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EXECUTIVE SUMMARY 
 
 
Even with the significant price appreciation of the last several years, most of Philadelphiaôs housing 

meets the standard definition of being classified as ñaffordableòðhouse prices in Philadelphia are 
within the range of being three to three-and-a-half times median income.   
 
In an effort to promote the development of more affordable new housing in Philadelphia, the City of 

Philadelphia has passed Bill No. 071005-A.  This legislation requires that all new residential 
construction above a certain number of units allocate a specific percentage of those units for 
affordable housing, or otherwise compel the developer to fulfill other options that would increase the 
amount of affordable housing in Philadelphia.   

 
The burden of providing the affordable units is on the private sector (i.e., real estate developers).  This 
report attempts to provide an understanding of the legislationôs potential impact on the overall housing 
market of Philadelphia.  The following points are explained in greater detail in the full report. 

 
 

 In most of Philadelphia, housing is priced below its replacement cost, and most market-

rate types of new construction would be sold or rented at a loss to the developer. 
 

 In those specific instances where residential development could be profitable, the 

requirements of Inclusionary Zoning (IZ) are burdensome enough to drive the financial net 
return from new development down 95%. 
 

 Because of the way the legislation is written, the payment-in-lieu option is always and 
everywhere a more costly option for the developer.  As such, it is unlikely to ever be used.  
This should serve as a cautionary warning to affordable housing advocates who might 

expect that this legislation will result in a windfall transfer of wealth from private developers 
to city housing agencies and/or housing non-profits. 
 

 Cities that have implemented IZ differ from Philadelphia in very fundamental ways.  Their 

house prices are much higher, and their construction costs are often much lower.  The 
average ratio of house-price-to-construction-cost in the ten cities with IZ that we examined 
closely is 1.28, whereas in Philadelphia it is 0.25. 

 
 Cities with IZ also offer significant incentives to developers to offset the cost of developing 

affordable housing.  The current legislation would need to incorporate substantial 
incentives along with significant modifications to its affordability requirements in order to 

make the current IZ bill cost-neutral. 
 

 The primary obstacle to the successful implementation of IZ in Philadelphia is that we have 
among the highest construction costs in the country, but among the lowest house prices 

and incomes among major U.S. cities. 
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 An unfortunate likely net result of the IZ legislation could be not to promote the 
construction of new affordable housing in Philadelphia.  Perversely, its net result could 

likely be NO new residential construction in Philadelphia of any type; either affordable nor 
market rate. 

 

 The academic research on IZ is decidedly mixed.  Even the most pro-IZ study we could 

find admitted that IZôs net impact on the supply of new affordable housing is quite modest, 
and that ñIZ policies are most effective when they are part of a regulatory climate that is 

friendly to new development.ò (emphasis ours) 
 

 There does not appear to exist any one, singular incentive (e.g. tax credit or public 

subsidy) that can be offered to make the bill cost-neutral in a market setting.  Any incentive 
package that would be included in the legislation will have to be both extensive and 
numerous. 
 

 Philadelphiaôs best option to promote the production of new affordable housing is to 
address the issue of its exceptionally high cost of development. 
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A.  INTRODUCTION 
 
In an effort to promote the development of more affordable new housing in Philadelphia, the City of 
Philadelphia has passed Bill No. 071005-A.  This legislation amends Title 7 of the Philadelphia 

Housing Code by requiring that all new residential construction above a certain number of units 
allocate a specific percentage of those units for affordable housing, or otherwise compel the developer 
to fulfill other options that would increase the amount of affordable housing in Philadelphia.  In 
essence, the legislation obligates the developer to either sell or rent 10 percent of all units in a new 

residential development at a discount from what they would otherwise get in the market, or to pay a 
fee to the city that is equal to the total value of that discount. 
 
While the mandate for the provision of new affordable housing comes from City government, the 

burden of providing the affordable units is on the private sector (i.e. real estate developers).  As such, it 
is worth examining the capacity of this segment of the local economy to be able to effectively provide 
such units, and subsequently try to characterize the legislationôs potential impact on the overall 
housing market of Philadelphia. 

 
Calculating and projecting the efficacy and effect of this legislation is the objective of this report.  As 
such, it is structured as follows:   

 Part A provides an introduction to the issue of IZ in Philadelphia 

 Part B describes Inclusionary Zoning (hereafter, IZ) policies in other U.S. cities in order to 

provide an instructive comparison to Philadelphia.   

 Part B describes the economic context of developing residential real estate in Philadelphia.   

 Part C examines the likely effect of the IZ legislation by computing a pro forma for a 

representative residential development project in Philadelphia, both with and without the 
obligations imposed by IZ.   

 Part D compares the urban indicators of housing to those of other U.S. cities that already 

have significant IZ policies in place.   

 Part E identifies and discusses those conditions which impede the development of affordable 

housing in Philadelphia.   

 Part F lists and summarizes academic research on IZôs effects in cities where it is already in 
place, and the implications of this research for Philadelphia.   

 Part G itemizes and quantifies what incentives could be added to the legislation to make the 
development of affordable housing cost-neutral.   

 Lastly, Part H provides a summary of the findings. 
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B.  INCLUSIONARY ZONING: BACKGROUND AND CONTEXT 
 
As many communities across the country have seen house prices appreciate faster than local 

incomes, there has been growing public concern about widespread challenges to affordability.  Since 
housing is generally a locally-provided good, a significant number of municipalities have implemented 
specific policies to promote greater housing affordability.  One approach that has become increasingly 
popular is ñInclusionary Zoning.ò  IZ essentially mandates that developers provide new units at below-

market rates, either in the form of reduced prices or reduced rents, to low- and moderate-income 
households.  Although the particular details of these mandates vary significantly across communities, 
such initiatives are typically seen as attractive by both local politicians and households because the 
onus of providing these affordable units is on private developers, and thus does not require increased 

taxes or expenditure of public monies that would fall on the citizens and taxpayers of the community. 
 
However, just as the size and scope of IZ initiatives differs considerably from one community to the 
next, so too do the local market conditions which determine how successful such initiatives can be.  

One critical aspect of most IZ ordinances is that, in addition to the affordability mandates, they typically 
offer incentives to local developers in order to help (at least partially) offset the losses incurred from 
providing housing units at below-market prices or rents.  These incentives typically take the form of 
allowing an increased density of development than what the local zoning code may allow, as well as 

the option to make a dollar payment to the municipal government in lieu of developing affordable units.  
As such, I examine specific examples of existing IZ initiatives already in place, and compare both the 
legislation and market conditions in those localities to Philadelphia.  Table 1 outlines IZ policies in 
several U.S. cities that are relatively comparable in size to Philadelphia: 
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Table 1   
Existing Inclusionary Zoning Ordinances in Other Large U.S. Cities 

  

 
 

City 

Affordable 
Housing 

(Required 
Percentage) 

In-Lieu Fee 
Payment 
Allowed? 

Developer Incentive(s) 

Boston, MA 15% Yes None 

Chapel Hill, NC 15% Yes None 

Chicago IL 10%-20% Yes 
Fee waivers, marketing and landscaping assistance 
and possible density bonus 

Denver CO 10% Yes 
Expedited review process, reduced parking 
requirements, 10% density bonus 

Madison WI 15% No 

Varying density bonuses, reduced park dedication 
requirements and park development fees, expedited 
review process, increased ability for mixed-use 
development, reduced street widths, possible cash 
subsidies 

New York NY 20% No 
33% density bonus, property tax breaks, use of tax-
exempt bonds, additional tax credits 

San Francisco 15% Yes 35% density bonus, refunds for environmental review 

Santa Fe NM 15-30% Not often 
15% density bonus, waiver of building fees and 
impact fees for affordable units 

Santa Monica 
CA 

20-25% Yes 35% density bonus, reduced parking 

Tallahassee FL 10-15% Yes 
25% density bonus, expedited review process, design 
flexibility (allow mixed use, reduced setbacks, etc.) 

Philadelphia PA 10% Yes TBD 
 

Source: Inclusionary Housing: Lessons from the National Experience, Nicholas J. Brunick, 2007. 

 
 
As the table indicates, the percentage of housing that must be allocated as ñaffordableò varies 
significantly across cities: from a low of ten percent to as much as thirty percent.  In this context, 

Philadelphiaôs IZ requirement is at the low end of this range, with an affordability requirement of only 
ten percent.   
 
However, the options and incentives available to developers also vary significantly across these cities.  

Most localities offer the option of making a ñpayment-in-lieuò: paying a fee to the city rather than selling 
or renting the required units at below-market prices or rents.  In all cases, the payment is typically 
indexed to what it would cost the developer to provide the affordable units, so as to provide some 
degree of equivalence between the developerôs options.  As for other incentives, most cities will grant 

a density bonus that allows new development to be denser than what the local zoning code would 
allow otherwise.  Typically, this takes the form of an increased FAR, more stories, reduced setback, 
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etc.  Other incentives include allowing mixed use development, reduced parking and street width, an 
expedited review and permitting process, and various tax credits.   
 

By comparison, the compensating incentives that would make Philadelphiaôs IZ policy cost-neutral 
has yet to be determined.  While the ordinance does allow a payment-in-lieu option, the only 
incentive that has been considered to help developers defray the cost of providing affordable 
housing is a twenty-five percent credit against the Cityôs Business Privilege Tax1.  Notably missing 

from the public discussion is any form of density bonus or other incentive allowing flexibility in the 
developmentôs design.  Section 7-104 of the legislation states: ñAny affordable dwelling units 

created shall be comparable in size, bedroom mix and quality of construction to the 

average market rate unit in the development.ò  This requirement would seem to severely 
restrict any flexibility in the design of future housing developments that could accommodate the 
inclusion of affordable units in a cost-effective way.  As such, it stands in sharp contrast to the IZ 

policies of other U.S. cities, who explicitly acknowledge that the requirements of IZ must also be 
accompanied by sufficientðand off-settingðincentives, in order to encourage the production of 
new affordable housing. 
 

In summary, while Philadelphiaõs IZ requirements seem relatively modest compared to most 
other U.S. cities, the identification of offsetting incentives to make the legislation cost-neutral 
remains a critical and unfinished part of the process.  The inclusion of sufficient compensating 
incentives into the legislation is central to making IZ work successfully at providing new 

affordable housing in Philadelphia.  
 
 
 

C. INCLUSIONARY ZONINGõS EFFECT ON NEW DEVELOPMENT IN 
PHILADELPHIA 
 
We now try to examine how the current legislation would affect the production of new housing in 
Philadelphia.   
 

First, a unit is defined as ñAffordableò if the cost of occupying consumes no more than a third of a 
householdôs income, for a household with an income that is equal to or less than the Area Median 
Income2 (AMI).  This definition is standard practice, and is supported by the Cityôs Office of Housing 
and Community Development (OHCD) as well as the U.S. Department of Housing and Urban 

Development (HUD). 
 

                                                   
1
 Source: Bill No. 080212 

2
 ñArea Median Incomeò is the midpoint income for a geographically defined area: half of all wage earners 

have salaries exceeding the median, while the other half have less.  Each year, the Department of Housing 

and Urban Development (HUD) determines and reports AMIs for metropolitan areas in the U.S.  Currently, 

the AMI for the Philadelphia region (MSA) is $71,600.  This number varies by household size.  Source: 

www.efanniemae.com.  

http://www.efanniemae.com/
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Under the new legislation, for any new residential development project exceeding twenty units, the 
developer is obligated to the following: 
 

1) Make 5 percent of all units affordable to households with incomes below 80 percent of 
AMI, such that the median price of those units is affordable to a household with income at 
40 percent of AMI; and make another 5 percent of all units affordable to households with 
incomes below 125 percent of AMI, such that the median price of those units is affordable 

to a household with income at AMI; 
 

Or 
 

2) Construct affordable units in a number equal to a greater than the total number of units in 

the original development, multiplied by 0.15, elsewhere in the City, such that those units 
comply with the same affordability guidelines outlined in 1) above. 
 
Or 

 
3) Pay an ñAffordable Housing Feeò to the City, calculated as the Affordable Price minus the 

Market Rate Price, times the number of Affordable Units (if the units are for sale), or the 
15-Year Affordable Rent minus the 15-Year Market Rate Rent, times the number of 

Affordable Units (if the units are for rent). 
 

In essence, the legislation obligates the developer to either sell or rent 10 percent of units at a discount 
from what they would otherwise get in the market, or to pay a fee to the city that is equal to the total 

value of that discount. 
 
To examine how this will affect new residential development in Philadelphia, we use a stylized 
example that is representative of a typical residential development project in Philadelphia.  We 

begin by examining a new development in the absence of the IZ requirements, and then examine 
how the outcome would change once the IZ requirements are added. 
 
Consider a typical multi-unit development that will contain 100 units (e.g. an apartment or 

condominium building) which are 1,200 square feet (hereafter, sqft) each in size.  This will be an 
economy-class structure, with basic finishes in all of the units.  It will be one structure with a height 
of five stories, located in a neighborhood that is adjacent to, but not in, Center City.  According to 
various public sources3 and conversations with local developers, the typical construction cost for 

such a structure is $300/sqft4.  This cost is all-inclusive of land, design, materials, labor, marketing 
and general overhead (legal, insurance, etc.).  A reasonable cap rate for multi-family housing is 
10%, so the developer will expect to sell these units for an average price of $330/sqft each.  
Hence, each unit will cost an average of $360,000 to build, and will sell for an expected $396,000 

each.  At each stage of the development process, the developer will pay the appropriate 

                                                   
3
 Sources: R.S. Means, McGraw-Hill Construction, www.Building-cost.net.  

4
 This is above the average construction cost of approximately $175-$225/ft for a single-family home 

because the building is denser and of a greater height than a single-family home. 

http://www.building-cost.net/
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Philadelphia taxes at their currently prevailing rates, including wage5 (4.219%), transfer (3%), gross 
receipts (0.1415%) and net income (6.5%) taxes. 
 

In the absence of any IZ requirements, Table 2 shows what the developmentôs cash flow would 
look like in the form of a simple pro forma income statement: 
 
  

Table 2 
A Real Estate Developmentõs Cash Flow in the Absence of IZ 

 

 Total Per/SqFt 

Gross Revenue $39,600,000 $330.00  

-Cost of Construction ($36,000,000) ($300.00) 

=Pre-Tax Profit $3,600,000 $30 

Pre-Tax Profit Margin 9.09%  

   

RE Transfer Tax ($1,188,000) ($9.90) 

+Gross Receipts Tax ($56,034) ($0.47) 

+Net Income Tax ($234,000) ($1.95) 

=Total City Tax Bill ($1,478,034) ($12.32) 

Effective City Tax Rate 5.48%  

   

=Pre-Tax Profit $3,600,000  $30.00  

-Total City Tax Bill ($1,478,034) ($12.32) 

=Net Profits $2,121,966  $17.68  

Post-Tax Profit Margin 5.36%  
 

 
The project costs nearly $36m to build, and the developer sells for nearly $39.6m, leaving a pre-tax 

profit of $3.6m ($30/sqft), which is a profit margin of nearly 9.1%.  The total tax bill owed to the city 
is nearly $1.5m ($12.32/sqft).  This amounts to an effective City tax rate of 5.48% on the 
developer6.  After deducting this from pre-tax profits, the developer is left with $2.1m, for a final 
after-tax profit margin of 5.36%.   

 
The 5.36% final return would generally be considered too low for most developers to undertake a 
project.  However, it does reflect current market conditions at the time of writing of this report.  
While financing (both construction and mortgage loans) has gotten more difficult and prices 

continue to decline, neither tax rates nor construction cost have declined commensurately.  The 

                                                   
5
 Although the wage tax is paid by the individual receiving the wages, it is widely accepted that this tax is 

passed on to local employers in the form of the higher wages they must offer to induce employees to be 

willing to work in Philadelphia.  
6
 Computed by dividing the tax bill into gross revenues, and then adding the percent premium in wages, 

due to the wage tax, to this number because it was incurred in the form of higher construction costs (i.e. 

laborôs wage rates). 
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result is that the current difficult market conditions have compressed both profit margins and 
financial returns. 
 

We now recalculate these numbers with the conditions prevailing from the IZ legislation.  This 
requires us to first determine what price would make the units ñaffordable.ò  HUD currently reports 
the Philadelphia AMI is $71,600.  Following both HUDôs and the OHCDôs definition that a dwelling 
is affordable if it consumes only a third of a householdôs income, a reasonable approximation to 

this condition is that the price of the unit be no more than three times the householdôs annual 
income.  With this guideline then, a unit would be considered affordable to a household making 
100% of AMI if it were priced at $238,667 (=$71,600/30%), and affordable to a household making 
40% of AMI ($28,640) if it were priced at $95,467 (=$28,640/30%).  Furthermore, the legislation 

mandates that 5% of units go to the former group of households (making 100% of AMI) and that 
another 5% go to the latter group (making 40% of AMI).  Since there are a total of 100 units in the 
property, this translates to 5 units for each of the two groups, for a total of 10 ñaffordableò units.  
Lastly, since the legislation also mandates that these affordable units cannot differ in size or quality 

from the other market-rate units in the project, we assume that they will have the same square 
footage and cost of construction as the other units.  With these assumptions, the developmentôs 
cash flows under IZ requirements are computed in Table 3: 
 

Table 3 
A Real Estate Developmentõs Cash Flow in the Presence of IZ 

 
Total Per/SqFt 

Gross Revenue from Mkt-Rate Units $35,640,000 $330.00  

+Gross Revenue from Affrdble Units $1,670,667 $139.22  

=Total Gross Revenue $37,310,667 $310.92  

-Cost of Construction ($36,000,000) ($300.00) 

=Pre-Tax Profit $1,310,667  $10.92  

Pre-Tax Profit Margin 3.68% 
 

   RE Transfer Tax ($1,069,200) ($8.91) 

+Gross Receipts Tax ($50,431) ($0.42) 

+Net Income Tax ($85,193) ($0.71) 

=Total City Tax Burden ($1,204,824) ($10.04) 

Effective City Tax Rate 4.98% 
 

   Pre-Tax Profit $1,310,667  $10.92  

-Total City Tax Bill ($1,204,824) ($10.04) 

=Net Profits $105,843  $0.88  

Post-Tax Profit Margin 0.28% 
  

 
The affordable units sell at a discount of nearly 60% from what they would if they were market-rate 

units (an average of $167,067 each, v. a market rate of $396,000 each).  Note that this is well 
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below what they cost to construct ($360,000 each).  As a result, the pre-tax profit is now $1.3m 
($10.92/sqft) compared to pre-IZ when the pre-tax profit was $3.6m ($30/sqft).  The obligations of 
IZ have cut the pre-tax return to building new housing by two-thirds. 

 
The developerôs tax bill is also lessened by the presence of IZ.  The transfer and business taxes 
are lower because both the value of the property and the developerôs profits are lower.  The post-IZ 
tax burden is just above $1.2 ($10.04/sqft) compared to the pre-IZ tax burned of nearly $1.5m 

($12.32/sqft). 
 
But the reduction in taxes is insufficient to offset the losses from the affordable units because the 
developerôs net revenues are now lower.  One of the reasons the tax burden is reduced is because 

the IZ requirement reduces both gross and net revenues.  Consequently, the net profit to the 
developer under this IZ scenario is now only $106k ($.88/sqft) versus $2.1m ($17.68/sqft) prior to 
IZ, and the projectôs profit margin is a scant 0.28%, down from its pre-IZ level of 5.36%. 
 

The presence of Inclusionary Zoning obligations has reduced the net return to building new 
housing in Philadelphia to 0.28%; a drop of 95%. 
 
Currently in Philadelphia, construction costs exceed prices in most categories of residential real 

estate.  For low-density development (single-family homes), average construction costs are in the 
$175-$225/sqft range while prices for new construction are in the $150-$200/sqft range.  For high-
density development (e.g. condo towers), average construction costs are in the $400-$800/sqft 
range, with average prices in the $250-$650/sqft range. As a result, most of the hypothetical 

projects we considered would be in the red, with construction costs exceeding likely prices, before 
the additional costs of IZ were added to the pro forma.  The example presented here (a mid-rise 
100-unit building built adjacent to Center City) was the best example we could find7.  This has 
additional important implications for the legislation because it implies losses would be even greater 

for most projects than what is presented here. 
 
With construction costs currently exceeding prices in most of Philadelphia, the IZ bill in its 
current form would actually worsen conditions in the already struggling local housing 

market. 
 
We now examine how the presence of the payment-in-lieu option could affect̀ the outcome.  Since 
the mandated inclusion of affordable units has dramatically reduced the profitability of any market-

rate residential development in Philadelphia, it might make sense for the developer to take 
advantage of paying a fee to the City rather than developing the affordable units at a loss.  
According to the legislation, the fee is calculated as ñthe difference between the affordable price 
and the market rate price (but not more than the cost of construction of an affordable unit), 

multiplied by the number of affordable units required [by the legislation]ò8. 

 

                                                   
7
 An analysis of this project if the units were for rent instead of for sale revealed a similar outcome.  Details 

available from the author upon request. 
8
 Source: Bill 071005-A, Section 7-104, Paragraph C. 
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For the example used in our representative development, the fee per unit that would be occupied 
by households earning 100% of AMI would be $157,333 (=$396,000 market price minus $238,667 
affordable price).  For units that would be occupied by households earning 40% of AMI, the fee 

would be $300,533 (=$396,000 market price minus $95,467 affordable price).  Since there are 5 
units for each affordability category in this example, we multiply these two fees times five and then 
sum to get a total payment-in-lieu of $2,289,333.  In this scenario, the developer now sells all 100 
units at market prices, but is then obligated to pay this fee.  The cash flows from the project is 

described in Table 4: 
 

Table 4 
A Real Estate Developmentõs Cash Flow with Payment-in-Lieu Option 

 
Total Per/SqFt 

Gross Revenue $39,600,000 $330.00  

-Cost of Construction ($36,000,000) ($300.00) 

=Pre-Tax Profit $3,600,000  $30.00  

Pre-Tax Profit Margin 9.09% 
 

   RE Transfer Tax ($1,188,000) ($9.90) 

+Gross Receipts Tax ($56,034) ($0.47) 

+Net Income Tax ($234,000) ($1.95) 

+IZ Payment-in-Lieu ($2,289,333) ($19.08) 

Total City Tax Burden ($3,767,367) ($31.39) 

Effective City Tax Rate 11.26% 
 

   Pre-Tax Profit $3,600,000  $30.00  

-Total City Tax Bill ($3,767,367) ($31.39) 

=Net Profits ($167,367) ($1.39) 

Post-Tax Profit Margin -0.42% 
  

The pre-tax numbers are the same as in the pre-IZ scenario.  This table now includes the $2.3m 

Payment-in-Lieu to the tax payments to the City following completion and sale of the project.  This 
changes the Cityôs effective tax rate on the developer from 5.48% to 11.26%--a doubling of the tax 
burden.  There is no profit to the developer under this IZ scenario, but a loss of $167k, for a 
negative net return of -0.42%.  The Payment-in-Lieu option, then, actually makes the developer 

worse off than building the Affordable units. 
 
It is worth asking why this option actually ends up making the developer worse off (and the 
development hence even less likely to be built).  The reason is actually quite simple, and it lies in 

the way in which the legislation was written: 
 

 If the developer supplies affordable housing by building it herself, the loss she takes is the 

difference between the affordable price and the cost of constructing those units 
(=affordable price ï construction cost).   
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 However, if the developer supplies affordable housing by taking the payment-in-Lieu, the 
loss she takes is instead the difference between the affordable price and the market price 

of those units (=affordable price ï market price).   
 

Since a developer will not develop a project unless it makes money, the market price has to 
exceed the construction cost (market price>construction cost), which it does in this example.  

Hence, the difference between the two is bigger, and the loss to the developer is now larger in this 
scenario.  It is very difficult to envision under what circumstances any developer would take this 
option9. 
 

Because of the way the legislation is written, the payment-in-lieu option is always and 
everywhere a more costly option for the developer.  This should serve as a cautionary 
warning to affordable housing advocates who might expect that this legislation will result in 
a windfall transfer of wealth from private developers to city housing agencies and/or 

housing non-profits.  The way in which the legislation was written into law essentially 
ensures that no such transfer will occur. 
 
In fairness to the legislation, the IZ obligations of directly providing affordable housing units are not 

so onerous as to make the stylized example of development to be unprofitable (negative profit).  
For that scenario, the developer may take a loss on the affordable units, but is still ñin the blackò 
after all taxes and expenses.  Supporters of this bill may then be tempted to continue their support 
for this legislation in its current form.  After all, if increases in affordable housing come at the 

expense of only a few large developers, then the political and moral calculus of this trade-off may 
seem to merit their support for this bill. 
 
However, the development of real estate is both a time-consuming and risky venture.  Moreover, it 

is very expensive and almost always requires raising extensive capital.  Most developers must 
raise capital (either via loans or private equity) to bring their projects from conception to fruition.  
This requires doing a pro forma analysis that is similar, albeit more detailed, than what is done in 
this report.  If the hypothetical returns from the proposed project computed in the pro forma are not 

competitive with other projects or even other types of investments, the development project(s) will 
be unlikely to obtain the financing necessary to make them happen.  By way of example, historical 
returns on the stock market are 7-8% per annum while the historic return from federal government 
bonds are 5% per annum10.  Moreover, holding a portfolio of stocks or bonds is significantly easier 

and less time-consuming than developing real estate.  Therefore, developers typically require 
higher returns to offset the greater risks and time required to develop real estate.  Since the IZ bill 
drives returns from real estate investment to 0.39%, capital will flow to higher-yielding investments 
and away from Philadelphia real estate.  Whatever future demand for residential housing in the 

region exists will be disproportionately drawn to suburban locations outside of the city.  The result 

                                                   
9
 The legislation caps the total payment-in-lieu to be no more than the cost of construction.  

Mathematically, then, it could be viable for a developer to take this option if market prices were several 

times the cost of construction.  However, this implies that an opportunity existed for a developer to make 

triple-digit returns on a project, which is an exceptionally rare event.  Hence, it would be very rare for the 

payment-in-lieu to ever be the preferable option instead of providing affordable units. 
10

 Source: Wharton Prof. Jeremy Siegel.  http://www.econlib.org/LIBRARY/Enc/StockPrices.html  

http://www.econlib.org/LIBRARY/Enc/StockPrices.html
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will likely be that there will be no new housing construction in Philadelphia as long as these current 
regulations prevail. 
 

The likely net result of the IZ legislation will be not to promote the construction of new 
affordable housing in Philadelphia.  Perversely, its net result will likely be NO new 
residential construction in Philadelphia of any type; either affordable or market rate. 

 
 

D. COMPARISON OF PHILADELPHIA TO CITIES WITH EXISTING 
INCLUSIONARY ZONING POLICIES 
 
As the analysis in the previous section illustrated, the IZ legislationðat least in its current formð

does not work to promote the production of affordable housing.  Rather, it works in the opposite 
directionðto curb the production of all new housing.  On the face of it, the reason is simple: the 
difference between sale prices and construction costs is too small.  As a consequence, any profits 
from market-rate units are too small to cover the losses from the affordable units.  However, as the 
analysis in the first section implied, IZ would seem to work in some cities.   

 
As such, it may be useful to compare key metrics about the housing markets and economies in 
those cities to Philadelphia, and subsequently examine the magnitude of the differences.  Such an 
exercise has the benefit of measuring the extent of change that must occur to make IZ work in 

Philadelphia, and thus helps to inform ways to modify the current legislation to make it cost-neutral.  
By examining the reasons which inhibit IZ in Philadelphia, this can hopefully advance policy 
discussions aimed at improving the quality and affordability of housing in Philadelphia. 
 

For the ten cities with existing IZ policies enumerated in Section B, we collected the following 
information: % change in population from 1990-2006, median household income, % of the 
population living at or below poverty, % of adults with less than a high school degree, median 
house price, average monthly rent, and average construction costs (per sqft) for single-family 

homes.  We then computed the averages of these values across each of the ten cities.  Table 5 
reports these averages along with Philadelphiaôs values for these same fields11.   

                                                   
11 The full table reporting these numbers for each individual city is given in the Appendix to this report.   
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Table 5 

Comparing Urban Housing Indicators for Cities with IZ to Philadelphia 

 

Characteristic 10-City Avg. Philadelphia, PA % Difference 

% Population Growth, 1990-2006 11.0% -8.7% -19.7% 

Median Household Income $47,570 $33,229 -30.1% 

Estimated Avg. Tax Burden 9.1% 12.5% 37.4% 

% Pop. Below Poverty 17.3% 25.1% 44.9% 

% Less Than High School Diploma 13.5% 22.5% 66.7% 

Median House Price $553,910 $115,000 -79.2% 

Average Monthly Rent $518 $393 -24.1% 

Avg. Construction Cost/SqFt $175 $193 10.3% 

  
Sources: 2006 U.S. Census, MLS, RS Means, Cities Ranked & Rated: More than 400 Metropolitan Areas Evaluated in 

the U.S. and Canada  By Bert Sperling and Peter Sander, Wiley Publishing, Inc., 2007 

 
 
The contrast between Philadelphia and these other cities with IZ is stark.  Philadelphia lags these 
cities in every category that facilitates the successful implementation of IZ, and leads in every 

category that presents obstacles to the successful implementation of IZ: 
 

 The other cities have grown in population by an average of 11% from 1990-2006, while 

Philadelphiaôs population has fallen by nearly 9%.   
o A growing population supports appreciating house values. 

 

 Median household income in the ten cities is, on average, 30% higher than in Philadelphia.   

o Higher incomes support higher house prices. 
 

 The average tax burden in Philadelphia is 37.4% higher than the average tax burden in the 

ten cities. 
o Higher taxes are capitalized into lower house prices and also add to higher 

construction costs. 

 

 Philadelphiaôs poverty rate is 45% higher than in the ten other cities.   
o A poorer population is less able to pay prices or rents sufficient to cover the cost of 

construction. 
 

 Philadelphiaôs working-age population is significantly less-educated than in these ten other 

cities:  22.5% have less than a high school diploma here v. 13.5% elsewhere.   
o A less-educated population is poorer. 

 

 The difference in median house price is especially dramatic: $115,000 in Philadelphia v. an 

average of $553,910 in the ten other cities.   
o Low levels of house prices are insufficient to cover the cost of new construction. 
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 Average monthly rent in Philadelphia is 24.1% less than in these ten other cities.   

o Low levels of rents are insufficient to cover the cost of new construction. 
 

 Construction costs in Philadelphia are 10.3% higher than the average construction cost in 

these ten other cities. 
o High construction costs make it more challenging to build affordable housing. 

 

In summary, the factors that are conducive for successful IZ that promotes the production 
of affordable housing do not exist in Philadelphia.   

 
Two key metrics that measure the need and likely success of IZ are Affordability and Profitability.  

Affordability is computed as the ratio of average house price to average household income.  The 
higher the ratio, the higher house prices are relative to incomes, and thus the less affordable 
homes are in a particular market.  If this ratio is high, there is a greater need for affordability 
initiatives such as IZ.  Profitability is computed as the ratio of average house price to average 

house construction cost.  The greater the ratio, the higher house prices are relative to what it costs 
to build them.  If this ratio is high, it is more profitable to build homes and IZ is likely to be more 
successful because the profits from building market rate homes can cover the losses from building 
affordable homes.  These ratios are computed using the data in Table 5, and cities are ranked 

accordingly. 
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Figure 1 
 

 
Source: 

 
As the chart indicates, Philadelphia ranks lowest among these cities in terms of unaffordabillity.  
New York is the most unaffordable, where average dwelling prices are nearly 28 times average 

income.  Santa Monica is second, with an average house price that is nearly 17 times average 
income.  The fact that housing is so unaffordable in these cities supports their decision to adopt 
pro-affordability initiatives, such as IZ.   
 

By contrast, the average dwelling in Philadelphia is priced at only 3.46 times the average income.  
Notably, this is within the affordability definition used by OHCD and HUD, which implies that a 
dwellingôs price should be three to three-and-a-half times income12.  So, for example, a household 
making the AMI of $71,600 can afford a home in the $215,000-$250,000 range.  This is well above the 

$115,000 median house price in Philadelphia. This implies that not only is Philadelphia relatively 

different from other cities that have IZ policies, but that it is also absolutely different because it 

                                                   
12

 Although OHCD ñthree times incomeò is used to determine the affordable price for a dwelling, three to 

three-and-a-half times income is widely considered the standard range of affordability.  As the book 

Sorting Out Your Finances for Dummies states: ñBefore you can actually buy a property, you need to work 

out whether you can afford to do so. Typically, you can borrow three or three and a half times your annual 

income if you buy [a house] on your own.ò  Source: 

http://www.dummies.com/WileyCDA/Section/Borrowing-to-Buy-a-House.id-280183.html  

http://www.dummies.com/WileyCDA/Section/Borrowing-to-Buy-a-House.id-280183.html
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would generally be classified as an ñaffordableò city.  By the measure of this widely-used metric, 
Philadelphia would be classified as an ñAffordableò city, which calls into serious question the need 
for housing affordability initiatives such as IZ. 

 
The fact that Philadelphia meets the standard industry definition for òAffordabilityó implies 
that IZ is a policy solution for a problem that doesnõt exist here to the same extent as other 
cities with IZ. 

 
 

Figure 2 
 

 
Source: 

 
 
The next metric is the Price-to-Cost ratio.  It measures the likely effectiveness of pro-affordability 

initiatives, such as IZ.  Values greater than one indicate a greater ability of market-rate units to 
cover any losses from affordably-priced units.  Once again, Philadelphia ranks at the bottom 
among cities with IZ.  With a value of 0.25, this implies that the typical new home in Philadelphia 
can only be sold for 25% of what it costs to build, leaving the developer with a 75% loss13.  Other 

                                                   
13

 To be fair, this number and others in the chart are almost certainly biased downwards because they 

include sales of existing homes in the computation of average price.  In older cities (Philadelphia, Boston, 
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cities with similar conditions are Tallahassee, Chicago, Denver and Madison.  By contrast, the 
Profitability metric indicates that the remaining cities in the sample have sufficiently low 
construction costs and/or sufficiently high sales prices to allow the profit from new residential 

development to be able to help absorb any losses from constructing affordable units. 
 
In general, constructing new housing in Philadelphia is currently unprofitable.  As long as 
this condition prevails, any policy that decreases the profitability of residential development 

will act to inhibit the construction of new housing in Philadelphia. 
 
These results are based upon citywide averages.  However, it may be the case that conclusions 
presented here do not hold for the entire city.  Because house prices, incomes and housing quality 

exhibit great variation from one neighborhood to the next in Philadelphia, it may be the case that 
certain neighborhoods would be able to support the construction of new affordable housing.  To 
examine if this was true or not, we compute the Price/Cost ratio for each Census tract to see if 
there were any areas where existing prices could make the construction of new housing affordable.  

This was done by computing the average dwellingôs sales price (per sqft) in each tract, and then 
computing the average cost of construction14 in that tract.  Figure 3 displays a map of Census 
Tracts in Philadelphia, with each tract color-coded by its Price-to-Cost ratio: 
 

                                                                                                                                                       
Chicago) the stock of housing is also generally old, depreciated and dated in terms of design.  A more 

accurate profitability metric would compute the ratio of the average price of new homes to prevailing 

construction costs.  But, this data is much more difficult to obtain.  However, while the ratio may be too 

low in some cases, we believe it still accurately captures the essential fact that most dwellings in 

Philadelphia would sell for less than their replacement cost.  Additionally, the previous section also found 

that most examples of new residential construction would be unprofitable, either with or without the 

obligations of IZ; i.e. the purpose here isnôt to imply that Philadelphia developers take 75% losses on all 

new development, but rather that price/cost ratios here are much less than in other cities. 
14

 Because both price and cost vary significantly with the density of structures, we indexed both numbers to 

the density of each tract.  This was done by first computing the Floor Area Ratio (FAR) of each tract as the 

ratio of total residential square footage to the total land area of residentially developed sites.  House prices 

were blended with condo prices, based upon the percent allocation of each to the housing stock of each 

tract.  A cost function was then  developed which indexed construction cost (per sqft) to the density of the 

tract.  See the Appendix for details. 
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Figure 3 
 

 
Sources: MLS, RS Means 

 
Gray tracts indicate neighborhoods where it is, on average, unprofitable to develop new housing 
(price/cost<1).   Green tracts indicate neighborhoods where it can be, on average, profitable to 

develop new housing (price/cost>1).  As the map indicates, there is indeed significant variation in 
the Profitability metric across the cityôs landscape.  The metric indicates that it can be profitable to 
build in Center City, Northwest Philadelphia and parts of Northeast Philadelphia. And the fact that 
the recent housing boom has seen significant new condo and apartment construction in Center 

City and its nearby environs supports the results suggested by this metric. 
 
However, these neighborhoods are in the more affluent areas of Philadelphia, where both incomes 
and house prices are the highest in the city.  If the IZ legislationôs goal is to promote affordable 

housing, it will not affect those neighborhoods where affordable housing is needed the most.  
Prices (and incomes) are simply too low in those neighborhoods relative to construction costs.  
Households in need will likely need to relocate from their current neighborhoods if they are to 
occupy an affordable unit. 

 
Moreover, the results suggested here are actually less than they seem.  For those areas of 
Northwest and Northeast Philadelphia where prices exceed construction costs, they do so by very 
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small margins.  Most of those tracts have Price/Cost ratios less than 1.05.  Since real estate 
development is a risky and time-consuming process, most developers require a return greater than 
5% to induce them to undertake a project, as well as to convince investors and lenders to lend 

them the capital necessary to bring the project to fruition.  And anecdotal evidence supports this.  
The new construction of the last few years has been overwhelmingly concentrated in Center City, 
with only modest amounts in the Northwest or Northeast because profit margins are much tighter 
there.  And, even the significant amount of new construction in Center City is modest compared to 

how many units were built in many other cities during the recent boom.  By the estimates of the 
CCD, the most recent boom will have added several thousand new units to Center Cityôs housing 
stock.  Under the provisions of the IZ bill, if 5% of these units were affordable, that would only help 
several hundred households.  Considering that Philadelphiaôs low-income population is estimated 

to be about 364,000 persons, this legislation will help only a very small fraction of Philadelphiaôs 
low-income population. 
 
Prices are insufficient to cover construction costs in most Philadelphia neighborhoods.  

Even in neighborhoods where it is profitable to build, the margin has been just large enough 
to support only modest levels of new construction.  As such, the IZ legislation in its current 
form would likely only help a fraction of Philadelphiaõs population seeking affordable 
housing. 

 
 

E.  OBSTACLES TO INCLUSIONARY ZONING IN PHILADELPHIA 
 
As the data indicate, IZ policies in Philadelphia are unlikely to promote the supply of new affordable 
housing because the difference between house prices and their construction costs is very small 

(and even negative in many cases).  To many people, including the billôs supporters, itôs 
understandable that this may seem counter-intuitive.  After all, it is both well-known and widely 
perceived that house prices have risen dramatically over the last several years.  Less is generally 
known about trends in construction costs. 

 
I examine data on recent trends in both house prices and construction costs, in order to identify 
why the difference between the two is so small.  If the cause can be identified, then incorporating 
additional policy solutions into the current legislation may be able to make the adoption of IZ more 

successful in Philadelphia. 
 
We begin with the price trends in market rate housing.  Econsult publishes its own quarterly house 
price index (HPI) for Philadelphia.  The index is derived by running a regression model15 that uses 

the comprehensive population of all arms-length home sales in Philadelphia.  The resulting index is 
analogous to a ñDow Jonesò index for Philadelphia homes because it characterizes and measures 
the general movement in house values in the city.  To compare Philadelphia to other large U.S. 
cities, we chose the Case-Shiller 10-City composite house price index.  This is a widely-read and 

                                                   
15

 The model regresses (the natural log of) house prices on a vector of characteristics affecting their value 

(e.g. size, age, physical condition, location, etc.) plus a vector of variables denoting the year and quarter the 

property transacted.  Details of the regression are available from the author upon request. 
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respected house price index that is estimated via a similar regression as our own HPI, and it 
characterizes average house price movements in ten large U.S. cities16.  Most importantly, 
Philadelphia is not one of the ten cities included in their index, so this allows a true comparison of 

house price movements in Philadelphia to those in other large metropolitan markets in the U.S.  
Figure 4 plots these two indices against each other, normalized so that both indices have a value 
of 100 in the base year of 1987: 
 

 

Figure 4 

 
 

Sources: Econsult, S&P Case-Shiller MacroMarkets 
 

The plot of house price movements is instructive.  First, note that Philadelphia (red line) has 
significantly lagged other large U.S. cities (black line) in terms of house price appreciation.  From 
1998 to the peak of the index in mid-2007, Philadelphiaôs homes have appreciated an average of 
146%.  However, from 1998 to its peak in mid-2006, the 10-city composite index appreciated 

173%.  The analysis of the previous section showed that Philadelphia homes are significantly 
cheaper than most other large U.S. cities.  This analysis shows that the typical Philadelphia home 

                                                   
16

 The 10 cities are: Boston, Chicago, Denver, Las Vegas, Los Angeles, Miami, New York, San Diego, San 

Francisco and Washington DC. 
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is not only priced cheaper than homes in other comparable cities, but that it appreciates at a slower 
rate as well.   
 

The data indicate that Philadelphia under-performs other large U.S. cities in terms of house 
price appreciation. 
 
However, the indices also indicate that Philadelphiaôs housing market has peaked later than the 

10-city composite.  While those cities peaked in mid-2006, Philadelphia did not peak until a full 
year later, in mid-2007.  As a result, Philadelphiaôs depreciation to date has been less than in the 
10-city composite.  While house prices in those cities have fallen by 13% to date, Philadelphiaôs 
home values have depreciated by only 5% to date.   

 
The currently declining market has important implications for both affordable housing and IZ.  First, 
the flip side of ñdecreasing house pricesò is ñincreasing affordability.ò  It is widely accepted and 
documented that Philadelphiaôs house prices grew faster than residentsô incomes during the recent 

boom.  The consequence of this is a decrease in affordability: many homes became out of reach to 
a larger number of residents because they could no longer afford to buy these homes and/or 
qualify for a sufficient mortgage amount to purchase.  
 

With declining prices, this dynamic is reversed, and more homes will become more accessible and 
affordable to local residents.  Of course, this mitigates against the need for an IZ bill.  With 
affordability on the rise, the need for policy interventions to promote greater affordability is 
lessened.  Secondly, falling prices work against a successful implementation of IZ.  As previous 

analysis has illustrated, the gap between prices and construction costs is already very smallðand 
even negativeðin most areas of the city.  Falling house prices exacerbate this problem.  The more 
that house prices fall, the less able are the sale of market rate units able to cover the losses from 
affordable units.  This will effectively work against not only the construction of affordable units, but 

the construction of any new housing whatsoever. 
 
Philadelphiaõs relatively lower rate of house price appreciation works against the successful 
implementation of IZ because the price of market units is insufficient to cover the losses 

from affordable units.  Moreover, the current depreciation of house price not only reduces 
the need for IZ (falling house prices make existing housing more affordable) but also works 
against IZõs successful implementation (because the negative gap between construction 

costs and house prices is currently growing). 
 
 
We now examine similar trends in construction costs.  Having already established that construction 

costs in Philadelphia are very high, we now examine why.  McGraw-Hill Construction publishes 
construction cost indices for twenty major U.S. cities..  They measure the monthly change in 
average costs in particular markets17.  We first compare construction cost trends in Philadelphia to 
the 20-city U.S. average, which is shown in Figure 5: 

                                                   
17

 The indices track the collective price of 200 hours of labor at local union wages plus fringes, plus 25 cwt 

of standard structural steel shapes at the national average price for structural steel, plus 1.128 tons of 

Portland cement at the local price, plus 1,088 board-ft of 2 x 4 lumber at the local price.   
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Figure 5 

 
Source: McGraw-Hill Construction 

 
The indices are normalized to a value of 100 in 1978.  Philadelphiaôs cost index is represented by 

the red line while the 20-city average is represented by the blue line.  They indicate that 
Philadelphiaôs average cost of construction grew at the national average from 1978 until 1983.  
Thereafter, Philadelphiaôs construction costs began to grow at a rate faster than the national 
average.  Currently, Philadelphiaôs index has a value of 347 v. a value of 292 for the 20-city 

average.  This indicates that Philadelphiaôs construction costs increased by 247% during the past 
thirty years, while they increased by only 192% in the 20-city U.S. average.  Consequently, these 
indices indicate that Philadelphiaôs construction costs are approximately 19% higher than the U.S. 
urban average.  Lastly, not only did Philadelphiaôs construction costs grow 17% faster than the 20-
city average, they also grew 22% faster than inflation. 

 
Over the past 30 years, Philadelphiaõs average cost of construction has increased by an 
average of 4.3% per year.  This is faster than both the average rate of inflation (3.5% per 
year) and the national average of construction costs for large cities (3.7% per year). 

                                                                                                                                                       
Source: http://enr.construction.com/ 




