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Key Takeaways

¢ Financing for housing construction hinges on its potential profitability (i.e., return) from the income
that comes from renting or selling completed units.

¢ A “capital stack” is the combination of funding sources builders use to finance housing construction,
which often includes both debt from lenders and equity from investors.

¢ Affordable housing developers typically face funding gaps in the traditional capital stack due to the
lower prices/rents needed to make a unit affordable for lower-income households.

e Developers rely on multiple tools to fill the financing gap, including public programs, subsidies, and
other private sector resources and approaches.

e These tools supplement upfront funding for development, help boost the rental revenues of
affordable housing, and/or reduce developers’ costs.

¢ |t can be challenging for developers to piece various tools together to fill the funding gap because
each tool comes with trade-offs, and not all resources are available everywhere.

Housing is a necessity, and has grown increasingly expensive in Tennessee over the last decade. Much
of this was driven by increased demand and diminished supply. Financing for housing developments can
be challenging, and the process is particularly complex for affordable housing. This report examines how
these developments are financed, and the unique challenges affordable housing developments navigate.
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Financing Housing Development

All housing developments come with both upfront costs and ongoing maintenance. Initial
expenses typically include roughly 10-20% for land acquisition, 60-70% for hard costs like labor and
building materials, and 20-30% for soft costs like permits, project designs, and impact or permit inspection
fees. Additionally, buildings need ongoing maintenance after they’re built—either by the developer or a
buyer.

A “capital stack” is the combination of funding sources used to finance a project, which often
includes both debt from lenders and equity from investors (Figure 1). A capital stack is hierarchical,
defining who gets paid back first based on risk and return. (2) (3)

Debt Financing

Debt financing is money a builder borrows and must repay to the lender over time with interest.
Financial institutions will offer developers a loan only if it appears secure—that is, they believe the funds
will be repaid. There are two levels of debt financing:

e Senior debt is usually the largest and least expensive source of funding for a housing
development. (2) It is repaid first, and if the developer defaults, the lender can take ownership of
the property and its assets. It carries the lowest risk for lenders and offers developers the lowest
interest rates.

o Mezzanine debt helps cover gaps left by other financing sources. (2) (3) Developers seek
lenders willing to accept higher risk for higher returns, which means higher interest rates. It is the
second repayment priority, and if the developer defaults, mezzanine lenders can claim the
developer’s equity in the project.

Equity Financing

Equity financing provides funds in exchange for ownership or profit shares in a project. It includes
preferred and common equity. Preferred equity guarantees investors a portion of profits after debt
repayment, offering lower risk, limited decision-making power, and smaller returns. Common equity
represents full ownership, with decision-making authority and higher potential returns—but it is paid last
and carries greater risk. (3) (4)
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Figure 1. Capital Stack Repayments Begin by Paying Back Loans,
Followed by Investor Dividends

The allocation structure of funding sources and their considerations

o
Funding SourceT Considerations

Secured by collateral for a low interest rate.

If unpaid, the lender can repossess the assets.
Expects payment first.

Lowest profitability & risk for lenders.

l Unsecured by collateral so the interest rate is

higher. If unpaid, the lender can acquire the
developer’s equity in the project.
Moderate profitability & risk for lenders.

1 . Senior Loan

2_ Mezzanine Loan*

Fixed returns on profits expected. Profits
only paid after debt repayments. If unpaid,
can take action to recover.

Higher profitability & risk for investors.

3 Preferred Equity
No guaranteed returns. If unpaid, the
investor has no recourse but retains an

ownership stake.
Highest profitability & risk for investors.

4_ Common Equity

*Not all capital stacks contain mezzanine loans.

Risk and Return

The feasibility of a development depends on its projected profitability from rental or sale income.
To secure financing, developers must show lenders and investors that completed units will generate
enough revenue to cover costs. Because these projections rely on market conditions, they carry inherent
risk. Lenders earn interest for assuming this risk, while investors receive an ownership stake, potential
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decision-making authority, and the ability to set exit conditions. High interest rates further reduce
profitability and can deter investors—especially those in preferred equity—since loan costs and return
expectations rise together.

Debt and equity financing both carry risks for developers. Delays, labor shortages, and unexpected
cost increases can jeopardize funding. Construction loans often follow a “draw schedule,” releasing funds
as milestones are met, so disruptions can strain budgets and cash flow. Cost overruns also create
uncertainty for investors, who may seek exit strategies that shift more financial risk onto developers.

Figure 2. Capital Stacking 101
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Financing Affordable Housing

“Affordable housing” refers to developments where units are priced below market rates for lower-
income households. Housing is considered affordable when costs do not exceed 30% of a household’s
income. (5) (6) In practice, affordable—sometimes called “income-based”— housing units are rental
homes priced so families earning less than the area median income (AMI) can keep housing costs below
that threshold. (7)

Affordable housing developers face funding gaps because lower rents and prices make projects
less profitable than market-rate builds. Construction costs exceed anticipated profit, so lenders provide
only what projected revenue can cover, leaving a shortfall in the capital stack.

To fill this gap, affordable housing developers often rely on multiple tools—including public
programs, subsidies, and other private sector resources and approaches (Figure 2). These tools
generally take several forms—including resources that supplement upfront funding, help boost affordable
housing rental revenues, or reduce developers’ costs. (8) The following sections highlight key programs
and tools in these categories.
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Tool: Upfront Funding Supplements

Affordable housing developers use grants, subsidies, and other assistance to supplement
traditional financing sources and help cover upfront building costs. These funds are often available
through federal or state programs. In some cases, private foundations and donors provide upfront
contributions to a project.

Low-Income Housing Tax Credits

The Low-Income Housing Tax Credit (LIHTC) program is the largest federal program that supports
construction of affordable rental housing. (7) It reduces federal tax liability for 10 years in exchange
for maintaining affordability for 30 years. Developers often sell these credits as equity to raise upfront
cash for construction. LIHTCs come in two forms: non-competitive 4% credits, which cover about 30% of
eligible costs, and competitive 9% credits, which cover about 70%. A recent federal law will increase the
number of 9% credits by 12% starting in 2026. (9) In Tennessee, the Tennessee Housing Development
Agency (THDA) awards 9% credits based on priorities such as location, housing needs, and energy
efficiency. (10) (7) (11)

In FY 2024, Tennessee awarded $99.5 million in LIHTCs to build 824 new rental units and rehabilitate 60
more. (12) From 2014 to 2023, the program supported 238 projects, creating over 22,500 affordable units
across 67 counties (Figure 3). Of these, 33% of units used 4% credits, 29% used 9% credits, and 27%
combined both. Data for the remaining 14% of units was not reported. (13)

Figure 3. Federal Tax Credits Subsidized Over 22,500 New Affordable
Housing Units Across 67 Tennessee Counties Between 2014 and 2023

Low-Income Affordable Units Supported by Federal Low-Income Housing Tax Credits (2014-2023%)
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*Date represents the year in which the project was completed and units became available.
Source: HUD LITHC Data (13)

Other Federal Upfront Funding Supplements

The federal government offers grants to state and local governments to help offset the costs of
developing affordable housing. For example—
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¢ HOME Grants are federal formula funds provided to state and local housing authorities to build or
preserve affordable housing for low-income households. (14) (15) (12) In FY 2025, Tennessee
allocated $11.2 million in HOME funds for these purposes, though the president’s FY 2026
budget proposes eliminating the program.’ (12) (16)

¢ Housing Trust Fund (HTF) dollars go directly to THDA to build, preserve, and rehabilitate rental
housing for households earning 30% or less of the area median income. (17) (12) Funds are
awarded competitively using the same structure as LIHTC allocations. (12) In FY 2025,
Tennessee allocated $8.5 million HTF dollars for affordable housing development and
preservation. (12)

¢ Community Development Block Grants (CDBGs) are federal formula funds awarded to states
and certain local governments for economic and community development, including infrastructure
that supports or refurbishes affordable housing. These funds cannot be used to build new
units.(12) (18) In FY 2025, Tennessee allocated $13 million in CDBG dollars for infrastructure
benefiting low- and moderate-income housing." (12)

State and Local Upfront Funding Supplements

The state and some local governments have established their own housing funds to subsidize the
construction and preservation of affordable housing. THDA’s Tennessee Housing Trust Fund,
financed through mortgage revenues, supported 178 new rental units in FY 2025 and will provide $3
million this year for the Affordable Housing Development Gap Subsidy Program. (12) (19) (20) The state
also allocated $12.5 million in COVID-related federal relief to create or improve 250 units. (21) Nashville
operates the Barnes Housing Trust Fund, while Chattanooga recently launched the Housing Production
Fund to invest in affordable and mixed-income developments. (22) (23) (24)

Philanthropic organizations and private entities also contribute to affordable housing through
donations or below-market investments. Across Tennessee, groups such as Amazon, the East
Tennessee Foundation, the Community Foundation of Greater Chattanooga, and U.S. Bank have
provided funds to support construction and preservation efforts. (25) (26) (27) (28)

Tool: Income Supplements

Developers can use programs and strategies to increase the income potential of affordable
housing. The federal project-based Section 8 program, for example, supplements affordable rents to
match fair market rates, providing a steady revenue stream. Some developers also cross-subsidize by
including market-rate units in mixed-income projects, which helps offset lower rents and improve financial
viability.

" Includes only expenditures from state grants—not those awarded directly to local governments.
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Examples of Income Supplements

Federal project-based Section 8 vouchers subsidize affordable housing landlords, closing the gap
between market-rate and affordable rents. (29) (12) Under this program, low-income tenants pay 30%
of their income as rent, while landlords receive payments covering the difference between those rents
and an agreed market-rate amount. This approach helps owners manage costs while keeping housing
affordable. As of June 2025, Tennessee had about 4,000 project-based voucher units. (30)

Mixed-income developments blend affordable and market-rate units to balance financial viability
and community impact. Market-rate units generate additional income that offsets lower rents from
affordable units, making it easier to cover operating costs, secure financing, and sustain the project over
time while serving low- and moderate-income households. For example, the Metropolitan Development
and Housing Agency in Nashville has successfully funded multiple mixed-income developments
throughout the 2020s. (30)

Tool: Cost Reducers

Affordable housing builders may also be able to use tools designed to reduce their costs. For
example, local governments may reduce property tax liabilities or offer free, low-, or reduced-cost public
land.

Examples of Cost Reducers

State law allows local governments to offer property tax breaks for affordable housing
development—known as payment-in-lieu-of-taxes (PILOT) programs. (31) (32) These breaks reduce
the ongoing costs of maintaining a property. Currently, cities like Nashville, Memphis, and Chattanooga
offer targeted PILOT programs to affordable housing developers. (33) (34) (35)

Local governments in Tennessee may also offer incentives to reduce some of the soft costs
associated with building affordable housing. State legislation passed in 2024 allows cities to promote
affordable housing development through voluntary attainable housing incentive programs. These
programs enable property owners to voluntarily provide affordable housing in exchange for zoning
exceptions that can ease the development process. (36) (37) (38) (39)

In addition, private and public sector tools can reduce the cost of borrowing money. Examples
include—

¢ Community Investment Tax Credit (CITC) — These credits incentivize financial institutions to
provide loans for affordable projects at lower interest rates. (40) In 2025, Tennessee awarded
$551 million in CITCs for the creation and preservation of affordable housing—including the
construction of over 2,200 new rental units. (12)

e Local Industrial Development Board Bonds — Since 2024, state law allows local governments

to issue industrial development board bonds to provide lower-cost debt for affordable housing
projects. Because these bonds are tax-exempt, buyers accept lower interest rates, making the
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funds cheaper than traditional loans. The proceeds are then loaned to developers to build or
rehabilitate affordable housing. (41) (42)

e Public-Private Loan Funds — The Nashville Catalyst Fund is a nonprofit loan fund that offers
low-cost lending to affordable housing developers using resources donated by private institutions,
local government, and other donors. (43) (44)

o Federally-Insured Loans — The federal government insures loans for affordable housing
preservation and development, reducing the risk for financial institutions and allowing them to
offer lower-cost loans. (45)

e Community Development Financial Institutions — The federal government subsidizes
Community Development Financial Institutions (CDFIs) to lend and invest in underserved
communities—allowing them to offer less expensive financing options for affordable housing
development. (46) (47)

Governments have also found ways to reduce or eliminate the costs of land for affordable
housing developers. For example, governments can offer priority bidding on public lands or partner with
affordable housing nonprofits and developers, CDFls, and community land trusts/banks to develop and
maintain underutilized or blighted properties. (48) (49) (50) (51) In Tennessee, however, state law only
allows certain cities and counties to establish a land bank without legislative approval. (50) (52) (53)
Nashville also recently established a Faith Based Development Institute to facilitate the development of
affordable housing on land owned by churches and other faith-based organizations. (54)

Trade-Offs and Considerations

It can be challenging for developers to piece various tools together to fill the funding gap because
each tool comes with trade-offs, and not all resources are available everywhere. Developers must
navigate complex requirements tied to programs, subsidies, and grants, which can dictate income limits,
project location, or even building materials. Rules may differ in their practicality across regions, even for
federal programs. Some tools, like the 9% LIHTC, are highly competitive, and smaller local governments
may lack the resources to implement options such as PILOT programs. Additionally, funding sources
often follow different timelines, making coordination challenging and slowing projects compared to
market-rate developments competing for limited land and resources.

As policymakers and stakeholders look to expand the state’s affordable housing supply, key
questions to consider include—

e Could Tennessee provide additional, flexible support for low-income housing
development? For example, other states, such as Georgia, offer state-specific tax credits that
supplement LIHTCs. (55) In 2024, Tennessee created a Rural and Workforce Housing Tax Credit
but has not taken the necessary steps to authorize funding for the program. (56) (57)
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e Could the state deploy a broader range of tools to help local governments meet their
communities’ needs? For example, most counties and cities are barred by state law from
establishing a land bank. (53)

o What resources do local governments need to use the tools that are available to them? For
example, some cities and counties may be unaware of or lack funding and administrative capacity
to manage a PILOT program. (58) (59) (60) (31) (32) (61)

o Are there tweaks that could be made to existing programs to further their impact? For
example, Tennessee is among a small number of states that includes LIHTC income in property
tax assessments—treating them like income rather than an upfront funding source. (62)

o Are there ways that state and local governments can encourage more philanthropic or
faith-based funding initiatives? For example, states such as Maryland and New York have
passed legislation to make it easier to develop housing on faith-based organizations’ land. (63)

¢ How can the requirements of various funding sources be better coordinated to streamline
affordable development projects? For example, state-led coordination of various gap-filling
funding tools could streamline financing for developers.

e What obstacles do developers across the state—both market-rate and affordable—face in
financing more housing development? There is little empirical information available on the
actual budgets of Tennessee’s developers. Further research on this piece of the housing puzzle
would be beneficial in identifying opportunities for improvement.

Parting Words

Financing for housing is complex, and affordable housing developments face additional unique
challenges. Developers must fund construction without the income needed to cover costs, relying on
multiple tools with varying requirements and timelines to close gaps left by traditional financing. As
housing costs rise in Tennessee, state, local, and private stakeholders may want to consider how best to
use and expand these tools to address challenges and increase affordable housing supply.
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