costs for developers and lower yields for
investors. In addition, small loans are often difficult

to securitize, so the availability of capital is highly
dependent on portfolio lending.'”? However, small
multifamily development and preservation is crucial

to the affordable housing market overall. Much of this
stock is affordable (with or without subsidy). Fannie
Mae estimates that 86 percent of its small multifamily
loan portfolio is affordable to households at or below
100 percent of area median income.™ Furthermore, a
significant portion of this stock is aging and in need of
capital repairs; over half of small rental buildings are
more than 30 years old."

M Capital is often unavailable or difficult to use
for developments that incorporate innovative
building types or construction methods. This
includes accessory dwelling units (ADUs)' and
prefabricated structures, which can reduce the per-unit
development cost of a project.

M Mixed-income developments often struggle
to obtain financing and often face additional
hurdles. These developments can contribute to
economic diversity, community revitalization, and
enhanced resident economic mobility. In some
scenarios, rents from market-rate units can cross-
subsidize affordable units. However, financing these
deals can be difficult, as many investors work

exclusively with market-rate or affordable developments.

Within the financial institutions that finance both of
these types of development, affordable and market-rate
lending may occur in different departments that may
not be accustomed to coordinating, which can add
complexity and uncertainty to the deal. Regulatory-
related costs and requirements can also disrupt

the return structure of the market-rate portion of a
mixed-income development. When public funds and/
or land are used for mixed-income development, public
requirements sometimes end up applying to the entire
development, making market-rate more expensive than
in a fully unsubsidized development. Finally, project
feasibility depends on the strength of the market.

Mixed-income developments can work well in high-cost,
urban markets. However, in weaker markets, mixed-
income developments must be of higher quality and
must be very well located to attract market-rate tenants,
whose higher incomes provide them with a wider

range of housing choices. These factors can increase
costs, which sometimes offset the added revenue from
market-rate units and make these deals less profitable.

Deal Structure

Affordable housing development and the acquisition and
major rehabilitation of existing housing are generally
financed with a combination of debt and equity. The
amount of debt a development can carry is based

on the amount of income that can be generated by
tenants’ rental payments. As these rents are set at levels
affordable to low- and moderate-income households,

the resulting revenue is insufficient to finance the full

cost of development through debt alone. Consequently,
developers must seek equity investors. The Low Income
Housing Tax Credit program is the primary source of
equity for affordable multifamily developments, providing
capital for more than 100,000 apartments each year and
2.4 million apartments since its creation in 1986.' State
housing finance agencies (HFAs) award housing credits to
developers, and investors purchase those credits to offset
tax liabilities, thus providing the equity for the development
of affordable homes. Any remaining financing gaps are
filled with a combination of sources that can include grants
and soft loans.

Unlike other types of real estate developers, affordable
housing developers are generally unable to earn returns
from either rent or increases in property values. Subsidy
programs limit the amount of rent that can be charged to
tenants, limiting cash flow. In addition, many affordable
housing developers intend to keep their properties
affordable for extended periods of time (or in perpetuity)
and do not sell the property and earn capital gains.
Therefore, their main source of compensation is the
developer fee, which is built into the overall deal structure
and often counted as an upfront cost. Without these fees,
developers would not have the resources to assemble and
operate affordable housing investments.

13
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The specific structure of an affordable housing develop-
ment is often dictated by the particular funding sources
that are used. Many of the characteristics of a typical
investment directly or indirectly lead to increased costs,
including:

Il Tax credit allocations. In applying for housing credits,
a developer generally submits a funding application
with a proposed budget that enumerates project costs.
Successful applications will receive a funding allocation
based on this budget. This structure reduces the direct
incentive to lower costs beyond the HFA cost control
standards. In addition, allocations are made early in a
process that can take several years to complete. When
projecting the budget, developers have an incentive to
hedge against the risk of cost inflation and overruns by
increasing their upfront figures, since opportunities for
a revised allocation are limited. Once the allocations are
made, there is little incentive for developers to use less
than the full allocation. Equity investors base decisions
on the expectation that they will use the full allocation,
and therefore in many circumstances any excess funds
are used on project upgrades, rather than in a reduction
in housing credit equity. While this increases the cost
of development, well-designed upgrades will efficiently
extend the building’s useful life.

M Fees. Many project fees—including developer fees,
architecture fees, and legal fees, among others—are
based on a percentage of total development costs.
This structure reduces the incentive to decrease
development costs.

M Risk. Since profit margins are lower for affordable
deals, lenders and equity investors have an increased
incentive to minimize their risk profile, leading to tighter
underwriting standards. Risk aversion can also lead to
a preference for a narrow range of development types.
This risk aversion has positive and negative aspects.
Conservative underwriting can lead to better financial
performance. However, conservative underwriting
can lead to higher upfront costs (often in the form of
higher reserve levels) and limit a developer’s ability to
undertake innovative deals and development types that
may prove to be less costly overall.

Il Capital reserves. Developers must set aside a
portion of funding for reserves, which are used
to cover construction cost overruns, shortfalls in
operations funding, a loss of public subsidy, or ongoing
maintenance needs. Adequate reserves are necessary
because affordable developments operate on thinner
margins overall, limiting the cash flow available to deal
with problems that may arise. However, investor risk
aversion can lead to greater reserve requirements,
driving upfront capital costs higher.

By design, the housing credit does not provide enough
capital to finance the entire development, and developers
must seek out other sources of financing. Since most
housing credit developments reach households at

lower incomes than basic housing credit restrictions,
subsidized public financing is often needed for a portion
of the development costs."” Furthermore, regulations
governing some public funding sources mandate or provide
incentives for obtaining additional or “matching” sources
of financing. The resulting “layered finance” structure
significantly influences costs in the following ways:

M Additional paperwork, fees, and due diligence
expenses. Incorporating multiple sources of funding
requires specialized consultants and duplicative
professionals (attorneys, accountants, etc.).

M Barriers to entry. Deal complexity can narrow the
range of developers and professionals to those with
the capacity and experience to balance multiple
funding sources. The scarcity of capital for affordable
housing development creates robust competition that
often results in funding being directed to established
high-capacity developers and professionals. These
developers generally produce affordable homes
efficiently. However, deal complexity and the
competitive marketplace can create barriers to entry
for startup or smaller developers and professionals who
may be able to bring innovative practices or effectively
fill market niches.

M Increased complexity and longer timelines. More
complex deals take longer to assemble, which increases
both soft costs and land holding costs. Financing and
project details may need to be reworked as time goes



by as a result of changing circumstances. Interest rates
for various sources of financing may change, as can
the price at which investors will buy housing credits.
For example, in particularly strong markets such as
Houston, affordable housing developers must compete
with a robust market-rate sector for subcontractor
services. This competition is compounded by ongoing
competition with the oil and gas industry for labor.
Construction companies may require a premium

to agree to work under the more drawn-out (and
sometimes uncertain) affordable housing development
timeline.

B Compliance issues. Developers must generally
comply with multiple (sometimes conflicting) standards
and regulations, which drives up complexity and costs.
In some circumstances, a developer may be required
to conduct the same due diligence items, such as
appraisals, reviews, and inspections, separately for
each funding source.

M Project phasing. Developers may be forced to split
larger developments into phases as separate deals as a
consequence of limited funding and the requirements of
multiple financing sources. Phasing may be necessary
in some circumstances given developer capacity,
rental market conditions, and a desire to minimize
displacement when redeveloping existing housing.
However, numerous costs are associated with project
phasing, including soft costs that are incurred for
each phase, such as developer, application, design,
engineering, legal, and professional fees. In addition,
the more extensive timeline increases land holding
costs when phased land acquisition is not feasible.

Program and Investor Requirements

Investors and public funding programs can also influence
costs based on the specific terms under which funding
is made available, including regulations, program
requirements, and timing.

First, funder requirements can increase hard costs by
imposing specific design and construction standards,
though these requirements are also commonly included
in municipal building codes and zoning requirements. For

example, some funding programs and investors institute
rehabilitation minimums for developments involving the
recapitalization of multifamily housing. The rationale behind
these minimums is that investors want to ensure that the
property will not encounter deferred maintenance within

a few years of rehabilitation. If the property deteriorates,

it becomes a greater financial risk. Therefore, many
investors prefer to incur more costs in a project upfront to
ensure that the property is of lasting, high quality. While
these minimums may serve as a barrier to lower upfront
costs, they would constitute money well spent if the useful
life of the building is extended. Other examples of specific
funder and investor requirements affecting hard costs are
parking minimums, unit size minimums, storage standards,
and amenity requirements.

Funders also influence costs by the timing and methods

in which funds are distributed. A notable example is the
process through which housing credits are allocated. State
HFAs hold annual competitions for housing credits and
then developers who receive an award sell those credits
to investors through a process called syndication. HFAS
determine which developments get funded through their
qualified allocation plans (QAPs), which set minimum
standards and provide point-based criteria for meeting
state priorities. As competition for housing credits is strong
in most states, HFAs must balance multiple priorities from
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a large number of applicants, and the application review
process can be lengthy.

These time delays can have significant cost implications,
most notably in securing sites and contractor services.
Since most affordable housing developments rely on

the developer’s ability to obtain housing credits, many
developers do not complete the site purchase until they
receive the allocation. As a result, purchase prices must
at times be increased to compensate the seller for the
uncertainty and the extended length of time to close the
deal. In circumstances when developers do have full site
control/ownership prior to the allocation process, they
incur holding costs while the housing credit application
is under review. The same principle applies to identifying
the rest of the development team—contractors and other
professionals require a premium to compensate for the
uncertain timing.

HFAs also frequently revise the standards and incentives
in their QAPs. While examination and improvement are
important, they often create a steeper learning curve as
developers must adapt to frequent changes. A lack of QAP
consistency can also narrow the field of developers, as
those who are less experienced with the program may not
be able to react as swiftly and effectively to QAP changes.
Developers must also comply with other funding timelines.
The funding application cycles for secondary financing do
not always align with the QAP review timing, further adding
to time and costs.

In addition, many research participants stated that there
are significant challenges to using tax-exempt private
activity bonds, which provide the debt financing for deals
that use 4 percent housing credits. First, the interest rates
on bond financing are not always competitive with other
types of debt, particularly FHA loans. However, in order

to be eligible for 4 percent credits, at least 50 percent of
eligible land and building costs must be financed by tax-
exempt bonds and developers do not have the flexibility
to use more competitive sources of debt financing.'®

To comply with this requirement while obtaining more
competitive long-term financing, developers sometimes
use tax-exempt bonds (incurring all the associated costs),
only to repay those bonds after construction completion
with a more optimal source of takeout financing.” In the

meantime, the developer is paying the higher interest rate
on the bond financing, driving up costs further.

Incentives to Meet Other Policy Goals

While market-rate developments are primarily assessed
according to financial viability, affordable housing
developments—particularly those funded through the
housing credit program—must compete for funds and
are assessed against a variety of social policy standards.
The amount of financing available for affordable housing
is insufficient to meet demand. Therefore, minimum
standards and scoring incentives in QAPs (as well as other
funding programs) drive what gets built, as developers
compete to meet these standards and design better-
scoring projects. While many of these goals are desirable,
meeting them can increase hard, soft, and ongoing
compliance costs. The following standards and incentives
were cited by research participants as having a notable
effect on development costs:

M Site-specific incentives. Some state HFAs offer
location-specific incentives for projects near transit, in
infill locations, or in targeted community revitalization
areas, among others. In some cases, these sites can
be more expensive—for example, there may be price
premiums for transit-served properties. In others—
such as infill locations—the site requires significant
demolition, remediation, or preparatory work. In
addition, the incentives themselves can increase the
cost of the property—knowing that the QAP is creating
demand for a certain site type, sellers/brokers often
increase their asking price.

Il Commercial space. In an effort to promote mixed-
use development and broader economic growth in a
neighborhood, some QAPs (as well as state and local
regulations) include incentives or requirements for
including on-site commercial space. Affordable housing
developers may not have experience in the commercial
market; this learning curve can increase costs. It also
is often difficult to finance the commercial space, as
the projected income often cannot be borrowed against
without preleasing the space. In addition, in many
cases the requirement for commercial space exceeds
the amount that the market can support. Preleasing



is particularly difficult in previously disinvested areas,
where the project is intended to be a catalyst for further
development. These spaces often take time to fill and
can have higher vacancy and delinquency risk when
compared with national retailers. Vacant commercial
space can have a negative impact on the curb appeal
of a project, causing spillover effects to the residential
portion of the development. When commercial activity
does eventually improve in a community as a result of
initial reinvestment by the affordable housing sector,
subsequent private market participants stand to benefit
from the initial housing investment and risk-taking.

B Community engagement. Some HFAS give priority
to developments that can demonstrate community
support. This can put developments that are facing
significant not-in-my-backyard (NIMBY) opposition at a
significant disadvantage, without regard to the quality of
and need for the development. In these circumstances,
the developer may be forced to adopt lower densities
or make design changes that are not optimal for the
development, thereby increasing costs.

M Match and leverage requirements. Many QAPs
include a minimum match, a leverage requirement,
or additional incentive points for exceeding a given
standard. To improve competitiveness, some developers
may add features in order to pursue additional funds
and enhance the leverage score.

M Other incentives or requirements. These include
historic preservation rules and mandatory amenities
such as community rooms, computer labs, and green
space.

Green Building and Energy Efficiency

Green building and energy efficiency requirements and
incentives constituted the most widely discussed policy
goals throughout the research process. Many HFAs

have incorporated environmental sustainability into their
minimum requirements or added incentive points for
meeting performance standards or obtaining a third-party
green certification. While green building and sustainable
development practices may add capital cost upfront, there
is significant potential for ongoing cost savings in the
multifamily building sector as well as in other program and

policy areas.?® Estimates of potential gas and electricity
consumption savings reach 28 to 29 percent, with savings
of up to $9.2 billion in 2011 energy prices.?' While

not every requirement or technique is cost-effective or
desirable, evaluations of existing green building measures
confirm that well-designed and properly implemented
measures can indeed yield significant financial savings.

A recent analysis of developments that met Enterprise’s
Green Communities Criteria achieved lifetime utility cost
savings of $3,709 per unit, compared with incremental
costs of $3,546 per unit.?® There are, however, several
barriers to achieving the full potential of green building—
related cost savings, including:

B Underwriting. For a number of reasons, the financial
community does not always accept the projected
savings when underwriting a deal. These reasons
include a lack of familiarity with green building
practices, projected payback periods, and whether there
is the ability to recapture utility savings for efficiency
improvements, particularly in developments that have
tenant-paid utilities.

Il Waivers. Developers sometimes have difficulty
receiving agency waivers or adjustments to utility
allowances (or other regulations) necessary to recoup
cost savings from efficiency investments.

Il Other requirements. HFAs, governments, and funders
sometimes require overly specific measures that may
not be cost-effective given the specific project context
(for example, requiring individual metering for all units in
a senior/supportive housing development).

Incentives for Cost Control

While many QAPs and funding competitions include
incentives that drive up costs, a significant number also
explicitly include cost-control elements. When designed
correctly, cost-control requirements and incentives can
serve as a counterweight to other factors that might

drive up expenditures, pushing developers to find more
efficient methods of achieving those goals. However,
poorly designed cost controls can result in a “race to the
bottom” in terms of quality and create barriers to certain
developments, such as developments that serve families or
vulnerable populations. In addition, inaccurately calculated



cost caps can even lead to increased costs, as developers
and contractors sometimes bid up to the maximum
allowable level.

State and Local Regulations

The state and local regulatory framework can have a
notable effect on the supply of housing and the cost

of development.® However, unlike affordable housing
financing and program requirements, these factors often
affect both market-rate and affordable developments,
although in practice the effects are not always equal.

Many state and local regulations and fees have reasonable
justifications, including environmental protection and
ensuring adequate infrastructure. Growth management
policies that allow for denser development within a
municipality or region can lead to increased housing
supply, and possibly increased affordability.* However,
other regulations are inefficient at best and discriminatory
at worst. Land costs and entitlement and permitting fees
can create a substantial cost floor, before a developer even
breaks ground, regardless of the developer’s efficiency

or the project type.?® As a result of these higher baseline
costs, the ability of market-rate housing to reach lower
income levels is limited and affordable housing subsidies
result in fewer units.

Impact Fees and Entitlements

Most jurisdictions impose a number of conditions before
allowing developers to proceed with construction. Existing
zoning codes and land use regulations set restrictions

on the type and size of developments that can be built

on a specific parcel. Developments that fall within those
parameters are generally considered “by-right,” and

can generally proceed without extensive review and
approval. Proposed developments that do not fall within
this framework must receive the necessary variances and
entitlements in order to proceed, which can add delays
and costs. In addition, jurisdictions generally impose
either direct requirements, to develop or improve the
infrastructure surrounding the development, or impact
fees, which are used to fund infrastructure and service
improvement across the jurisdiction.

In many cases, these requirements are necessary to
sustainably manage growth, and developers should pay

a fair share for the general upkeep and maintenance of
the community. However, inefficiencies in the process can
inhibit affordability for the following reasons:

M Excessive fees and requirements exclude
some development. Impact fees and infrastructure
development requirements can be excessive and are
sometimes instituted to prohibit affordable housing
development, or are enacted in lieu of politically
controversial tax increases.

M Limits on by-right development can prohibit
development. Jurisdictions often put narrow limits
on by-right development, in an effort to exert greater
control over the types of projects that are built and
address community concerns.

M Flat impact fees are regressive. Flat impact fees
that are not scaled based on unit type or size are
regressive, imposing higher costs on smaller projects
that may actually have less impact.

M Unpredictable time frames can increase costs.
The extended time frames and unpredictability
associated with the zoning, permitting, and entitlement
process can increase both hard and soft costs.

B Community opposition can inhibit a development.
In many jurisdictions, community stakeholders have
one or several opportunities to provide feedback
on proposed development projects before they are
allowed to proceed. This process can be invaluable
for obtaining insights into the neighborhood and
to gaining stakeholder buy-in for affordable rental
developments. While this process is critically important,
it can also lead to increased costs due to time delays or
negotiated additions that may or may not enhance the
development. When poorly managed, the community
engagement process can also be unnecessarily
confrontational and strong opposition can lead to the
cancellation of the entire development.

Il When developing outside the urban footprint,
developers in some jurisdictions have to pay the
full cost to extend infrastructure. With the new



infrastructure in place, other developers may follow and
build at much lower expense. Such a structure may be
useful in urban areas attempting to control sprawl and
encourage infill development. However, this can create
a significant barrier to affordable housing in rural areas.

Regulations Affecting Project Type

Aside from direct fees and process-related delays, the
state and local regulatory framework can influence building
types and design, as well as the number of units built.

M Parking minimums were the most noted
barrier over the course of our research. In some
cases, such as in rural markets or in car-dependent
communities, it is appropriate to provide large amounts
of parking based on market demand. However,
large amounts of parking are not always necessary,
particularly in areas well served by transit.?8 At the
jurisdictional level, parking minimums can decrease
the overall supply of housing, discourage certain
development types, and increase rents.?” These effects
are also felt by individual developments. Parking
requirements increase construction-related hard costs.
In addition, dedication of large amounts of land for
parking reduces the number of affordable units that
can be built and drives up per-unit costs. The cost of
parking is especially high in areas where land values
are high. One report estimates that a typical parking
space in San Francisco adds $25,000 to $50,000 in
construction costs for new housing.?® Developers can
still accommodate greater density by incorporating
structured parking, but such projects have significantly
higher construction costs than those with surface
parking. This space may be economically unproductive
to the developer if parking minimums exceed the
amount needed in the market. When the developer
assesses optional fees to defray the cost of parking
construction, any insufficient demand would hurt
the development’s financial performance. If parking
construction is financed with housing credit equity, the
developer may not charge optional fees. Instead, the
cost of parking must be included as part of the tenant’s
rental payment. Since rent levels are restricted, the
developer’s ability to recoup the cost of construction

of extraneous parking spaces required by local parking
minimums is limited.

M Jurisdictions can also directly influence the
types of projects that can be built through
density requirements, height maximums, and
size minimums. Zoning codes can also restrict the
locations in which affordable housing can be developed,
and may require the incorporation of commercial space
into residential development.

M Some jurisdictions also ban or make it difficult
to build specific types of projects. Group homes,
micro-units,? and ADUs often face challenges if they
are not by-right project types.

Regulations Affecting Hard Costs

Jurisdictions can also impose regulations or restrictions
that have a direct impact on site preparation and
construction costs.

M Building codes. These codes often include
accessibility requirements, historic preservation
protocols, and energy- and/or water-efficiency
standards. Codes may even dictate the specific type
and size of amenities that must be incorporated into
the project, provisions that may put cost-restrained
affordable developments at a disadvantage.

M Rehabilitation standards. Similarly, many
jurisdictions require that major rehabilitation projects
be brought up to current code for new construction.
This can lead to significant increases in costs, or make
rehabilitation projects cost-prohibitive. This problem can
be avoided by adopting separate rehabilitation codes.

M Site selection. Jurisdictions can have an impact
on hard costs by influencing the type of sites that
affordable housing developers can use. Many deals are
driven by land purchases from the public sector, where
the jurisdiction identifies land for affordable housing
development, often as part of a broader community
revitalization strategy. Many sites require costly
environmental remediation or other site preparation
challenges.



Regulations Regarding Public Procurement
and Development Team Selection

As previously discussed, the timing and choice of
development team members can have a significant impact
on costs. The efficiency of the development team is affected
by marketplace competition, familiarity with regulations

and program requirements, and the ability to value-
engineer early in the development process, among other
factors. Several federal, state, and local rules affect who
can participate as part of the development team and their
compensation levels, directly affecting the project budget:

M Qualified contractor regulations. In an effort to
ensure that public spending goes toward qualified
entities, jurisdictions sometimes create approved
vendor lists. While this may prevent lesser-qualified or
lower-capacity professionals and subcontractors from
receiving public funds, it can also decrease competition
and result in higher costs.

M Procurement methods. Some jurisdictions and
funding programs (at the federal, state, and local levels)
require public, open bidding processes for the selection
of subcontractors. These restrictions are in place to
prevent procurement-related improprieties. However,
these regulations can delay or prevent the value-
engineering process.

M Procurement preferences. Jurisdictions may
influence the development process to meet other
social goals, including but not limited to increasing
diversity among public contractors. These preferences/
requirements include local hiring, minority- and woman-
owned business enterprises (MBEs/WBEs), HUD
Section 3 (hiring preferences for low-income workers),
and setasides for nonprofit entities.

Il Wage rate regulations. Prevailing wage rules,
including federal Davis-Bacon standards, can have a
significant impact on costs, depending on the labor
market in which the project is being built. These
standards often require construction workers and trade
professionals to be compensated at or near union-level
pay rates. This increases costs, which jurisdictions must
balance against the social goals of the measure. Setting
aside the direct impact of these measures on costs,
there are additional challenges in how these policies

are implemented that can further increase labor costs.
Residential rates are generally lower than commercial
rates. However, in some circumstances shelter-based
developments are classified as commercial (either as

a result of building size or the inclusion of a significant
commercial component in mixed-use developments)
and therefore must use higher rates. In addition, if there
are not enough residential contractors in an area to
determine the regulated wage, commercial construction
rates are used, which can increase costs.

Impact of Regulatory Complexity

Each of the aforementioned regulatory barriers can increase
the cost of housing preservation and development generally.
When all the applicable regulations are taken together, the
combined effect can exacerbate the cost impact, especially
for affordable housing, where the developer must also meet
the multiple program and financing requirements discussed
earlier. Developers could better plan for and mitigate

the costs of these regulations if the overall framework is
simplified, explicit, and straightforward. Unfortunately, this is
not always the case:

M Jurisdictional fragmentation can lead to
significant costs to developers, as they must
meet the different standards and codes of each
entity. This factor applies when developers work in
multiple municipalities and when they apply for funding/
approvals at different levels of government (i.e., local,
state, and federal). Requirements and incentives do
not always align and are often difficult to reconcile.

For example, a state funding program may prioritize
developments with a larger number of smaller units,
while the local jurisdiction may prefer family-sized units.
In addition, funding rounds often lack coordination,
extending the development timeline.

M Jurisdictions often negotiate with developers
over the terms that the project will need to
meet to receive necessary permits, variances,
and entitlements. While this process can result in a
mutually beneficial resolution, efficiency is sacrificed
when developers cannot anticipate the specific
standards that the development will need to meet.
This process can also lead to last-minute changes that
further drive up costs.



What Are the Recommended Actions?

BENDING THE COST CURVE is a complex challenge
that varies across markets. Based on the research and
interviews conducted as part of this analysis, Enterprise
Community Partners and the ULI Terwilliger Center

for Housing developed a set of specific, actionable
recommendations for lowering the cost of affordable rental
housing delivery. The recommendations fall into six broad
categories:

1. Promote cost-effectiveness through consolidation,
coordination, and simplification.

2. Remove barriers to reducing construction costs and
delays.

3. Facilitate a more efficient deal assembly and
development timeline.

4. Improve and align incentives.

5. Improve the flexibility of existing sources of financing
and create new financial products to better meet needs.

6. Support the development and dissemination of
information and best practices.

The remainder of this report will delve into each category
and provide details for each recommendation.

1. Promote Cost-Effectiveness
through Consolidation,
Coordination, and Simplification.

The affordable housing delivery system consists of a
diverse range of stakeholder groups, each with its own
goals, priorities, and timelines. Rarely are these interests
coordinated in a systematic way. However, doing so would
result in a simplified, more streamlined system with shorter
development timelines and lower costs. The following
recommendations focus on eliminating duplication,
reducing complexity, and enhancing efficiency throughout
the affordable housing delivery system.

Coordinate and consolidate monitoring and due
diligence activities. For most developments, each
funder and regulatory agency conducts its own due
diligence for the deal and ensures compliance with its
rules and regulations. This “layered financing” can thus
lead to significant duplication, including but not limited

to forms, legal documents, and inspections. Financiers
and regulatory bodies should coordinate to eliminate
overlap in the underwriting, due diligence, and ongoing
monitoring processes to the greatest extent possible. This
collaboration can take several forms, including developing
common forms and protocols for a given region, delegating
authority to a lead agency, and deal-by-deal negotiations
to reconcile standards and paperwork.

One example is the MassDocs system spearheaded by the
Massachusetts Housing Partnership, a statewide public
nonprofit organization. MassDocs is a unified loan-closing
document system for affordable housing.*® MassDocs

is intended to eliminate duplicative paperwork and legal
expenses by combining the loan documentation for each
subordinate funding source. The process is completed
using an online automatic document assembly system. In
the unlikely event of a default, these subordinate lenders
are in a joint position (proportionate to loan size) to
recoup any assets that remain after all senior debts are
repaid. All developments receiving a state subsidy or a
federal subsidy passed through to the state must use this
system.s!

While innovations that promote greater coordination,

even incrementally, among financiers are important,
other models exist that could take this principle to its
logical extension. Many market-rate projects are financed
through a “participation structure,” in which one actor
provides the initial financing in full and takes responsibility
for all underwriting and due diligence. This actor then
“sells” participating stakes to other lenders and investors.
Adopting or piloting this model for affordable housing
could potentially lead to significant cost reductions. This
structure creates a “one-stop shop” for the developer and

21



22

shifts the burden of assembling multiple layers of financing
to the lead financier. This could significantly shorten the
deal assembly timeline and limit associated land holding
costs, reduce compliance burden, and decrease soft costs
associated with layered financing. This model would not
be without challenges, however. The lead financier would
bear the upfront risk while it found additional investors
and lenders and may charge for that risk. Participating
investors would need to develop a sufficient level of trust
that the lead financier’s level of due diligence is sufficient.
However, these challenges and risks could be offset by the
increased financial viability of the development that results
from the aforementioned cost reductions.

Consolidate and coordinate competitive funding
competitions. States and localities can help streamline
the deal assembly process either by combining the
competitions/application cycles for multiple funding
sources into a single process, or by coordinating the
timelines of separate funding processes. This type of
coordination can happen at several levels:

Il Within a jurisdiction by combining federal and state
pass-through/block grant funds with local sources;

I Between the state and local levels;
M Between jurisdictions within a larger region; and

Il Between government sources and philanthropic
funders.

Examples of such coordinated funding competitions
exist in a variety of markets. Pennsylvania has a single
competitive funding program and application for its loan
and housing credit programs.®? Minnesota has a unified
request for proposals that consolidates soft funding from
state and large philanthropic lenders.®

Once funding is awarded, participating funders and
jurisdictions should also consider coordinating the
monitoring requirements for the various funding sources
into a single report. Though this might require extra time
to be spent for upfront negotiating of the requirements and
standards of this report, such coordination would reduce
ongoing compliance and operating costs.

One potential drawback to a once-per-year funding
competition is that if a project application is not ready at
the time of the competition, it must wait an entire year to
apply, adding delays and costs.

Improve and coordinate codes, zoning, and
regulation. Urban regions include multiple jurisdictions of
varying size and each with their own regulatory framework.
This can create inefficiencies for developers who work
across municipal lines. Costs associated with jurisdictional
fragmentation can be reduced by ensuring that relevant
building codes, zoning procedures, regulations, and
planning processes are coordinated to the greatest

extent feasible. This model of coordination is more
commonly found with regional plans, but similar principles
could be applied at the state or county level or where
regional governance is already in place. For instance,

the metropolitan government of Nashville and Davidson,
County, Tennessee, has a unified code that addresses land
use, building, and safety regulations for the entire region.**
When evaluating codes, jurisdictions should also ensure
that they are up-to-date and do not require obsolete

or nonstandard products and techniques, or add any
excessive requirements that can raise costs.

Streamline HUD financing. According to research
participants, HUD financing could be improved by
coordinating application and approval timelines and by
reducing the number of approvals and forms required

from different parts of the agency. At present, HUD

is undergoing a restructuring initiative with the goal

of streamlining and improving its internal operations,
including a reorganization of its field office resources.*
However, this restructuring plan is not explicit about how
these changes will affect the financing application process.
Regardless of the outcome of that process, there are other
actions HUD can take to facilitate greater efficiency in the
deal assembly process:

M Provide a single underwriter for each deal, potentially
tied to the HUD Multifamily Office consolidations.
Alternatively, underwriters can be tied to relationships
with a set of originators and developers, rather than by

geography.



I Provide greater consistency and set more accurate
expectations for the length of time it takes to move
through the application/underwriting process. This
will allow developers to better time their applications,
reducing delays or extra costs to extend rate locks.

2. Remove Barriers to Reducing
Construction Costs and Delays.

Jurisdictions can help lower costs by eliminating barriers
to timely and efficient affordable housing development.
This research identified several common regulatory
processes that could be altered at the jurisdictional level.
These changes will reduce costs and delays, and may
also encourage innovation in design and construction.

Implement smart parking requirements. Parking
standards should be carefully evaluated based on

the needs of residents and the surrounding land use.
Especially in urban infill developments near transit, parking
minimums may be substantially reduced or eliminated
entirely. Examples of “smart parking” codes for transit-
accessible locations can be found in many cities including
areas of metropolitan Boston, San Francisco, and Seattle,
where parking maximums have been set or shared parking
has been established, serving more than one use on site.

Review unit size and amenity requirements. Unit
size and amenity requirements should also be evaluated
to ensure they meet the needs of the people they are
intended to serve, while avoiding excess. Adjusting
these requirements may reduce per-unit costs, increase
density, and allow developments to increase the number
of affordable units available. Some cities, including San
Francisco, Seattle, and New York, have also started

to allow for micro-units, which are often targeted to
individuals more interested in affordable, well-located
urban living than large unit size.*”

Make rehabilitation easier. Many jurisdictions require
that substantial rehabilitation projects be brought up

to code for current new construction. These stringent
requirements can make rehabilitation cost-prohibitive. For
existing buildings, separate rehabilitation codes should

be adopted. These codes should include requirements for
structural integrity, occupant safety, and energy efficiency.

A special rehabilitation code has been adopted in the state
of New Jersey and is among the first comprehensive set of
code requirements for existing buildings.* These special
rehabilitation codes allow buildings to be rehabbed and
repurposed without sacrificing affordability.

Improve development team coordination. Central

to successful cost control is early and frequent
coordination between the developer and members of the
development team, including engineers and architects.
Some jurisdictions and funding programs require public,
open bidding for the selection of subcontractors. These
public procurement processes can impede the ability of
the development team, including the project manager,

to collaborate early and begin the design and value-
engineering process. Jurisdictions should remove barriers
in the public procurement process to encourage the
development team to work together throughout the design
and construction phase.

Support innovative building techniques. Jurisdictions
should also examine whether their existing regulatory

and zoning requirements discourage innovative project
types and building techniques, such as micro-units and
prefabricated housing. For example, there is significant
interest in construction models that incorporate modular,
panelized, or manufactured housing. Organizations such
as NextStep, a Kentucky-based network of nonprofit
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homebuilders working to replace the last 2 million
inefficient pre-HUD Code mobile homes in the United
States with energy-efficient manufactured homes,

are facilitating partnerships between the factory-built
housing industry and the affordable housing development
community. These products offer opportunities for cost
savings and architectural innovation. To facilitate these
innovations, jurisdictions should review their codes and
zoning policies and work to remove barriers. If removing
barriers jurisdiction-wide is not feasible initially, approving
small-scale pilot projects can be useful to test these
innovations and build a case for changes.

3. Facilitate a More Efficient
Deal Assembly and Development
Timeline.

In addition to changes to streamline the financing
assembly process, municipalities, states, and public
funders should address regulatory barriers and create
incentives to streamline the development process and
reduce time-related costs.

Eliminate zoning barriers to by-right housing
development. Municipalities can facilitate more efficient
development time frames and reduce costs by enabling
more by-right development. This can be accomplished by
relaxing restrictions related to density, building height, unit
size, and parking minimums, thereby freeing developers
from the need to seek waivers, variances, or rezoning.
Building and zoning codes should also allow for diverse
building types and techniques, including but not limited
to group homes, micro-units, factory-built housing,

and ADUs. Flexibility can also be achieved through
compact/cluster site plans and transfer of density rights.
Jurisdictions should provide clarity around any fees that
may be assessed and/or developer responsibilities.

This will improve efficiency by allowing developers to
plan accordingly from the beginning of the development
process.

Create clarity and structure in the public
engagement process. Jurisdictions should revisit their
public engagement processes and requirements to ensure
that developments are not unnecessarily delayed by

NIMBY opposition, but also receive the many benefits of
community input. While there is no single example to point
to as the best practice, successful engagement efforts
typically involve clarity in both the procedures and the time
frame expected for the developers and the community.
However, firm time limits without exceptions may not be
conducive in every scenario. Such a policy could result in
a development being rejected outright rather than being
given the opportunity to work through complex issues.
The Institute for Local Government recommends that the
following three components be present in an effective
public participation strategy for affordable housing: (1)
resolve uncertainty early in the process with a well-
designed process and clear, timely communications; (2)
deal with different points of view in the presentation of
developments, particularly those that are controversial;
and (3) validate participation by ensuring that public views
are welcome and respected.

In addition to process clarity, public engagement efforts
should employ multiple engagement techniques including
public hearings, focus groups, social media, and design
charrettes.*® Using a mix of techniques, in concert with
deliberative outreach to a broad diversity of community
stakeholders, creates a structure for meaningful input
within the process while minimizing the chances for a
single meeting to be dominated by a single perspective
that may lead to delays.

Adopt state policies to streamline local
development. States have the ability to ensure that local
jurisdictions provide opportunities for multifamily and
affordable housing development. Some states monitor
and provide approval for general land use plans, and

can use that process to ensure that zoning is in place to
accommodate reasonable density. Other states, such as
Massachusetts and Connecticut, have adopted policies
that allow affordable housing development by-right
throughout the state. Though there are many caveats, both
states have regulations that allow developers of affordable
housing to build at greater density in municipalities where
less than 10 percent of the housing stock is designated
affordable.*' This supports the creation of affordable
housing across the state, particularly in localities that have
a prominent affordability gap. Another option is to make



some state funding sources contingent on the adoption of
policies that facilitate affordable and multifamily housing
development. In developing such policies, states should
also avoid policies and regulations that make it easy for a
local jurisdiction to “veto” affordable housing development.

Promote QAP consistency. HFAs have the flexibility

to amend their QAPs to advance the state’s goals and

to adapt to market-specific conditions. This flexibility

also provides opportunities for experimentation and
innovation. However, frequent changes to the QAP can
lead to inefficiencies as developers must adapt to the new
framework. HFAs should promote consistency by limiting
the frequency of changes to the greatest extent feasible;
provide specific notice to developers in advance of any
significant changes; ensure that developers have sufficient
lead time to analyze the changes and adjust accordingly;
and provide technical assistance to developers to ensure
compliance.

Adopt efficient deadlines for deal assembly and
project development. Timeliness is crucial to cost
control. In addition to the aforementioned measures to
streamline the deal assembly and QAP process, state
HFAs can adopt deadlines that require deals to close in

a specific number of days. While some flexibility is likely
necessary to account for extraordinary circumstances, a
deadline could possibly compel developers and financiers
to advance through the deal assembly and underwriting/
approval process more quickly. HFAs should also examine
their placed-in-service deadline policies, particularly in
states where climate is a major factor in the development
timeline. While shorter development times may be less
expensive in general, increased costs can be incurred
when the construction process must be accelerated

to complete development before the onset of adverse
weather conditions.

4. Improve and Align Incentives.

There are roles for policy makers and financiers at the
federal, state, and local levels to improve the incentives
and to better align the numerous funding streams,
timelines, and approvals needed to develop affordable
rental housing. While savings can be achieved by creating
financial and regulatory incentives for cost control, it is

also important to ensure that quality is maintained and that
hard-to-reach populations can still be served.

Evaluate life-cycle cost considerations in the
underwriting process. In determining financial viability
and the level of reserves that are necessary, underwriters
must identify the time horizon in which the development
must be operational. In many cases, an assumption is
made that the development will need to be recapitalized
after 15 years. Yet the life of most buildings is much
longer. If the field were to underwrite based on life-cycle
costs with a lengthier useful life of the property, it is likely
to increase upfront costs—more durable construction
materials would be used and reserve levels would need
to be increased. However, this could yield significant
industry-wide cost savings if it decreases operating costs
and the frequency of recapitalization and rehabilitation

in the future. An analysis of property-level data by

the Center for Housing Policy and National Housing
Conference suggests that this underwriting model could be
successful.*? A substantial amount of existing affordable
housing could be physically and financially viable for up
to 50 years if the properties had complete access to cash
flow and refinancing proceeds or with modest additional
investment at the time of development. The study also
found that the cost savings from avoiding recapitalization
outweigh this additional upfront investment.

Create incentives for green building and energy-
efficient design. During the course of this research,
green building and energy-efficient design requirements
and incentives were frequently discussed policy goals that
were seen as both essential to producing high-quality,
durable affordable rental housing and prevalent drivers

of development costs. Though green building measures
can add to upfront development costs, a life-cycle cost
analysis will identify efficiency measures that have the
most compelling payback periods. When determining
green building standards, regulators and financiers should
focus on efficiency measures that yield significant savings
over time. Moreover, these measures should be subjected
to careful cost-benefit analysis.

Likewise, for new construction, when requiring that an
affordable housing development meet green certification,
a consistent set of criteria should be used to reduce
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compliance costs by streamlining the certification process.

For rehabilitation projects, minimum standards can be
set that require meeting a specific target, allowing the
developer to meet that standard through a variety of
potential pathways in the most efficient and cost-effective
way possible.*

Provide local incentives for affordable housing
development. There are multiple opportunities for
jurisdictions to offer programs and policies that create
and strengthen the incentives to produce affordable rental
housing. These include:

M Targeting local subsidies toward land acquisition.

Particularly in strong markets, acquiring land in areas
that are optimal for affordable housing development—
near employment hubs and transit-accessible—can
be a barrier to affordable housing development.
Jurisdictions can support affordable housing by
providing subsidies for land acquisition. Subsidies
should be carefully coordinated and funds should be
released quickly to allow for timely site control and to
condense the predevelopment timeline.

W Offering property tax abatements for affordable
housing during the development phase. These
abatements provide subsidy during the development
phase and reduce soft costs. Portland, Oregon, offers
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a range of tax abatement programs designed to
promote residential development near transit stations,
rental housing rehabilitation, and nonprofit ownership
of affordable rental homes.** Philadelphia offers a
residential development property tax abatement equal
to 100 percent of the value of the improvements
beginning the month after the building permit is
issued.* The term of the abatement is up to 30 months
or until the property is sold, transferred, or occupied.

Il Adopting impact fee waivers or smart impact fees.
Fee waivers can dramatically reduce predevelopment
costs. So-called smart impact fees can be instituted for
affordable housing development, whereby smaller unit
sizes receive reduced impact fees that scale by number
of bedrooms or anticipated household size. In addition,
states can encourage jurisdictions to eliminate barriers
to building affordable housing by reducing or even
eliminating impact fees where other community goals
are being met.

M Providing expedited review and permitting
for affordable housing developments. Many
jurisdictions have such programs, but they are often
contingent on additional fees. This service should
be provided at no cost and jurisdictions should set
clear and consistent expectations on the review and
permitting time frame to minimize predevelopment
delays and reduce holding costs. Montgomery County,
Maryland, has implemented the Green Tape Program to
provide a streamlined and expedited permit process for
commercial construction in state-designated enterprise
zones and for residential or mixed-use developments
that meet certain criteria.*® To qualify, residential or
mixed-use developments must designate at least
20 percent of the total number of housing units for
residents with income levels in line with the county’s
signature moderately priced dwelling unit (MPDU)
program.*” Qualifying developments receive expedited
application review and permit processing.

M Subsidizing land or infrastructure costs.
Jurisdictions can subsidize the cost of land and
infrastructure improvements in exchange for the
creation of affordable rental housing on site. This
technique, which is especially useful in master-planned



communities and planned unit developments, can be
coupled with overlay zoning to allow for greater density,
relaxed parking requirements, and increased housing
diversity.

M Creating “first-look” programs when disposing
of public land. Federal, state, and municipal agencies
should establish first-look programs to give affordable
housing developers right of first refusal for local public
land. To ease predevelopment and holding costs, these
jurisdictions can also hold land until it is ready for
development.

Consider cost in the QAP process. HFAs should
implement carefully studied direct incentives or
requirements for cost control in the QAP process.
Adjusting QAPs to incorporate cost control as a central
metric can occur in a variety of ways. While some
stakeholders found that using cost caps was an effective
way to control development costs, others noted significant
challenges with this approach. Poorly designed cost caps
can reduce project quality, create barriers to developments
serving vulnerable populations or high-cost markets, and
lead to increased cost, as developers and contractors
sometimes bid up to the maximum allowable level. These
challenges underscore the importance of identifying
accurate cost thresholds and points of comparison.

An alternative method is to incorporate cost control as

a rating factor in the QAP scoring criteria. For example,
the Minnesota Housing Finance Agency awards points

to the 50 percent of proposals with the lowest costs,
adjusted for development type. This “blind bid” approach
creates additional competitive pressures to keep costs
low. This process supplements Minnesota’s analysis of
cost reasonableness, which is based on a predictive cost
model that uses development cost data from throughout
the state.*®

HFAs could also base competitions on a variety of non-
cost-related criteria and disqualify developments that
are beyond a cost threshold. They can also revise the
QAP process altogether by identifying top priorities and
incorporating them into basic standards. A request for
proposals could be issued by the HFA and affordable
housing developments could compete on a cost basis.

Consider the time frame in which costs are
evaluated for the purpose of underwriting. In
determining financial viability and the level of reserves
that are necessary, underwriters must identify the time
horizon in which the project must be operational. In many
cases, an assumption is made that the project will need
to be recapitalized after 15 years, yet the life of most
buildings is much longer. If the field were to underwrite
based on life-cycle costs with a lengthier useful life of
the property, it is likely to increase upfront costs—more
durable construction materials would be used and reserve
levels would need to be increased. However, this could
yield significant industry-wide cost savings if it decreases
operating costs and the frequency of development
resyndication and recapitalization.

Remove perverse incentives that can increase
costs. A number of perverse incentives are built into
the affordable housing delivery system that can increase
costs. HFAs and other major project funders should
consider the following actions to better align incentives
toward cost control.

M Reduce the number of expenses calculated
as a percentage of total costs. In assembling a
development team, developers and funders should
explore alternate compensation models, including
set-price contracts and/or fee structures that redirect
a share of the cost savings to the contractor/developer.
However, such contracts would have to be structured in
a way that does not have a negative impact on project
quality or penalize projects in higher-cost markets.

M Provide flexibility in housing credit allocation
amounts. To prevent the overstatement of costs in
project budgets, HFAs can consider offering initial
allocations to developments at a lower amount and
allow limited flexibility to receive an additional allocation
if there are unavoidable cost overruns. The Pennsylvania
Housing Finance Agency reserves 5 percent of its
annual allocation for developments that have received
an initial reservation of housing credits and are seeking
additional funding. To be eligible to compete for this
setaside, developers must first reinvest an amount
equivalent 15 percent of the developer fee to cover the
increased costs.*® This policy limits the incentive for
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applicants to overstate their initial budget by providing
an opportunity to address cost overruns. The developer
reinvestment requirement ensures that there is a
continued incentive to stay as close to the initial budget
as possible.

H Create incentives to preserve contingency funds.
For example, if there are unused contingency funds, the
developer could be allowed to keep a percentage, with
the funder recapturing the remainder.

9. Improve the Flexibility of Existing
Sources of Financing and Create
New Financial Products to Better
Meet Needs.

A number of potential innovations exist that could
significantly reduce affordable housing development costs,
but they require the availability of sufficient capital for
implementation. Given investor risk aversion, wholesale
adoption of new techniques is unlikely. However, there

are many opportunities to conduct pilots, often involving
public/private partnerships, to demonstrate the financial
viability of these concepts.

Explore entity-level financial products. Entity-level
financing could allow developers to more flexibly and
quickly respond to market opportunities, including the
acquisition of existing multifamily developments. Entity-
level financing would also shorten the development
timeline, as developers would not have to delay projects
while raising capital. Though examples are rare, some
developers have successfully used the real estate
investment trust model, and a Pennsylvania developer
refinanced multiple properties with a single bond
issuance.®® States and the philanthropic community
may consider offering incentives for lenders and equity
investors to invest in such products. Such incentives may
include interest rate subsidies, risk-sharing agreements,
and portfolio- or entity-level tax credits.

In order for this model to be successful on a broader scale,
investors would need assurance that the developer has

a sufficiently strong balance sheet to carry entity-level
debt. A voluntary rating system for developers, similar to
the CARS system for Community Development Financial

Institutions (CDFIs), could be useful in demonstrating
capacity and reducing due diligence complexity.®'
Research from the Housing Partnership Network also
suggests that policy changes would be necessary to
allow developers to aggregate cash flows from different
properties to repay the debt and allow for portfolio-level
management.?

Facilitate investment in the acquisition of existing
multifamily properties. A significant portion of the
existing affordable housing stock is in unsubsidized

rental properties or subsidized properties with expiring
affordability restrictions. These developments often have
existing tenants and immediate revenue-generating
potential. Acquiring these properties and assembling them
into a portfolio can be an effective means of creating
affordable housing if the challenges of scattered-site
property management can be overcome. Both the Housing
Partnership Equity Trust and Community Development
Trust have successfully used the real estate investment
trust (REIT) structure to facilitate this type of acquisition
and portfolio assembly.>

While some limited resources exist for the acquisition and
rehabilitation of the existing housing stock, increasing
capital and regulatory flexibility could make these
developments more efficient at a broader scale.

M Support acquisition of properties needing little
or no rehabilitation. Many affordable housing
finance sources require that acquisition deals also
include a rehabilitation component. While many existing
properties are older and in need of improvements to
extend their useful life, a more flexible funding source
could facilitate strategic acquisitions. Funders can also
consider providing regulatory flexibility to projects with
rehabilitation needs below a specific threshold.

M Provide flexibility for properties with existing
tenants. Many existing properties (particularly those
without significant rehabilitation needs) will be fully
occupied. Most financing sources require that all or most
of the tenants in a development meet income standards,
which could force displacement of existing over-income
tenants. Funders can provide flexibility to developers
to defer or temporarily waive income requirements for



units rented by income-ineligible households, so that
eviction can be avoided—possibly in exchange for an
extended overall affordability period. The market-rate
rents for these units could be used to support the
development’s overall finances or to fund deeper income
targets for other units. The Connecticut Housing Finance
Agency’s Market to Affordable Conversion Program gives
developers up to 18 months to meet income restrictions
in all committed affordable units.>*

M Facilitate financing for smaller deals. Though
more difficult to access and less broadly available than
conventional financing for larger buildings, capital for
smaller deals does exist, particularly through Fannie
Mae and from mission-driven CDFIs. Nearly 70
percent of Fannie Mae’s multifamily book by loan count
consisted of small loans (under $3 million nationwide
or $5 million in high-cost markets) as of the end of
2011.%

= Ensure market liquidity during government-
sponsored enterprise (GSE) reform. Given the
status of the GSEs in government conservatorship
following the housing crisis, their future is uncertain.
Congress and the White House should ensure that any
future reform efforts preserve the GSES’ crucial role in
providing liquidity in the multifamily market, including
smaller deals in particular.

= Create public/private partnerships to provide
capital for smaller deals. In states such as
Connecticut, state agencies are partnering with
CDFlIs, local banks, and the community development
industry to provide financing for smaller projects.®® This
collaborative structure combines the access to capital
of large state entities with the knowledge and on-the-
ground relationships of local actors that are helpful in
bringing smaller developments to market in a timely
and efficient manner. While some products are geared
toward preserving existing affordable housing, others
provide financing for market-rate developments that will
continue to be affordable for lower-income residents.

Facilitate more efficient use of project reserves.
Experienced affordable housing developers with numerous
developments have a significant amount of capital tied up

in various reserves. Investors and developers can partner

to develop innovative reserve arrangements to reduce

upfront costs or to free up resources for the development/
preservation of additional units.

M Substitute guarantees for a portion of reserves.
Reserve levels can be reduced if a third-party guarantee
is available to offset the risk. The fees for these risk
guarantees could be scaled to the strength and track
record of the developer. State-level entities are well
placed to develop these guarantees. The Boston
Foundation and the Massachusetts Housing Partnership
(MHP) created and now operate the Housing Reserve
Assurance Program, designed to free up project
reserves.® Under this program, developers pay a fee
for access to a credit facility, which can be drawn
down upon if a development experiences cash flow
problems. This allows developers to reduce the amount
of operating reserves they must keep for the property.

M Allow a portion of reserves to be released over
time. Developers can negotiate agreements that allow
for excess project reserves to be released over time if
the project performs financially at an agreed-upon level.

M Explore opportunities for corporate-level or
pooled reserves. When reserves are project-based,
investor risk is more narrowly focused on the viability of
that specific deal, whereas portfolio-wide reserves shift
risk from the specific development to the developer.
Developers could provide a guarantee to investors
to cover operating shortfalls, backed by a corporate
reserve fund. Investors would require developers to have
particularly strong balance sheets and performance
histories to compensate for the changed risk profile.
Since the investor profile of each deal may vary for a
given developer, portfolio-level reserves may be difficult
to achieve at first. As an interim step, a developer may
be able to pool reserves among the deals within its
portfolio that share common investors.

Provide greater flexibility in 4 percent Low Income
Housing Tax Credit investments. The 4 percent
housing credit is an important source of funding for
affordable housing development, particularly for acquisition
or rehabilitation. There are several options for making this
program more cost-effective:
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Il Allow alternate sources of debt financing. In order
to be eligible for 4 percent credits, at least 50 percent
of eligible land and building costs must be financed by
tax-exempt bonds.% As these bonds are sometimes
more expensive than other sources of debt, cost savings
could be achieved if rules were changed to allow
alternate forms of debt to accompany 4 percent housing
credits, such as FHA multifamily loans.

M Allow private placement of bonds or direct bond
purchases. Developers incur the costs associated
with mandatory public issuance of tax-exempt bonds.
While private placement or direct purchases of tax-
exempt bonds are not always less expensive than
public issuance, additional flexibility in structuring
these investments could lead to savings in certain
circumstances.

M Explore parity trust indentures. The portion of a
bond contract that stipulates the terms and conditions
for the transaction is known as a trust indenture.
Trust indentures are generally created for each deal,
which increases legal costs. This cost can be reduced
by developing parity trust indentures, which are
standardized versions that would apply to financial
transactions with similar characteristics.

6. Support the Development and
Dissemination of Information and
Best Practices.

The diversity of markets, jurisdictions, government
agencies, and developers across the country creates
significant opportunities for experimenting with different
cost-control measures. Therefore, it is important to share
the results of these experiments so that others can learn
from both best practices and mistakes.

Create a competition to support innovative
practice. At the federal policy level, there are significant
opportunities to learn from and reward states and
jurisdictions that are effectively tackling the issue of
lowering the cost of developing affordable rental housing.
Specifically, a federal agency—led competition could
reward states that have the most cost-effective affordable
housing delivery system with a bonus allocation of housing

credits, perhaps as a priority in awarding “national pool”
credits. This national competition would both serve as a
platform to share cost-control measures and strategies
among states, and motivate HFAs and other state and
local policy makers, financiers, and developers to more
effectively coordinate to reduce costs to win both national
recognition and a coveted pool of additional housing
credits.

Determine appropriate units of measurement

and comparison. Productive policy changes require

a foundation of accurate information and data to guide
decision making. Total development costs can be a
misleading metric that jurisdictions and funders should
look beyond when evaluating the cost-effectiveness of
affordable housing. A number of other methods exist for
evaluating development costs, each with advantages and
drawbacks. More research needs to be done on these
methods to establish best practice. The most appropriate
measure (or combination of measures) may depend on
the priorities of the evaluating agency and the market in
question.

M Costs-per-unit is the most straightforward measure
of costs, aside from total development costs. However,
this metric fails to account for unit size, number of
bedrooms, and other characteristics. Developments
in markets with high land costs and those with family
and supportive units are at a disadvantage using this
measure.

B Costs-per-square-foot is another standard
comparison. It improves upon costs-per-unit by
adjusting for the overall size of the development—
larger family units are at less of a disadvantage when
this comparison is used. However, this measure
does not create an incentive to ensure that building
common areas and units are sized efficiently, unless
accompanied with an evaluation of overall development
costs.

M Costs-per-bedroom is another metric that removes
the evaluation bias against larger units designed to
serve families. Unlike costs-per-square-foot, this
measure creates the incentive to be economical in
determining the appropriate size for units—all things



being equal, a smaller three-bedroom unit will score
better than a larger three-bedroom unit. However,

this metric has an inherent bias against smaller units,
particularly studios and one-bedroom units. This would
make it more difficult to develop housing targeted
toward single-person households.

M Cost-per-person-housed is a rarely used metric,
but one that most directly addresses the goal of
providing affordable housing. Unlike other metrics that
measure outputs (developments, units, etc.), this metric
directly addresses the outcome of housing low-income
people.> Similar to cost-per-bedroom, evaluating on
this basis adjusts for the household type being served,
and provides an incentive to house residents in the
most efficient manner possible. However, this metric is
less precise, since occupancy figures must be projected
and can change over time.

Evaluators will also need to consider the points of
comparison and expenses that are included in the
calculation.

Il Evaluate by project type. Developments can be
categorized and compared to others with similar
characteristics. For example, Pennsylvania has separate
reservations of credits for applications that address
senior occupancy, preservation, supportive housing,
and community revitalization.®

M Evaluate by market. Statewide funders can choose
to separate funding competitions and QAP evaluations
by geographic location. Virginia reviews applications
by geographic region, which often correlates with
the relative expensiveness of the market.®' lllinois
complements its statewide pool of credits with separate
reservations of credits for Chicago and other market
types throughout the state.®? Pennsylvania splits its
housing credit allocation into “urban” and “suburban/
rural” cycles.®®

I Separate out specific costs. Evaluators can control
for a number of factors by removing certain costs from
the evaluation. For example, the market type can be
partially controlled for by removing land/acquisition
costs from the evaluation.

Il Separate the costs of meeting other goals.
As previously discussed, jurisdictions, funders, and
programs often use affordable housing as a platform
for other policy goals. In communicating and evaluating
development costs, it may be helpful to separate the
costs of these additional features (such as commercial
space and on-site services) to create a more accurate
comparison with other developments that do not
incorporate these elements.

Build a community of practice. The Terwilliger Center
and Enterprise effort to explore ways to bend the cost
curve of affordable housing helped to create a platform for
a diverse group of developers, financiers, policy makers,
and others to share lessons learned and emerging industry
standards among peers. As cost drivers can be both
market-specific and heavily influenced by federal policy,
many research participants noted that a community of
practice for information sharing is needed at the local,
market, and national levels. National organizations with
local affiliates, such as Enterprise’s Market Offices and
ULI's District Councils, have existing networks of local
housing leaders. The affordable housing development
community should continue to foster these discussions
through existing local and market-based channels.

Further research and discussion are needed at the market
level, and these outcomes and best practices should be
leveraged across a national community of practice.

Create a forum for sharing data and best practices.
This research sparked an important dialogue about the
need to lower the cost of developing affordable rental
housing, at the local, regional, and national scale.
Moreover, this research identified a continuing need

to have an online platform for the affordable housing
community—including developers, financiers, policy
makers, and others—to share best practices, emerging
strategies, case studies, research, data, and dialogue
about how to bend the cost curve toward a more efficient
and effective affordable rental housing delivery system.
This forum might be hosted by a national research or
policy organization or by an academic institution.
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Conclusion

THE DEMAND FOR MORE RENTAL HOUSING is real
and growing, but supply is not keeping up. The United
States is in the midst of a demographic sea change that
will also signal major changes in where and how people
live.5* As the nation emerges from the Great Recession
and begins to consider what the new landscape can and
should look like, understanding the needs and desires

of residents becomes that much more critical. Beyond
this understanding, the ability of developers to deliver
affordable rental units—new or preserved—to the market
in greater quantities takes on more urgency. While this
report provides a wide-ranging analysis of the affordable
housing delivery system, there are three key lessons that
can be drawn from this work:

o
=
o
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Lesson 1: The drivers of cost run deep.

Our research clearly demonstrates that the drivers of
cost come at all points in the development process and
are deeply intertwined. Of course, the degree to which
the cost drivers identified through our research apply
to specific developments varies by market and there
may be other factors that can influence an individual
development’s costs.

Lesson 2: Collaboration is key to
taking action.

This research has also identified a number of
recommended actions, existing best practices from a
range of communities, and possible next steps to help
bend the cost curve. Clearly, mitigating or eliminating key
cost drivers will require multiple stakeholders to engage
and collaborate on a sustained basis to build a more
efficient affordable housing delivery system.

Lesson 3: Leadership is essential.

Implementing our suggested recommendations will take
creativity, commitment, and time. Moreover, to truly bend
the cost on affordable rental development, leadership will
also be required. Why leadership? Bending the cost curve
by implementing the suggested recommendations will not
be easy; it is essential that this work have true champions
within every stakeholder group—developers, public
officials, financiers, etc.—to keep the momentum going.

Much progress has been made since the Housing Act

of 1937, which first established low-income housing
subsidies and the creation public housing, and set a goal
of providing “decent, safe, and sanitary housing” for all in
America. However, it is clear that there is still much more
to do in order to achieve this goal. Our hope is that this
report will not only continue the dialogue facilitated through
our research effort, but also help spark the type of action,
thought leadership, and innovation needed to reshape the
housing landscape with more affordable rental housing.
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