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1.1 Purpose of the Assignment and Executive Summary 

The City of Philadelphia retained the services of Jones Lang LaSalle to identify and quantify the 
economic impact of altering the terms of its ten-year property tax abatement program. A recent 
legislative proposal seeks to reduce the abatement by the school district’s 55% portion.  The City is 
interested in estimating the impact of this legislation on the future of likely new development, City 
and school district tax income, and jobs through the use of historical data and analysis. 

 
The City would like to view this impact under the 3 scenarios: 1.) abating only the non-school district 
portion 2.) allowing individual abatements to phase out after 5 years, and 3.) eliminating the full 
abatement immediately. 

 
Executive Summary 
The city’s data and a historical rent analysis suggests that had the abatement not been in place, as 
is, during the past economic cycle, at least  65% of Philadelphia’s recent development volume 
would likely not have been attractive enough to initiate. Had only the City portion had been 
abated, there would have been 45% fewer development projects. 

 

• The abatement helps Philadelphia be competitive, with its peer group of major US cities, in its 
ongoing efforts to attract new investment capital to the City.  

• Eliminating the school district portion immediately would increase short term revenue to the school 
district. However, that short term benefit is outweighed by the longer term benefits of a larger tax 
base that the abatement helps to foster, for both the school district and the City.1 

o The estimated the average annual increase in revenue to the school district, for the 
next ten years, is roughly $700k to $800k per year, were the proposed policy to be 
implemented. 

o The resulting estimated loss of revenue for the school district is $22 million over 30 
years and $46 million in revenue loss to the City, relative to leaving the status quo in 
place. 

 

• Furthermore, we estimate that under the current proposal, approximately 3,000 new units of 
residential new construction would not be financially attractive enough to build over the next ten 
years.  

1 This includes annual Real Estate Tax estimate only. This does not include tax revenue from unabated land, wage tax, transfer tax, business tax, 
use and occupancy tax, sales tax, and other non RE tax sources. Including these sources in our estimate would heavily favor the current structure, 
by increasing status quo revenue estimates by as much as 50% depending on the assumptions used.   

Section 1 – Introduction and Overview 
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1.2 Overview 

• Philadelphia, like all major urban centers, must compete with other markets for development 
capital. 

• For a number of reasons, costs associated with building or improving real estate in 
Philadelphia rank among the highest in the nation and above a Northeastern regional 
average.2 

Average Construction Cost Comparison by City 

 

• Philadelphia’s higher construction costs3limit this market’s ability to provide returns for 
investors, as rents and sales prices lag behind other high cost cities, like New York, Boston 
and San Francisco. 

• In the Northeastern region, there are multiple choices for investors to access major city real 
estate cash flows and returns. In other regions, like the Midwest, those choices may be more 
limited. 4 

• However, the profit that an investor can expect on construction costs in Philadelphia lags 
behind that of its peer group(s). 

 

 

2 NE regional average includes NYC, Boston, Wash DC, Pittsburgh, and Baltimore  
3 Source: RS Means, other third party data 
4 For example, Chicago offers virtually the only opportunity for major city urban real estate investment in the 
Midwest. 
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Annual Return on Costs Comparison5 

 

• As the above charts point out, it can cost as little as 10% less to build in the Philadelphia 
market than in other major markets.  However, the profit an investor can expect in the City 
can more than 40% less than those of its peer markets. 

• The City’s tax abatement policy is an attempt to alleviate some portion of this disparity 
between rents and construction costs as compared to other cities, in order to spur sustained 
levels of developer and redeveloper interest in the City. 

• On a present value basis, the abatement offers about a 9%-12% reduction in costs, on 
average. This doesn’t eliminate the gap between costs and rents compared to other markets 
completely, but it does help.  

• The historical data suggests there likely were some transactions that would have been 
financially viable without the abatement, even if less profitably so. 

• However, there are a significant number of transactions that had return on investment metrics 
that were near the bottom of what investors would historically accept from Philadelphia.  

• For those properties, the abatement, and its certain availability, likely made the difference 
between moving forward or not.  

• Our analysis suggests that if 55% of the abatement were not in place during the previous 
economic cycle, between 40% and 50% of development in Philadelphia, during that period, 

5 RS Means cost and PPR rent data 
3 
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would likely not have been financially attractive enough to initiate. Simply put, about half of 
all construction and rehab projects would never have happened. 

• Lastly, the aforementioned reduced development would also result in a loss of construction 
employment of about 20% to 30% over the same period. 

 

1.3 Approach to the Assignment 

Developers invest in markets where there is a reasonable expectation of profit, or yield. Obviously, 
developer profit models vary widely and can be a challenge to model using only historical data. Part 
of every developer decision process, however, is measuring if there is enough cash yield in a 
property to cover carrying costs until exit, should that exit take longer than expected. 

 We can model this financial portion of the developer’s decision process to initiate development by 
examining historical rents and construction cost data.  

 

Modeling this decision process using historical data forms the basis of our analysis.  

 

There is typically an average level of yield or profit that will entice investors into a market. There 
will also be a “floor” level of yield beneath which, most investors will likely choose not to transact. 

Our approach is to: 

 

1. Calculate the historical floor level6 for this market,  

2. Translate changes in Real Estate Tax policy regarding the abatement into an implied 
loss in yield for the average development in Philadelphia.  

3. Estimate the new floor that compensates for an implied loss of yield from adjusting 
Real Estate tax policy. 

 

Calculating the change in the historical number of developed or improved properties that have yields 
above these floors, and projecting it forward is how we estimate likely changes in Philadelphia’s 
future development market.   

We recognize that critics of this method might point out that “all boats rise/fall together”, implying 
that since the abatement impacts all properties equally, investors would simply reset expectations for 
the Philadelphia market and continue with new development, as usual.   

 

6 We define a floor as being the yield level above which properties in the Philadelphia market were more than 25% 
likely to transact. 
4 
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We argue, however, that because Philadelphia is located in a region with many other options for 
investors to obtain consistent urban commercial Real Estate yield, it is likely that large portions of 
investment capital would simply be deployed somewhere else in the Northeast if expectation for 
yield decreases. With so many alternatives where an investor can look for yield in the Northeast 
region, Philadelphia would likely not attract its fair share of development capital without being at 
least competitive in terms of yield. 

 

1.4 Acknowledgement of Other Published Work on this Topic7 

There are several publicly available articles and papers on the value of the abatement to the City of 
Philadelphia. The materials contain very detailed analyses of the actual experience of a typical 
Philadelphia developer and abatement recipient.  We are not in disagreement with this work or its 
conclusions. The purpose of our analysis is to find a way to model the experience of developers of 
other properties, property types, and locations that have also received abatements. We also 
acknowledge that there may be methods of estimating impact other than the ones used in this report.  

 

One point of difference in our analysis is that we have been willfully conservative in our analysis by 
limiting the majority of our comparative analysis only to ongoing RE tax collections estimates.      

 

7Philadelphia’s Ten year Tax Abatement, Updated statistics on the size and distribution of tax-abated properties in Philadelphia, 
by Kevin Gillen Ph.D. (2013) 
Fiscal Analysis of Philadelphia’s Ten year tax abatement: Examining the Net Fiscal Impact of a Newly Constructed Tax-Abated 
Development Project in Philadelphia, by Kevin Gillen Ph.D. and John Westrum (2014). 
5 
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Section 2 –  
Existing Data Analysis 

2.1 Current Mix of Abated Properties 

Of the total of more than 15,000 properties that have been tax abated under this program, 
approximately 40% have been for improvements, while just over 60% have been for new 
construction. 

 These properties are made up largely of residential 
condominiums with row homes and semi-detached 
units making up the majority of the rest.8 

Properties with Abatements through 20139 

 
 
 
 
 
 
 
 
 

 

 

 

 

8 The Hotels category on the chart is actually not zero.  Relative to the number condo and residential units, the actual 
number of abated hotel properties is very small. However, the % mix of total square footage from this category is 
likely to be more in line with the other commercial property categories.  
9 All abated property charts are per Philadelphia’s historical property tax and abatement data. 
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2.2 Historic Mix of Abated Properties 

The mix of abated properties has remained largely consistent during the years of the abatements.  
However, the condominium share of the total mix has decreased in recent years in favor of row 
homes and, to a lesser extent, semi-detached units.   

Annual Abated Properties by Type10 

 

 

 

2.3 Average Abatement (psf) for New Construction 

The number of new construction abatements during our analysis period is just over 9,600, with an 
average abatement value per square foot of approximately $170. 

 

 

 

 

 

 

 

10 All abated property charts are per Philadelphia’s historical property tax and abatement data. 
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The following chart represents the projected total annual abatement value, by property type, of 
abatements given through year end 2013. Condo and row homes remain a significant part of annual 
expirations as a good deal office abatements expire by 2018. 

Historical and Projected Value of New Construction Abatements in place through 201311 

 
2.5 Average Abatement (psf) for Improvements 

There were over 6,000 properties that took advantage of the abatement program to make 
improvements. The average improvement value per square foot of each property is approximately 
$85. 

 

 

 

 

 

11 All abated property charts are per Philadelphia’s historical property tax and abatement data. 
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The following is a chart of how abatements from these improvements will expire, by property type, 
as the city begins to recognize full tax income levels for these properties 

 

Historical and Projected Value of Improvement Abatements in place through 201312 

 

Unlike with new construction, condo improvements become an increasingly smaller portion of 
abatement expirations, while offices, row homes, and apartment houses remain a significant part of 
the mix as time progresses. 

12 All abated property charts are per Philadelphia’s historical property tax and abatement data. 
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Average New Construction Abatement Value (psf) by Property Type13 

 

The average value of new construction abatements for residential new construction is highest for 
condominiums at almost $300 psf, followed by row homes and semi-detached units that average 
$120 psf. 

 

Average Improvement Abatement Value (psf) by Property Type  

Condo improvement abatement values per square foot also outpaced other residential sectors by a 
factor of more than 2 to 1. 

 

13 All abated property charts are per Philadelphia’s historical property tax and abatement data. 
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Section 3 –  
Model Overview 

 

3.1 Methodology  
Since most investors are yield (or profit) driven, a method of calculating the likely impact of 
changing the abatement is to: 

1. Define “yield”, for our purposes, simply as average rent for the zip code of a 
property/divided by the average development costs for the type of property. 

2. Use the historical data to calculate the “floor”, in terms of yield, under which the likelihood 
of transacting is found to be small. (<25% chance) 

3. Tabulate how many properties transacted above that floor. 

4. Calculate the change in average yield as result of a change in abatement. 

5. Calculate the “new” implied floor (since the investor will now need to compensate for the 
loss of capital). 

6. Tabulate how many properties transact above the new floor. 

7. The percent change between the quantities found in steps 3 and 6 is the implied loss of likely 
development, or the impact of changing the abatement on future development. 

Simple example 1 (Macro) 

1. Historically, we find that most properties (say 100,000 properties), are developed at yield rates of 
5% or better.  

2. Assume we also find that a given change in the abatement results in a loss of an average yield of 
1%.  

3. The new floor underneath which properties are unlikely to transact is now 6% (5% +1%).  

4. Now assume we also find that, historically, the number of properties that transacted above 6% is 
80,000. 

We would say with this example that the change in yield results in a 20% ((100,000 -
80,000)/100,000) loss of development market.  

11 
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Simple example 2 (Micro) 

1. Property X was built at a development cost of roughly $200 psf, with the abatement. 

2. Rents in that zip code average $10 psf.   

The yield expectation for property X is 5%. If our floor is also 5%, this property is at risk of not 
being completed. But, in our logic, this property “would likely transact” at the current yield level 
expectation.   

1. Assume we know that a change in the abatement results in a change in yield such that the new 
floor is 6%,  

2. Since rents won’t change as quickly, property X’s expected yield of 5%, is now below the floor 
and thus, would fall into our category of “unlikely to transact.” 

 

3.2 Future Development Volume Estimation 

Development volume in 2013 was near a 7 year low for Philadelphia for reasons that have more to do 
with national economic conditions and less to do with anything specific to Philadelphia’s economy.  

Our baseline, or status quo, projection is based on the assumption that development volume will 
move back towards long term averages, along with the larger economy, in an orderly fashion over a 
period of 5 years. 

For our pro forma projection, we apply the development reduction that was estimated from our yield 
calculations to 2013 total development volume to estimate year 1 and 2 of the projection14. Then we 
apply adjusted annual growth rates that simulate a return to an adjusted average volume level within 
5 years.   

For both cases, growth rates post year 5 are assumed at a conservative 2% per annum.15 

As such, this estimate is not a development volume forecast, but merely a baseline projection forward 
of the historical behavior of this market. 

Since Philadelphia has mature commercial, residential, and industrial real estate markets, along with 
historical data that extends through an economic cycle, we feel that this is a reasonable way to 
establish a conservative, baseline estimate of future developmental activity.  

By contrast, if this were a smaller, less mature market with substantial recent structural changes, we 
would be hesitant to use this method. 

14 To simulate the effect of some, imminent, but unconsummated, transactions moving forward even if the 
abatement is adjusted, we apply only 50% of our modeled impact to Year 1 of the analysis.   
15 To not unduly impact the “eliminate completely” case, years 3 -5 are grown at 3% per annum, to simulate 
ordinary “CPI like” growth. All other cases are based on a discount to the assumed status quo growth rate. 

12 
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3.3 Model Inputs 

1. % of RE Tax Abated – Used to simulate the effects of: 

a. Retaining Status Quo - This variable is set for an abatement amount equal to 100%, 
under this scenario. 

b. Adjusting the abatement to allow only the non school district portion – This variable 
is set for the abatement amount to equal 45%, under this scenario. 

c. Keeping the abatement for 5 year and phasing out over the next 5 years – For this 
case, this variable will obviously be different throughout the 10 year adjustment 
window. 

d. Removing the abatement completely – This variable is set for an abatement amount 
equal to 0%, under this scenario. 

2. Interest rate change – Used to simulate the effect of a changing interest rate environment 

a. To isolate the interaction between rate movement and abatement adjustments, the 
model assumes that newly unsubsidized capital will have to be borrowed. 

b. The impact on yield is the present value of 30 yrs. of increased interest expense on 
new capital required due to the abatement adjustment. 

3. Phase out Switch – Used to simulate a phase out of the abatement after year 5 

 

3.4 Model Outputs 

1. Status Quo Philadelphia Yield Metric– This result approximates an average yield 
expectation for Philadelphia properties from historical data. 

2. Effective Yield post-subsidy adjustment – This result approximates an average effective 
yield for Philadelphia properties that is inclusive of the implied yield loss due to abatement 
adjustment.  

3. Estimated Historical yield floor – The yield level underneath which less than 25% of 
properties have transacted historically. 

4. Yield Floor post-abatement adjustment – The historical yield floor (#3) adjusted for the 
yield loss expected from changing the abatement (#2-#1). 

5. Loss of Development Estimate – Calculates the 10 year projected loss of development volume, 
given the structural loss of development demand that results from the implied increase to 
development costs from the adjusted subsidy.  

 

13 
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Section 4 –  
Modeled Results 

Scenarios16 

To examine the short and long term results of our case analysis, we look at scenarios from the 
following perspectives and time frames 

• Quadrant 1 (Upper left) – shows a 10 year comparison, in terms of number of units 
developed, between doing nothing (Blue bars), and making an adjustment (Red Bars). 

• Quadrant 2 (Upper right) – shows a 30 year comparison, for all cases, from a Net Present 
Value of Real Estate Taxes only perspective, with splits to show the school district and City 
portions of the total expected revenue 

• Quadrant 3 (Lower right) – shows a 30 year comparison in terms of accumulated Real Estate 
Tax revenue, between doing nothing (Blue solid lines), and making an adjustment (Red solid 
lines). We also show the same comparison for only the school district portion of the tax 
(Dotted blue and red lines). 

 

4.1 Keeping the Abatement As-is (“Status Quo/Do Nothing”)  

In this run of the model we keep the abatement the same (100% RE Taxes Abated) 

• In this case, since there is no change in policy, Red and Blue bars and lines in quadrants 1 
and 3, respectively, are equal. There is a level of revenue in quadrant 2, for this case, which 
represents the present value of collections in yrs 11 thru 30. 

• As was mentioned earlier, our assumption is that this market does not return to the highs of 
the previous cycle but does return to the average level achieved during that period by year 5, 
as the national economy improves, and then only modest (1.5% to 2% growth subsequent to 
that. 

 
 

 

 
  

16 Since residential abatements form the vast majority of abatements under this program, we limit the analysis of the 
main body of this paper to the residential properties. Impacts to other property types will be summarized in the 
appendix. 
14 
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4.2 Removing Only the School District portion of the Abatement 
In this run of the model we simulate removing the school district portion of the abatement (45% RE 
Taxes Abated) 

 

• In this case we simulate the effects of having 55% of the abatement not in place over the past 
economic cycle. The data suggests that the projected future development volume loss implied 
from the historical pricing tolerances for this market, would be in the range of 40% to 50% 

• Quadrant 3 shows us that the short term gains from reducing the abatement are outweighed 
by the long term benefits of a broader tax base within 5 years after the existing abatement 
expires.17(See solid red and blue line crossover point) 

• The long term benefits to the school district outweigh the short term gains within 8 years 
after the abatement expires. (See dotted red and blue line cross over point) 

• We estimate that the loss of development will result in a loss of construction employment in 
Philadelphia of roughly 1,200 to 1,300 jobs.18 

 

 

 

 

 

 

 

 

 

 

 

 

 

17 For conservatism, this does not include land taxes paid during the abatement period.  
18 Jobs estimate calculates direct construction employment only and assumes a local labor spend factor of 40%..   
16 

 

                                                   



City of Philadelphia – Economic Impact Assessment  Section 4 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

17 
 



City of Philadelphia – Economic Impact Assessment  Section 4 

4.3 Phasing out the Abatement after 5 years  

• In this case, we simulate reducing the individual abatements after year 5 year by phasing it 
out by 20% every year for the subsequent 5 years. In this simulation, the estimated 10 year 
development loss is estimated at approximately 30%. 

• If we project that relationship into the future, quadrant three shows us that the accumulated 
Real Estate taxes from this adjustment to the abatement are matched by those associated with 
keeping the abatement in place, within 10 years, for both the school district and the City, 
after the unadjusted abatement would end and full revenue collection starts.19 

• We estimate that the loss of development will result in a loss of construction employment in 
Philadelphia of roughly 800-1,000 direct construction jobs. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

19 For conservatism, this does not include land taxes paid during the abatement period.  
18 
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4.4 Eliminating the Abatement Completely 

 

• In this case we simulate the effects of having 0% of the abatement not in place over the past 
economic cycle. The data suggests that the projected future development volume loss implied 
from the historical pricing tolerances for this market, would be in the range of 60% to 70% 

• Quadrant 3 shows us that the short term gains from reducing the abatement are outweighed 
by the long term benefits of a broader tax base within 3 years after the existing abatement 
expires.20(See solid red and blue line crossover point) 

• The long term benefits to the school district outweigh the short term gains within 6 years 
after the abatement expires. (See dotted red and blue line cross over point) 

• We estimate that the loss of development will result in a loss of construction employment in 
Philadelphia of roughly 1,900 - 2,100 direct construction jobs.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

20 For conservatism, this does not include land taxes paid during the abatement period.  
20 
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Crossover Analysis Data Tables 
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Commercial Property Summary Annual Development Volume Graph 
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