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Dear Members of the Commission:

In response to the Commission's invitation for submission of further written material and
comments on the above-referenced case, we hereby submit:

. A wrritten statement addressing the issues in the case;

. Financial analysis attached to the statement supporting why the ratio of affordable housing
to market rate housing needs to be adjusted to make the bonus work; and

. A copy of a report entitled Housing Supply and Affordability: Do Affordable Housing
Mandates Work?, dated April, 2004, authored by Benjamin Powell, Ph.D, and Edward
Stringham, Ph.D, prepared for the Reason Public Policy Institute.

We hope that the Commission will give careful consideration to these materials
as it deliberates upon the IZ case. We further request that, at the work session public
hearing to be held on September 25, 2005, the Commission include representatives of
developer interests in the discussion. The insights of the people on whom the
affordable housing requirements will fall are critical to the effective resolution of the
issues presented in this case.

Sincerely,

oV~ M. K }\"‘"‘ [
Norman M. Glasgow, Jr.
Steven E. Sher
Director of Zoning and Land Use Services
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September 8, 2005

L
INTRODUCTION

The subject case presents concepts to be included in the Zoning Regulations to establish
mandatory requirements for affordable housing in future residential projects. The proposal as
advertised includes concepts originally presented by the Campaign for Mandatory Inclusionary
Zoning (the "Campaign") and an evolution of the proposal recommended by the Office of
Planning ("OP"). Because of the general nature of the notice of hearing and the Commission's
desire to deal with concepts rather than specifics, these comments are broadly stated to address
issues, deficiencies and uncertainties generated by the proposal. These comments are submitted
on behalf of a broad segment of our client base, which includes many developers and owners of
property throughout the city who are in the process are or considering residential development of
property in the District. We assume that before the Commission adopts any amendments to the
Zoning Regulations or Maps, it will give proper notice and hold a hearing on the specifics of
what is proposed.

We have some fundamental concerns which underlie the approach to requiring affordable
housing as part of a zoning regulation. We believe that the leverage which can be applied to
achieve affordable housing through zoning is insufficient to meaningfully address the shortfall in

the housing stock available to households whose income is at or below 80% of the area median
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income (AMI). There may be other mechanisms better suited to assist in increasing housing
opportunities at affordable levels.

We further believe that both proposals before the Commission, in their current form,
carry with them significant risks to the continued production of all housing in the District and
that neither is neutral to the developer as suggested by DC Council Resolution 16-218. Included
in this Statement is a list of concerns which, we believe, require additional thought and detail
before any proposal should be adopted by the commission:

By far, the most concerning of these issues is the fact that both proposals are based on
economic models which ignore the very real cost of the equity capital required for development.
While we support efforts to strengthen our city through the creation of affordable housing, these
efforts must not jeopardize the economic engine that drives residential development. The
realities of our free market economy and the fundamental economic laws that drive the flow of
investment capital into the District must be considered. To ignore these basic concepts at a time
when the housing market is experiencing the greatest pressures in a decade, rising interest rates,
soaring construction costs, and an unprecedented supply of new condominium and apartment
units already in the pipeline, is to invite disaster and risk bringing residential development in the
City to a virtual standstill. We support our assertions with detailed, quantitative analysis in Part
II of this statement, as requested at the public hearings by the Commission.

We further believe that the Commission must address a fundamental issue at the heart of
applying a mandatory affordable housing requirement: since both of the proponents, OP and the
Campaign, agree that a density bonus is necessary to offset the costs to provide affordable

housing, how can the IZ regulation apply to situations where no bonus increase in density can be
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achieved? We have described below a number of the circumstances where that situation would
occur, and we request that the Commission exempt those situations from the scope of the IZ
requirements. We note that the Council of the District of Columbia, in its Resolution No.
16-218, stated that "for these [inclusionary zoning] requirements to be effective, developers must
be provided sufficient compensation in the form of density bonuses, zoning variances, and other
incentives."

Lastly, we note the testimony which ran through the three nights of public hearings where
a common theme was the difficulties caused by the loss of existing affordable housing in the
city. While considerable and moving, these complaints seem to miss the point related to the
proposed zoning regulations. The District's statutes and regulations are heavily tenant oriented.
Rental properties cannot be converted to condominium ownership or sold without notice to the
tenants. Further, the renovation of a building which does not increase the density cannot incur an
I1Z requirement since there is no density bonus to off-set the loss suffered.

IL
COMMENTS ON THE ECONOMIC MODEL AND ALTERNATE PROPOSALS

The goal of OP and part of the Council's support of a mandatory IZ program was to
create a situation where developers would not be penalized for having to provide affordable
housing. Stated anther way, the assumption is that the bonus offered would offset the reduced
returns for having to price units below the market. Given the state of the District's housing
market, particularly when compared to the housing markets in surrounding suburban
jurisdictions and when compared to competing demands for commercially zoned land that can be

used for other nonresidential purposes, the Zoning Commission must be very careful to craft a
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regulation which does not have the unintended consequence of curtailing or shutting off the flow
of housing construction generally.

The economic model set out by OP is seriously flawed in its use of Return on Cost as the
primary metric to evaluate whether or not the proposed ratio meets the Council’s goal to make
the IZ requirement neutral to the developer. Return on Cost, as calculated in OP’s model, does
not factor in the cost of equity. The cost of equity is a real, tangible cost and needs to be
incorporated into the analysis. One way of doing this would be to make Internal Rate of Return
(IRR) the primary metric. Another way would be to include the cost of equity as a cost line item
in the project costs.

The OP’s Return on Cost does not factor in the time value of money. There is a
difference between investing $5 and getting $10 back after one year and getting $10 back after
two years, even though the $5 profit is the same in each case. In residential development terms,
if one project yields a 20% return on cost after two years and another yields the same 20% return
on cost but takes three years to complete, then they are not economically equal. The additional
density requirement requires a longer design and construction period, this increase in time needs
to be accounted for and incorporated into the analysis (see below for specific timing assumptions
we believe are applicable). In the OP Hearing Report dated July 15, 2005, under the high-
density condominium development scenario analysis, the IRR decreases in each scenario. That
means that the projects are not as attractive to investors with the IZ proposed requirement, and
shows that the 1:1 bonus density ratio between market rate and affordable does not provide

enough market rate units to offset the loss on the affordable units built. We have attached an
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analysis prepared by our clients of the economic consequences of the proposed regulations, to be
compared to the economic analysis submitted in the OP reports.

While the impact of this difference may appear inconsequential, it is a very real
consideration to the investors and capital providers whose money is put to work as equity in
development projects. As in any market for goods or services, the money which investors risk in
speculative real estate projects comes at a price — in this case the price is the capital return
represented by the IRR. If the IZ mandate has a significant negative impact on project IRRs,
capital providers will simply shift their investments to other asset classes with higher returns.
Investments in real estate will shift toward office and retail projects, or to residential projects in
other jurisdictions.

For high-density condo projects, using basically the same assumptions in the OP report
and the correct return basis, IRR, the breakeven is at least a 2:1 ratio between market rate and
affordable units for the IZ bonus density (assuming affordable units are sold at 80% of AMI). A
2:1 ratio will help to keep the IZ policy economically neutral, and while not truly an “incentive
based” system as requested by the Council, the 2:1 ratio will help sustain the unprecedented
recent residential investment.

The 2:1 ratio comes from an analysis of comparing a base case model to a scenario with
bonus density. The base case model uses most of the assumptions in OP’s economic analysis
(the few differences are discussed below). That model is then compared to a scenario with the
20% bonus density at 2:1 ratio between market and affordable units. The 2:1 ratio almost gets
the bonus density scenario IRR back to base case IRR. The assumptions in the base case model

and bonus density model are the same except for (1) slightly increased design, construction and
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settlement time necessary for a 20% larger building; and (2) those specific costs that change due

to adding affordable units as discussed below.

Timing: The project’s timing is increased by one month of design and coordination and
two months of construction. The settlement process is assumed to take one month longer
since there are more homeowners to move into the residence and a tremendous amount of
time, effort and energy is required to complete finishing details, inspect units and other
necessary tasks before a unit can be turned over to a resident.

Costs: Most of the hard and soft costs remain the same on a per square foot or percentage
basis between the base case and bonus density case. The two increases due to the bonus
and affordable density are: (1) parking costs; and (2) soft costs. OP noted the increased
cost in below grade parking for additional levels of parking. Parking costs are assumed
to increase from $75 per garage square foot for matter of right density parking to $85 per
garage square foot for the bonus density parking. OP stated that this additional parking
was the developer’s choice to provide since it was not required by zoning regulations,
and that is correct. However, OP’s analysis ignores the real world market conditions and
instead just looks at zoning regulations. The addition of the market-rate units provided
by the bonus density increases the parking demand. Units only sell at the assumed sales
price ($525/SF) if they come with the option to purchase a parking space. Units without
the option of parking are less attractive to buyers and would have to be sold at a price
lower than $525/SF.

Also related to parking, the average square footage of garage space required for one

parking space is adjusted from 375 square feet to 400 square feet (for both the base case and
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bonus density parking). The most efficient residential parking garages might achieve 375 square
feet per space, but there are some garages that can only achieve 425 to 450 square feet. This
model should represent the average development and not take “best case” or “worst case”
scenarios. Using 400 square feet per parking space is considered average or better than average
for parking efficiency, so that is used in this economic model.

The other change to the cost of affordable units was to increase the soft costs from 23%
of land and hard costs for the market rate units to 25% for the affordable units. This increase in
costs pays for the additional administrative and legal costs incurred as a result of selling
affordable units. These costs have already been experienced on projects which include
affordable units and will continue to be incurred with implementation of the IZ policy.

L.
ADDITIONAL ISSUES

In considering this topic, we commend the Commission's attention to the following:

1. The threshold: Both the Campaign and OP set the same applicability standard, projects
having ten or more units, new or substantially rehabilitated. In the interest of having
everyone understand what is subject to an affordable housing requirement and what is
not, the regulations should be as clear as possible, including:

a. For an addition, is the requirement applicable to the whole building or only the
addition?

b. What constitutes "substantial" rehabilitation, as differentiated from repairs,
modernizations, building system upgrades, etc.?

c. How do the requirements apply to an existing building which is being converted

from non-residential to residential use?
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d. . How do the requirements apply to a mixed use building, where part of the
building is non-residential?

e. How do the requirements apply to a partial renovation; e.g., changes to floors in a
building but not the whole building or renovation of one building within a project
but not others?

f. For the OP proposal, where the requirement is based on a percentage of a density
bonus, how is the percentage applied to a renovation where there is no increase in
density?

g How do the requirements apply to a phased project; e.g., does each phase have to
comply or is the compliance assessed at the end of the project?

h. Does the threshold apply to a project comprised of single family dwellings?

1. How would the requirements apply to a building that is subject to the jurisdiction
of the Historic Preservation Review Board or the Mayor's Agent and is limited in
its development by those processes?

2. The formula which would generate the amount of housing to be provided: The

Campaign's proposal sets the formula as a percentage of the base density allowed in the
zone category depending upon the type of buildings and whether new construction or

substantial rehabilitation. The OP proposal sets the formula as a ratio between the floor
area devoted to affordable units and floor area devoted to market rate units of the space
achieved by the increase in density. The OP Supplemental Report, dated July 15, 2005,
further refined that concept to establish the minimum set-aside as a percentage of either

the matter-of-right density or the bonus density achieved, whichever is greater.
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These are different concepts with different associated problems and issues:

a.

The Campaign proposal targets the base density for determining the amount of
affordable housing required. While recognizing that an increase in density and
height is appropriate to offset the burdens created by the requirement, the
proposal only offers that bonus in residential districts. If the proposal is going to
apply to residential projects in commercial and mixed use zones, then extra
density and height should be allowed in those zones as well. The proposal further
provides no relief for projects in which the extra density or height cannot be
achieved. However, at the public hearings, the testimony of the Campaign stated
that no affordable housing would be required when no bonus density could be
achieved.

The OP proposal provides for bonus density and then ties the affordable housing
requirement to both the increase and to the base density. This proposal
establishes a lower limit regardless of the amount of bonus density, which again
raises the likelihood that a property may be burdened by the requirement without

being able to use the offered increase in density as an offset.

In order to protect against sudden changes in land value which could adversely affect the

residential market as a whole, we recommend that, if the Commission determines to

adopt an IZ program, the percentage requirements be phased in over a multi-year period.

Differences in market values: The proposed regulations do not take into account the

impact of relative differences in market values. Whether units are for sale or for rent, the

economic impact on a project selling or renting at $X per square foot are significantly
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different from a project selling or renting at $2X or $0.5X, assuming that the rent or sales
price of the affordable unit remains the same. Stated another way, the amount that a
person making eighty percent of the AMI can afford to spend on housing costs is the
same regardless of what the market rent or price would be, but the loss to the project is
much higher if the market rate housing costs more to produce.

4. Vesting: Given the broad sweep of the proposed regulations and the potential financial
impact on pending projects, the Zoning Commission should consider how to apply any
new provisions to projects which are already underway. The Zoning Regulations
currently vest the right to build a project once a permit has been issued. For cases
requiring BZA approval, the right to build is vested upon the issuance of a decision by
the BZA. It is not clear what point of vesting would apply to cases previously approved
as planned unit developments but where permits are not yet issued.

In order to allow land prices to adjust to the requirements to provide affordable housing
and to stabilize thereafter, we suggest that the new regulations should not apply to any
project for which an application for a building permit or for approval to the BZA or the
Zoning Commission was filed within one year after the Zoning Commission takes
proposed action to adopt the text of any new regulation. By the time an application is
filed, the property is either owned by the prospective developer or is under a contract
which establishes the economic relationship between the buyer and the seller. In
addition, in order to file an application, a developer must have plans prepared by an
architect, together with supporting studies by traffic engineers, landscape architects, civil

engineers, etc. This involves a substantial outlay on the part of a developer and, fairness
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suggests that until new regulations are put into place, a project which has proceeded to

the point of filing should not be subject to the unknowns which will prevail until new

regulations have been adopted.

5. Differentiation between for sale and for rent housing: The OP proposal suggested that the

requirement for affordable units would vary depending upon whether a building was for

sale or for rent. The OP Supplemental Report gives further explanation of the reasons for

this distinction. We believe that creating different requirements for rental or sale housing

is flawed for three basic reasons.

a.

There is a constantly shifting balance between whether a unit is rentgd or sold, in
large part depending upon interest rates, tax strategies and other market factors.
Units which were built as rental may be converted to condominium ownership
and units which were constructed for sale may be rented, either by the original
developer or by subsequent unit purchasers. Will the inclusionary requirement be
changed after construction if a building is converted from rental to sale or vice
versa?

The amount of affordable housing required is based in large part upon a current
economic scenario, against which various options were measured. It is unrealistic
to establish a regulation based on what has been a relatively recent market
condition. For many y:,-ars prior to the current pace of housing production in the
District, new housing development was minimal. In some years, there were no

new housing projects permitted. See the attached data for permits for residential

construction of more than five units for the years 1980-2004. For the entire 1990
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decade, there were only 1,228 units permitted, a mean of 123 units per year. By
comparison, in 2004, in the five close in suburban jurisdictions, almost 15,000
units were permitted and in the Metropolitan Statistical Area excluding the
District of Columbia, there were over 36,000 units permitted in one year.

The inclusionary zoning proposal is one which is presumably intended to be a
permanent regulation. It would be imprudent on the part of the Zoning
Commission to impose regulatory requirements for the long term based on market
conditions today. The response that the regulations can always be amended
ignores the potential chilling effect that an overly restrictive regulation can have
on the market during the extended time that it will take to revise the regulations.
The notion of regulating rental and ownership housing in different manners goes
against the fundamental aspect of zoning. Zoning is the control of land use and
the impacts of different uses, heights and densities. Zoning does not and should,
not control the form of ownership of a property. If a building is an apartment
house, it should be regulated on the basis of its impacts, not on the basis of who

owns it.

Transferable Development Right (TDR) receiving zones: While the Commission has

requested that testimony not be directed at whether particular geographic areas should be

included within the scope of inclusionary zoning, we do take particular note of the impact

of the proposed regulations on TDR receiving zones. The receiving zones were

established to accommodate TDRs generated by the provision of preferred uses in the

Downtown Development (DD) District or by underbuilding on historic sites in the DD.
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The primary purpose of TDRs was to establish incentives to help underwrite the cost
burden inherent in creating preferred uses Downtown or in preserving historic landmarks.
TDRs purchased for use in receiving zones are available for any permitted use, but for the
most part have been used for office development.
Some owners of property in receiving zones, particularly in the North Capitol and Capitol
South areas, have purchased TDRs and are now considering whether residential
development would be feasible and an appropriate use of the property. The purchase of
TDRs has increased the potential development to the maximum permitted. The
properties are therefore able to build to the maximum height permitted under the Act of
1910 and there would be no way to take advantage of any bonus density on these sites.
Adding an affordable housing requirement to these sites would undercut the economic
assumptions which would make housing favorable on these sites and would tend to make
office development more likely. Applying an affordable housing requirement to a TDR
receiving site amounts to a double burden on the TDRs. The TDRs would be forced to
serve too many masters, in being required to underwrite the DD objectives as well as the
affordable housing objectives. This would devalue the TDRs to the point that neither
buyers nor sellers would be helped.
We recommend that the Commission not apply the inclusionary zoning regulations to any
properties in receiving zones where TDRs are acquired. Alternatively, we recommend
that the Commission apply the affordable housing requirement percentage only to the
matter-of-right density allowed in the zone (6.5 FAR in C-3-C). Residential development

in these areas must also compete against office and hotel uses, which are also permitted
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as a matter-of-right. In order not to decrease the likelihood that there will be some new
residential uses in areas which would otherwise be all commercial and since there would
be no bonus density available, we further recommend that the percentage of affordable
housing applied to the 6.5 FAR base be half of what the OP has recommended elsewhere,
or four percent instead of eight percent.

7. Capitol Gateway (CG) Overlay: The Zoning Commission has put into effect new
regulations controlling the Capitol Gateway area. Combined with changes to the
underlying zoning from industrial to W-2 and CR, the CG overlay is designed to permit
and encourage residential uses in the area. Part of the incentive for residential is to
increase the overall maximum floor area ratio (FAR) from 6.0 to 7.0 for projects which
devote the increase to additional residential development. In addition to the extra
density, projects which use that density are entitled to build to the maximum height under
the Act of 1910. Projects are also afforded the opportunity to use combined lot
development to allocate the residential and commercial density to different sites within
the CG Overlay.

Given the widths of streets, under these regulations there is little way to accommodate
any bonus density on these sites. In order to avoid conflicts between two objectives
(residential development under the CG and affordable housing under inclusionary
zoning), to keep the CG regulations from again serving too many masters and to focus the
results of the bonus density on the purpose for which it was adopted originally, we
recommend that the Commission not apply the inclusionary zoning to projects in the CG

Overlay which develop to the maximum density permitted under the Overlay.
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8. Projects outside the target area: The Campaign proposal applies to applications for
permits for residential or mixed use developments outside the target area which seek an
increase in FAR beyond the maximum permitted as a matter-of-right. Since the permit
branch is not authorized to issue permits for developments which exceed the permitted
density, we assume that the Campaign proposal is aimed at planned unit developments on
sites outside the target area. We believe that the Commission should clarify that:
° The requirement for affordable housing does not apply to any extra density which
may result from the grant of a variance by the BZA; and
. The affordable housing requirement applies only to the residential portion of a
mixed use PUD and does not apply at all to PUDs which include no residential
component. We note that the housing linkage requirements of §2404 already
apply to extra office density gained as a result of a zoning density increase in a
PUD.
The OP proposal indicates that PUDs outside the target area will be evaluated subject to
an economic model. While its Supplemental Report details an analysis of the economic
effect of the inclusionary zoning proposal, we do not understand how that analysis would
apply to a PUD. The present regulations of Chapter 24 already indicate the range of
amenities and benefits which an applicant may provide as part of the balancing against
the development incentives and flexibility which may be requested. Housing and
affordable housing are already listed in the Regulations.
Inherent in the case-by-case review and adjudication of PUDs is the concept that each

application is different and that the balancing that the Commission undertakes must
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consider the whole scope of a project. In the last several years, the OP has required
developers seeking an increase in residential density to allocate a portion of that increase
to affordable units. The OP has established fifteen percent as the base from which it has
started discussions with applicants, but the range has gone up and down based on a
variety of factors, including the size of the project, the nature of the housing, the target
income range of the housing and the extent and nature of other benefits and amenities
provided. We see no reason for the Commission to alter that approach and we believe it
may be appropriate to institutionalize that approach in the PUD regulations.

If the Commission is going to include an economic model as a test in the Regulations, we
believe that the model, must be clear and objective. That is, the information which goes
into the model must be clear and unambiguous and the factors which will result in an
outcome must be capable of uniform application so that the results are predictable. We
do not believe that this is the way in which the Commission should proceed, because we
think that it will be impractical to develop and apply such a model which can
concurrently take into account the other benefits and amenities of a PUD, many of which
cannot be quantified.

9. Effect on density obtained through rezoning: For properties within the core areas
specified in both the OP and Campaign proposals, we understand that the requirement is
based on a percentage of the base FAR (Campaign) or the greater of base FAR or bonus
FAR (OP). For properties outside the core area, the inclusionary zoning proposal would
apply only to properties that seek a density bonus, which we understand to mean

properties which are approved as planned unit developments (PUDs). Many PUDs also
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involve a change to the underlying zone category. It is our view that the Commiss?on
should require affordable housing units based on the increase in density over the zoning
approved as part of the PUD, as is the case with the current housing linkage requirements
of §2404. The Commission and the Office of Planning have been encouraging applicants
to file zoning map amendments as part of PUDs to allow for the greater control that
comes with a PUD. An applicant should not be penalized for going through the PUD
process if the underlying change of zoning is not inconsistent with the Comprehensive
Plan, which the Commission must find before it can change the zoning.

10.  R-1 through R-4: It is our understanding that OP's proposed regulations would not apply

to properties in R-1 and R-2 Districts. As we read it, the Campaign's proposal would
apply to properties in all zones if they were located in a designated area, and some of the
areas listed would contain single family zones. In the R-1 through R-4 Districts,
development of property is not regulated by FAR but by a combination of minimum lot
dimensions and maximum height and lot occupancy limitations. We do not understand
how the minimum affordable housing requirement would apply to such properties, nor do
we understand how one would calculate an increase in bonus density. The Commission
should clarify how it intends for the inclusionary concept to apply to those zones where
an FAR limit is not specified.

11  Applicability to places where no additional density is or can be achieved: The basic thrust
of the inclusionary zoning regulations as enunciated by both OP and the Campaign is in

two parts which go hand-in-hand:
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. As a matter of policy, new residential developments need to include an affordable

unit component; and
° To help offset the costs of meeting that requirement, residential developers should
be given bonus density
Based on the Supplemental Report, we now understand that OP has revised 1ts concept to
make the requirement applicable to the greater of specified percentage of the underlying
density or the bonus density achieved. We pose the question: 1f additional density cannot
be achieved or if additional density 1s not used even if available, does the requirement to
provide affordable housing apply? If the regulations acknowledge that additional density
1s necessary to offset the negative impacts of requiring below-market rate housing, can or
should the Zoming Commussion requure that housing to be provided where the
property/owner/developer 1s not compensated by being able to or choosing not to use
bonus density? We offer the following examples.

. In historic districts, depending upon the nature and character of the district, 1t may not be
possible to get approval from the Historic Preservation Review Board to increase the
height to develop additional density;

° In certain zones, the height permitted is at the maximum allowed under the Act of 1910
and the actual density 1s at the maximum likely within the height, e g
o In an R-5-E Dastrict, the height cannot be increased to more than ninety feet and

even at seventy-five percent lot occupancy, it 1s not likely that anything

significantly more than 6.0 FAR can be developed, or



Statement to the Zoning Commission
Case No 04-33
Page 19

12.

. In any residential district, 1f the width of the widest abutting street 1s ninety feet or
less, the maximum bulding height would be eighty feet or less, and
In commercial zones subject to overlay districts, like the neighborhood commercial
zones, the Reed Cooke Overlay, the Capitol Interest Overlay and portions of the Uptown
Arts Qverlay, height is restricted below the level normally permutted in the underlying
zone and achieving additional density 1s unlikely. In the CG overlay, setback provisions
along the nnver make achieving additional density even more unlikely.
We behieve that in those circumstances, where the extra bonus density is not achievable,
an affordable housing requirement should not apply. We believe that the Commission
should exempt those situations from the requirement by specific provision of the
regulations, and not require the owners of those properties to seek an exemption or
waiver, particularly one which requires that a use vanance be obtained.
Waiver or exemption criteria: These regulations are exceedingly complicated, even in
concept. We are concerned that the economic assumptions that underlie the proposal are
very aggressive and are unlikely to be sustainable over a long period of time when
interest rates have changed and the demand for office space has risen to the point that
housing 1s not a favored use 1n commercial zones. We believe that the Commission
should be as specific as it can be 1n providing for exemptions and exclusions for the
requirement to provide affordable housing, especially 1n some of the specific situations
we have 1dentified above (e g., TDR recerving zones, the Capitol Gateway Overlay,

zones where additional height and density cannot be granted or achieved, etc.)
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13.

For other situations, we are concerned that the standard for a use variance (having to
demonstrate that there 1s no reasonable use of the property for a purpose for which 1t 1s
zoned) 1s not the standard which the BZA should apply to these cases. We suggest that
the Commission write specific and explicit standards by which properties should be
exempt and that, to the greatest extent possible, those standards should be ones which an
applicant could demonstrate comphance ("yes" or "no") on an administrative basis. If
there 1s need for a discretionary review by the BZA, we suggest that the Commission
write a specific waiver section setting up the standards for the BZA to apply.

We support OP's proposal to loosen the height and/or lot occupancy standards in zones to
allow the bonus density to be achieved. We may have additional suggestions for changes
1n zone district standards when the Commussion determines which areas will be subject to
an IZ requirement

Further, we recommend that the Commuission include a special exception provision
allowing the BZA to grant waivers or exemptions in special circumstances to projects
which generate alternate community benefits. The Zoming Commussion is able to take
those alternate benefits into account when considering a PUD. We behieve that there
should be a way for projects which are otherwise a matter-of-right to get some
consideration of the balance of other community benefits which will result against the IZ
requirements .

Timing of implementation: As discussed during the course of the hearing, any I1Z
program which the Commussion may adopt will require oversight of the implementation

to assure 1ts effectiveness. Representatives of the District Government testified that no
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additional agency will be required to take care of this oversight, but we are concerned

about the liabilities that may be attached to developers may be more than minimally

burdensome unless the District has orgamized the staff of various agencies to deal with

the requirements of these regulations We request that the Zoning Commission delay the

effective date of new regulations until the Mayor and the Council have provided an

organizational structure within the District government to oversee those regulations.

v

CONCLUSION

We hope that these comments are helpful to the Commussion We are prepared to expand

upon these thoughts or provide additional information 1f the Commission has specific areas it

would like us to address

Attachment: Economic Analysis spreadsheets
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Inclusionary Zoning Analysis
Summary - Base Case

PROJECT .ASGU!PTIONS BUDGET
With Bonus Density Total Cost per Cost per Cost per
Base Base Market Affordable Cost Unit GSF NSF
Case Building Bonus Bonus Total Land - Market / Base 13,725,000 98,035 90.00 107.14
Property Size 30,500 30,500 NA NA NA Above Grade Hard Cost - Market / Base 27,450,000 186,070 180.00 21428
FAR 5.0 50 NA NA NA Parking Hard Cost - Market / Base 4,200,022 30,000 27.54 azre
Gross Square Foolage 152,500 152,500 1] ] 152,500 Soft Costs - Market / Base 10,436,255 74,544 68.43 B81.47
Sellable Square Footage 128,100 128,100 ] ] 128,100 Hard Cost Contingency - Market / Base 1,582,501 11,304 10.38 12.35
Average Unil Size 915 915 915 T4S 2915 P Cosis - Base 57,393,778 409,953 376.35 448.04
Number of Units. 140 140 0 1] 140 Land - Market / Bonus 0 NA NA NA
Above Grade Hard Cost - Market / Bonus 0 NA NA
Number of Parking Spaces 140 140 0 0 140 Parking Hard Cost - Market / Bonus 0 NA NA NA
Parking Garage Square Footage 56,000 6,000 0 0 56,000 Soft Costs - Market / Bonus 0 NA NA NA
Hard Cost Conlingency - Market  Banus 0 NA NA NA
Project Costs - Market / Bonus 0 Q 0.00 0.00
Dther Assumptions
Land - Affordable 1] NA NA NA
Land Above Grade Hard Cost - Affordable o NA NA MA
Per FAR SF Cost of Land - Base Building 80.00 Parking Hard Cost - Affordable o NA NA NA
Per FAR SF Cost of Land - On Bonus Market Units 0.00 Soft Costs - Affordable 0 NA NA NA
Per FAR SF Cost of Land - On Bonus Affordable Units 0.00 Hard Cost Contingency - Affordable 0 NA NA NA
Costs - Affordable 0 0 0.00 0.00
Building
Hard Cost per GSF - Market 180.00 Tolal Project Costs 57,383,778 409,953 376.35 448.04
Hard Cost per GSF - Affordable 180.00
Hard Cost Contingency 5%
Soft Cost Percentage - Market 23% SALES
Soft Cost Percentage - Affordable 25%
Building Efficiency Faclor B4%
Percent App. Size Units Unit SF $ISF $/Unit Total Sales
Parking Market Rate Units
Square Foolage per Parking Space 400 Studio 10% 536 14 7,503 525.00 281,375 3,838,270
Hard Cost per Garage Square Fool - Base 75.00 1-Bedroom 40% 701 56 39,256 525.00 368,025 20,609,507
Hard Cost per Garage Square Foot - Bonus 85.00 2-Bedroom 40% 1,115 56 62,440 525.00 585375 32,781,171
3-Bedroom 10% 1,350 14 18,000 525.00 708,750 9,922,552
Einancing Total Market Rate Units 100% 915 140 128,100 525.00 480,372 67,252,500
Required Equity % for Project 20%
Required Equity 11,478,756 Percent App. Size Units Unit SF $/SF $/Unit Total Sales
Loan to Cost % B0% Affordable Units
Debt § 45,915,022 Studio 20% 525 o 0 321.10 168,575 a
1-Bedroom 40% 600 ] 0 32014 192,086 0
Timing 2-Bedroom 0% 1,000 0 0 21560 215,506 0
Month Soft Costs Start 1 3-Bedroom 0% 1,300 0 0 183.83 238,107 0
Month of Land Acquisition 1 Total Affordable Units 100% 745 [] [] NA NA []
Month Construction Starts 11 Unit Totals 140 128,100 67,252,500
Number of Months from Construction lo First Sale 20
Number of Settlement Months 4 Parking 140 40,000 5,600,029
Diher Total Revenue 72,852,529
Cost of Sales 5%
PRO FORMA
BONUS DENSITY ASSUMPTIONS e ——
Amount
Market Sales 67,252,500
Affordable Sales 0
Parking Sales 5,600,029
Total Sales 72,852,529
Cost of Sales (3,362,625)
Warranty Cosls 2.000 per unit (280,001)
Percent Affordable 33.0%
Affordable FAR 0 Net Sales 69,200,903
Project Costs {57,383,778)
AFFORDABLE SALES PRICES - 80% of AMI
Net Profit Before Cost of Equity 11,816,125
Studio 168,575 Return on Cost Before Cost of Equity 20.6%
1-Bedroom 162,086
2-Bedroom 215,59 R SN - 2.6%]

3-Bedroom 239,107



Inclusionary Zoning Analysis
Summary - Bonus Density Case - 1:1 Ratio

PROJECT ASSUMPTIONS BUDGET
With Bonus Density Total Cosl per Cost per Cost per
Base Base Market Affordable Cost Unit GSF NSF
Case Bullding Bonus Bonus Total Land - Market | Base 13,725,000 98,035 50.00 107.14
Property Size 30,500 30,500 NA NA NA Above Grade Hard Cost - Market / Base 27,450,000 186,070 180.00 21429
FAR 5.0 50 NA NA NA Parking Hard Cost - Market / Base 4,200,022 30,000 2754 e
Gross Square Footage 152,500 152,500 15,250 15,250 183,000 Soft Costs - Market / Base 10,436,255 74,544 68.43 81.47
Sellable Square Foolage 128,100 128,100 12,810 12,810 153,720 Hard Cost Contingency - Market / Base 1,582,501 11,304 10.38 12.35
Average Unit Size 915 915 815 745 898 Costs - Base 57,393,778 409,953 376.35 448.04
Number of Units 140 140 14 14 i Land - Market / Bonus 0 ] 0.00 0.00
Above Grade Hard Cost - Market / Bonus 2,745,000 196,070 180.00 21429
Number of Parking Spaces 140 140 14 0 154 Parking Hard Cost - Market / Bonus 476,000 34,000 n2 arie
Parking Garage Square Footage 56,000 56,000 5,600 0 61,600 Soft Costs - Market / Bonus 740,830 52,918 48.58 57.83
Hard Cost Confingency - Market / Bonus 161,050 11,504 10.56 12.57
Project Costs - Market / Bonus 4,122,880 294,490 270.35 321,85
Other Assumplions
Land - Affordable 0 0 0.00 0.00
Land Above Grade Hard Cost - Affordable 2,745,000 158,643 180.00 21429
Per FAR SF Cost of Land - Base Building 90.00 Parking Hard Cost - Affordable 0 0 0.00 0.00
Per FAR SF Cost of Land - On Bonus Market Units 0.00 Soft Costs - Affordable 686,250 39,911 45.00 53.57
Per FAR SF Cost of Land - On Bonus Affordable Units 0.00 _Hard Cost Contingency - Affordable 137,250 _1.982 .00 10.71
Project Costs - Affordable 3,568,500 207,536 234.00 278.57
Building ——
Hard Cost per GSF - Market 180.00 Total Costs 65,085,158 380,180 355.66 423.40
Hard Cost per GSF - Affordable 180.00
Hard Cost Contingency 5%
Soft Cost Percentage - Market 23% SALES
Soft Cost Percentage - Affordable 25%
Building Efficiency Factor B84%
Percent App. Size Units Unit SF $ISF $/Unit Total Sales
Parking Market Rate Units
Square Footage per Parking Space 400 Studio 10% 536 15 8,254 525.00 281,375 4,333,197
Hard Cost per Garage Square Foot - Base 75.00 1-Bedroom 40% 7o 62 43,182 525.00 368,025 22,670,458
Hard Cost per Garage Square Fool - Bonus 85.00 2-Bedroom 40% 1,115 62 68,684 525.00 585,375 36,059,288
10% 1,350 15 20,790 525.00 708,750 10,814,807
Einancing Total Market Rate Units 100% 915 154 140,810 525.00 480,372 73,977,750
Required Equity % for Project 20%
Required Equity 13,017,032 Percent App. Size Units Unit SF $ISF $/Unit Total Sales
Loan to Cost % BO% Affordable Units
Debt § 52,068,126 Studio 20% 525 3 1,805 3.0 168,575 579,718
1-Bedroom 40% 600 7 4127 320.14 192,086 1,321,138
Timing 2-Bedroom 40% 1,000 7 6,878 215.60 215506 1,482,840
Month Soft Costs Start 1 0% 1,300 0 0 183.93 239,107 0
Month of Land Acquisition 1 Total Affordable Units 100% 745 17 12,810 264.14 196,788
Month Construction Starts 12 Unit Totals m 153,720 77,361,447
Number of Months from Construction lo First Sale 22
Number of Settiement Months 5 Parking 154 40,000 6,160,029
Qther Total Revenue 83,521,476
Caost of Sales 5%
PRO FORMA
BONUS DENSITY ASSUMPTIONS
Amount
Market Sales 73,877,750
Affordable Sales 3,383,607
Parking Sales _ 6,160,020
Total Sales 83,521,478
Cost of Sales (3,698,888)
Warranty Costs 2,000 per unit (342,301)
Net Sales 79,480,197
Project Costs (65,085,158)
AFFORDABLE SALES PRICES - B0% of AMI
Net Profit Before Cost of Equity 14,395,039
Studio 168,575 Return on Cost Before Cost of Equity 2.1%
1-Bedroom 192,086
2-Bedrom 215,506 E,_ B IR e BT ey s ”m

3-Bedroom 239,107



Inclusionary Zoning Analysis
Summary - Bonus Density Case - 2:1 Ratio

PROJECT ASSUMPTIONS BUDGET
With Bonus Density Total Cost per Cost per Cost per
Base Base Market Affordable Cost Unit GSF NSF
- Case Bonus Bonus Total Land - Market /| Base 13,725,000 96,035 80.00 107.14
Property Size 30,500 30,500 NA NA NA Above Grade Hard Cost - Market / Base 27,450,000 196,070 180.00 21429
FAR 50 5.0 NA NA NA Parking Hard Cos! - Market / Base 4,200,022 30,000 2754 27
Gross Square Footage 152,500 152,500 20,435 10,065 183,000 Soft Costs - Markel / Base 10,430,255 74,544 68.43 B1.47
Sellable Square Foolage 128,100 128,100 17,185 B.A455 153,720 Hard 1] - Market / Baso H‘&% 11,304 10,38 12.35
Average Unit Size 918 915 915 745 004 Project Costs - Base 57,393, 409,953 376.35 448,04
Number of Units 140 140 19 " 170 Land - Markel / Bonus 0 0 0.00 0.00
Above Grade Hard Cost - Marked / Bonus 3,678,300 196,070 180.00 21429
Number of Parking Spaces 140 140 19 ] 158 Parking Hard Cost - Market / Bonus 646,000 34,435 36 37.63
Parking Garage Square Footage 56,000 56,000 7,800 0 63,600 Soft Costs - Market / Bonus 004,580 53,016 4867 5794
Hard Cost Contingency - Market / Bonus 216,215 11525 1058 12.60
Project Costs - Market / Bonus 5,535,104 795,047 270.88 322,48
Othar Assumptions
Land - Affordatie L] ] 0.00 0.00
Lang Above Grade Hard Cost - Affordabie 1,811,700 159,643 180.00 21420
Per FAR SF Cost of Land - Base Building 90,00 Parking Hard Cos! - Affordable /] /] 0.00 0.00
Per FAR SF Cost of Land - On Bonus Market Units 0.00 Soft Costs - Affordable 452,925 30,811 45.00 5387
Per FAR SF Cost of Land - On Bonus Affordable Units 0.00 Hard Cost Contingency - Afordable 90,585 7,962 9.00 10.71
Costs - Affordable 2,355,210 207,536 234.00 278,57
Builting st
Hard Cost per GSF - Market 180.00 Total Project Costs 5,204,002 383,777 356.74 424.60
Hard Cost per GSF - Affordable 180.00
Hard Cost Contingency 5%
Soft Cost Percantage - Market 23% SALES
Soft Cost Percentage - Affordable 5%
Building Efficiency Faclor BA%
Parcent App. Size Units Unit SF SISF $unit Total Sales _
Parking Markel Rale Units.
Square Foolage per Parking Space 400 Studio 10% 538 16 8,508 525.00 281,375 4467133
Hard Cost per Garage Square Foot - Base 75.00 1-Bedroom 0% 70 64 44517 525.00 368,025 237190
Hard Cost per Garage Square Foot - Bonus 85.00 2-Bedroom 40% 1,115 64 70,807 525.00 585375 7173848
3-Bedroom 10% 1,350 _18 21433 525.00 750 11252174
Total Market Rate Units 100% "s 159 145,265 525.00 480,372 76,264,235
Required Equity % for Project 20%
Equity 13,096,818 e Percent App.Sze _ Units Unit SF SISF $Unit Total Sales
Loan 1o Cost % B0% Affordabile Units
Debt § 52227274 Studia 20% 525 2 1182 321.10 168,575 382,614
1-Bedroom 40% 600 5 2724 320.14 162,086 871,851
Timing 2-Bedroom 40% 1,000 -] 4,539 215,60 215,508 078,674
Month Soft Costs Start 1 3-Bedroom 0% 1,300 0 0 183.93 239,107 0
Month of Land Acquisition 1 Total Affordable Units 100% 745 11 _8,455 264.14 106,768
Maonth Construction Starts 12 Unit Totals 170 153,720 78,497 575
Number of Months from Construction to First Sale 2
Number of Settlement Months 5 Parking 150 40,000 6,360,029
Total Revenus 84,857,604
Cost of Sales 5%

3-Bedroom 239,107



Inclusionary Zoning Analysis

ADU Pricing Calculation
Loan a-_& Housshold Incoma | Area Madian Income Assumptions
% of income 1o Housing 300% No of People in Housshold 4 3 2 1
Annual Property Tasss 0os% Uit Type 3Bd 2Bd 184 St
Condo Fees PSF/YY, $4.00 Peroent of Housshold AMI 100% 0% 0% %
AMI tncome 89300 § 80370 § Ti440 § 62510
Loan inferest Rate 875%
Detst Constant TTE%
Down Paymen 50%
Price Calculations
—
100% of AMI BO% of AMI 7% of AN 0% of 50% of
4 Person 3 Person 2 Person 1 Parson 4 Person 3 Person 2 Person 1 Person 4 Parson 3 Person 2 Person 1 Parson 4 Person 3 Person 2 Person 1 Person 4 Person 3 Person 2 Purson 1 Perscn
g 28d 18d Shudey EL: 28d 18d Studio I8 28d 18d Studia 3ed 28d 184 St 3184 28d 18d Studic
1175 o ARALT] 850 of 500 of 1,175 s 1,119 s 850 sf 500 of 1175 e 850 st 500 st 11750 1,118 850 of 500 of 1175 1119 850 84 500 s

Household Income 86,300 80,370 T1.440 82510 T1.440 84,296 57152 50,008 82.510 58,250 50,008 43,757 53,580 48222 42,864 37,508 44,850 40,185 G 31,255
Avaiable for Housing 26,790 26111 21432 18,753 n.432 19,289 17,148 15,002 18,753 18,878 15,002 13,027 16,074 14,487 12,850 11,262 13,366 12,058 10,716 0317
Total Monthly Amount 1o Housing 221 2,009 1.788 1,583 1,788 1,607 1420 1,250 1,563 1,400 1.250 1,004 1,340 1,208 1072 e 1,118 1,006 883 781
Less Tawes (208) (184) (181) (a7 (181) (142) (123) (104) (1am (121) (104} (88) (114) (100} (o8) (72) (80) (79) (67) 55)
Less Condo Fes {180 (170} (162) (133) (152) (137 (122) (107) (133 (120) (107) ) (114) (103) (82) {81) (99) (87) (1) (58)
Max Morigage Payment 1,835 1,054 1473 1,202 1473 1,328 1,184 1.0 1292 1,185 1,039 Lirs 1,111 1,002 Bo4 Tes 30 B40 T48 658
Debt Constant T.78% 7.78% T.78% 7.78% 7.78% T.78% T TE% 7.78% T78% T.78% 7.78% T TE% T1.78% T.78% 7.78% TE% T.78% T.TE% T.78% T7.78%
Loan Amount 262,089 266,070 227162 199,233 27162 204,817 182 482 180,147 198.233 179,600 160,147 140,603 171,314 154,583 137,812 121,080 143,205 129,438 115477 101,517
Down 14,804 13,426 11,655 10,486 11,8656 10,780 9,604 8,429 10,488 8457 A28 7,400 8,017 8,135 7 8,372 7,547 6,812 6,078 343
ADU Sales Price 07,883 208,405 239,107 200,719 239,107 215,508 102,088 108,575 200,719 189,147 168,575 148,004 180,331 162,608 145,085 127492 150,942 138,248 121,554 108,880
Price per SF 253.52 23004 347.88 419,44 203.50 192.67 205 52 337,18 17848 189,03 250,35 298.01 153,47 145,40 22318 254 80 120 46 121,78 187.01 213.72
Monthly Tax Caiculation _
ADU Sales Price 207,883 288,405 230,107 208,719 238107 215,566 182,086 188,575 200,719 189,147 188,575 148,004 180,331 162,608 145,085 127432 160,042 136,248 121,554 106,850
Homestead Deduction (38,000) (38,000) (38,000) (38,000) (38,000) (38,000) {38,000) (38,000) (38,000) (38,000) {38,000) (38,000) {38.000) (38,000) (38,000} (38,000) (38,000) (38,000) (38,000) (38,000}
Taxable Value 250,883 230,405 am.07 17,719 2m,.107 177.568 154,000 130,576 REARA L] 161,147 130,676 110,004 142,331 124,608 107,065 89,432 112,042 8,248 83,554 68,860
Moninly Tases 208 184 181 137 161 142 123 104 137 121 104 ] 114 100 ) 72 90 7 &7 55
Par Valus Condo Fees i
Avg SF 1175 1119 650 500 1175 1,119 850 500 1175 1,119 650 500 1175 1118 850 500 1176 1,119 650 500
Market Condo Proe 616,875 587475 1250 262,500 616,875 587475 341280 202,500 818,875 587 ATS 341.250 262 500 616,875 587475 341,250 262,500 818,875 587475 341,250 262500
Markal Condo Fee w2 mn a7 167 392 mn o w7 w2 n 7 167 ne m a7 187 w2 m n? 187
Afordabie Price a3 a % of Markel % wn % % % k) 6% % % % 4% 8% 2% 2% a% % 2% 2% % a“%
Aflordable Cordo Fess 186 170 152 133 152 137 122 107 133 120 w7 ) 114 103 L3 8 o a7 7 68
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Housing Supply and Affordability: Do
Affordable Housing Mandates Work?

By Benjamin Powell, Ph.D. and Edward Stringham, Ph.D
Project Director: Adrian T. Moore, Ph.D

Executive Summary

alifornia and many urban areas nationwide face a housing affordability crisis New housing production

has chromcally failed to meet housing needs, causing housimng prices to escalate Faced with demands
to “do something” about the housing affordability crisis, many local governments have turned to
“mclusionary zonming” ordinances in which they mandate that developers sell a certamn percentage of the
homes they build at below-market prices to make them affordable for people with lower incomes

The number of cities with affordable housing mandates has grown rapidly, to about 10 percent of cities over
100,000 population as of the mid-90s, and many advocacy groups predict the trend will accelerate n the next
five years California was an early leader in the adoption of inclusionary zonmg, and 1ts use there has grown
rapidly Between 1990 and 2003, the number of Califormia commumities with inclusionary zoning more than
tripled—from 29 to 107 communities—meaning about 20 percent of Cahifornia communities now have
mclusionary zonmg

Inclusionary zoning attempts to deal with huigh housing costs by imposing price controls on a percentage of
new homes During the past 20 years, a number of publications have debated the merits of inclusionary
zomng programs Nevertheless, as a recent report observed, “These debates, though fierce, remain largely
theoretical due to the lack of empirical research

This study attempts to fill the research void In this paper we use data from communities in the San
Francisco Bay Area region to evaluate the effects of inclusionary zoming and examine whether 1t 1s an
effective public policy response to lagh housing prices We chose the Bay Area because inclusionary zoning
15 particularly prevalent there, today more than 50 jurisdictions in the region have inclusionary zoning

These communities have various sizes and denstties with different mcome levels and demographics, so they
provide a good sample to tell us how inclusionary zoning 1s probably workimng nationwide



These are our findings

Inclusionary Zoning Produces Few Units

Since 1ts mception, mclusionary zoning has resulted n few affordable units. The 50 Bay Area cities with
mclusionary zoning have produced fewer than 7,000 affordable units The average since 1973 1s only 228
umits per year After passing an ordmance, the average city produces fewer than 15 affordable umits per year

Inclusionary zoning cannot meet the area’s affordable housing needs At current rates, mclusionary zoning
will only produce 4 percent of the Association of Bay Area Governments’ estimated affordable housing
need This means inclustonary zonmg will require 100 years to meet the current five-year housing need.

Inclusionary Zoning Has High Costs

Inclusionary zoning mmposes large burdens on the housing market For example, 1f a home could be sold for
$500,000 dollars but must be sold for $200,000, the revenue from the sale 1s $300,000 less. In half the Bay
Area junisdictions this cost associated with selling each inclusionary unit exceeds $346,000 In one fourth of
the junisdictions the cost 1s greater than $500,000 per unit, and the cost of inclusionary zoning m the average
Junsdiction 1s $45 million, bringing the total cost for all inclusionary units n the Bay Area to date to $2.2
billion

Inclusronary Zoning Makes Market-priced Homes More Expensive

Who bears the costs of inclusionary zoning? The effective tax of inclusionary zoning will be borne by some
combination of market-rate homebuyers, landowners, and builders How much of the burden 1s bome by
market-rate buyers versus landowners and builders 1s determined by each group’s relative responsiveness to
price changes

We estimate that inclusionary zoning causes the price of new homes mn the median! city to icrease by
$22,000 to $44,000 In high market-rate cities such as Cupertino, Los Altos, Palo Alto, Portola Valley, and
Tiburon we estimate that inclusionary zonmg adds more than $100,000 to the price of each new home

Inclusionary Zoning Restricts the Supply of New Homes

Inclusionary zoning drives away builders, makes landowners supply less land for residential use, and leads to
less housing for homebuyers—the very problem 1t was instituted to address.

In the 45 cities where data 15 available, we find that new housing production drastically decreases the year
after cities adopt inclusionary zoning The average city produced 214 units the year before mnclusionary
zonmg but only 147 units the year after Thus, new construction decreases by 31 percent the year following
the adoption of mnclusionary zoning

In the 33 cities with data for seven years prior and seven years following mclusionary zoning, 10,662 fewer
homes were produced during the seven years after the adoption of inclusionary zonmg,. By artificially
lowermg the value of homes 1 those 33 cities, $6 5 bilhion worth of housing was essentially destroyed



Considering that over 30 years inclusionary zoning has only yielded 6,836 affordable units, one must
question whether those units are worth the cost in terms of fewer and higher-priced homes.

Inclusionary Zoning Costs Government Revenue

Price controls on new development lower assessed values, thereby costing state and local governments lost
tax revenue each year. Because inclusionary zoning restricts resale values for a number of years, the loss in
annual tax revenue can become substantial. The total present value of lost government revenue due to Bay
Area inclusionary zoning ordinances is upwards of $553 million,

Price Controls Do Not Address the Cause of the Affordability Problem

Price controls fail to get to the root of the affordable housing problem. Indeed by causing fewer homes to be
built they actually make things worse. The real problem is government restrictions on supply. From 1990
through 2000, the Bay Area added nearly 550,000 jobs but only about 200,000 new homes. The California
Department of Finance recommends 1.5 new jobs per new home—the Bay Area produced only 55 percent of
the suggested amount of housing,.

Supply has not kept up with demand due to artificial restrictions. One recent study found that 90 percent of
the difference between physical construction costs and the market price of new homes can be attributed to
land use regulation.

The solution is to allow more construction. When the supply of homes increases, existing homeowners often
upgrade to the newly constructed homes. This frees up their prior homes for other families with lower
income. Inclusionary zoning restricts this upgrade process by slowing or eliminating new construction.

With fewer new homes available, middle- and upper-income families bid up the price of the existing stock of
homes, thus making housing less affordable for everyone.

Conclusion

Inclusionary zoning has failed to produce a significant number of affordable homes due to the incentives
created by the price controls. Even the few inclusionary zoning units produced have cost builders,
homeowners, and governments greatly. By restricting the supply of new homes and driving up the price of
both newly constructed market-rate homes and the existing stock of homes, inclusionary zoning makes
housing less affordable.

Inclusionary ordinances will continue to make housing less affordable by restricting the supply of new
homes. If more affordable housing 1s the goal, governments should pursue policies that encourage the
production of new housing. Ending the price controls of inclusionary zoning would be a good start.
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Part

Introduction

HOUSING SUPPLY AND AFFORDABILITY

The number of cities with affordable housing mandates has grown rapidly, to about 10 percent of cities
over 100,000 population as of the mid-90s, and many advocacy groups predict the trend will accelerate
in the next five years.” California was an early leader in the adoption of inclusionary zoning, and its use
there has grown rapidly. Between 1990 and 2003, the number of California communities with inclusionary
zoning more than tripled—from 29 to 107 communities—meaning about 20 percent of California

communities now have inclusionary zoning.’

A large concentration of cities with inclusionary zoning laws is in the San Francisco Bay Area, which also
consistently rates as the country’s least affordable region for housing. The median home price in the area is
upwards of $560,000 and prices for new housing are even higher.* Such high prices affect all but the
wealthiest families’ chances of owning a home. Of metropolitan areas with more than one million residents,
San Francisco, San José and Oakland respectively rank 1, 2, and 4 as the least affordable areas in the nation

(Table 1).

Table 1: Least Affordable Metropolitan Areas in the Nation

Metro Area Least Affordable Share of Homes Affordable | Family Income
Metropolitan Areas for Median Incomes
San Francisco, CA PMSA* 1 9.2% $86,100
San José, CA PMSA 2 20.1% $96,000
San Diego, CA MSA 3 21.6% $60,100
Oakland, CA PMSA 4 23.9% $74,500
Los Angeles-Long Beach, CA PMSA 5 34.4% $55,100
Orange County, CA PMSA 6 37.7% $75,600
Sacramento, CA PMSA 7 43.7% $57,300
Portland-Vancouver, OR-WA PMSA 8 46.6% $57,200
Boston, MA-NH PMSA 9 48.2% $74,200
Riverside-San Bernardino, CA PMSA 10 49.6% $50,300
New York, NY PMSA 1 49.9% $62,800
Miami, FL PMSA 12 58.1% $48,200
Denver, CO PMSA 13 59.6% $69,900
Bergen-Passaic, NJ PMSA 14 61.5% $78,900
Newark, NJ PMSA 15 61.1% $78,700

Source: Data are from the “Housing Opportunity Index: First Quarter 2002” (Washington, D.C.: National Association

of Homebuilders), *PMSA and MSA are census designations meaning, respectively, Primary Municipal Statistical

Area and Municipal Statistical Area.
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Faced with demands to “do something” about the region’s housing affordability crisis, many local
governments m the Bay Area have turned to mnclusionary zoning ordmances In response to the crsis, the
number of Bay Area junsdictions with mclusionary zoning has prohferated from just a handful in the early
1970s to more than 50 i 2004

Inclusionary zoning 1s a name for artificially lowering the price, and therefore the value, on a percentage of
new homes Builders and subsequent owners are forced to sell the homes so that they are “affordable” to
specific mcome levels

The price controls are set using different formulas so that the “inclusionary” units will be affordable to either
“Very Low,” “Low,” or “Moderate” mcome households, or some combination thereof “Very Low” mcome
18 most often classified as up to 50 percent of county median mcome, “Low” as 50-80 pe'rcent of median, and
“moderate” as 80-120 percent of median. The percent of units targeted as inclusionary units varies by
Junisdiction, ranging from 5 to 25 percent of the new homes constructed m a project Typically, the
mnclusionary units must be constructed within the project and be of the same s1ze and quality as the market-
rate umts Some jurnisdictions exempt small developments while others require builders to pay an in-heu fee
for developments of 10 homes or fewer to get out from under the price controls Still others allow m-heu
fees for projects of all sizes Ostensibly, some junsdictions also offer incentives for comphance These can
take the form of “density bonuses” (giving buslders the option to increase the density of their developments
m return for makmg more of the units affordable), fast-track permitting (speeding up the process of 1ssuing
permuts for new development), fee waivers, or exemptions from growth controls In a few voluntary
mclusionary programs, mcentives are offered mn exchange for a builder committing to sell at the price-
controlled rates But most inclusionary zomng programs are mandatory, requiring all bulders to participate

The proliferation of mclusionary zoning raises important public policy questions

s Is 1t effective—does inclusionary zoning lead to a substantial increase 1n affordable housing production?
a s it efficient—how do mclusionary zoning’s costs compare to its benefits?

= [s it equitable—does mclusionary zonmng fairly apportion the cost of providing affordable housing?

These questions have not been adequately addressed Durmg the past 20 years a number of publications have
debated the ments of inclusionary zoning programs Nevertheless, as the 2003 report Inclusionary Housing
m Calsforma. 30 Years of Innovation observed, “These debates, though fierce, remam largely theoretical due
to the lack of empirical research ** Without knowing the economic and other real-world consequences of
inclusionary zoning, policymakers have difficulty assessing the ments or faults of inclusionary zonmng

Ths study attempts to fill the research void In this paper we use data from commumities in the San
Francisco Bay Area region to evaluate the effects of inclusionary zoning and examine whether 1t 15 an
effective public policy response to igh housing prices We chose the Bay Area because mclusionary zomng
1s particularly prevalent there, today more than 50 jurisdictions in the region have inclusionary zonmng We
include m our analysis the 182 cities, towns, and Census-defined places® in the nme Bay Area counties
Alameda, Contra Costa, Marin, Napa, San Francisco, San Mateo, Santa Clara, Solano, and Sonoma These
communittes are various sizes and densities with different mcorme levels and demographics, so they provide
a good sample to tell us how iclusionary zoning 1s probably working nationwide
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Part 2

The Housing Market and Inclusionary
Zoning in the Bay Area

Anumber of studies document high housing prices and the affordability crisis in the Bay Area.” Offering a
temperate climate, cultural and natural resources, and job growth, the Bay Area has become an
increasingly desirable place to live. From 1990 through 2000 the region added 547,590 jobs, an increase of
17 percent.® The California Department of Finance recommends “1.5 jobs per new housing unit is a healthy
jobs/housing balance,” which means more than 365,000 new homes should have been built. Yet the region
added only 200,028 new homes—535 percent of the recommended need. Not surprisingly, housing prices
have soared from their already high levels, as production has not kept pace with population and job growth.
The percentage of homes affordable to a family earning median income is only 23.9 percent for Oakland
Metro, only 20.1 percent for San José Metro, and an astonishingly low 9.2 percent for San Francisco
Metro.'® Families earning less than median income have even fewer homes available in their price range.

In response to the affordable housing crisis, a number of local governments in the Bay Area have adopted
inclusionary zoning requirements (Figure 1). While Palo Alto blazed the trail with its ordinance in 1973,
most governments have adopted them in the past 10 years. Remaining cities now face loud calls from
planners and advocacy groups to adopt inclusionary zoning as well. As of 2004, more than 50 Bay Area
cities have some form of inclusionary zoning."'

Figure 1: Number of Bay Area Cities With Inclusionary Zoning
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Table 2 shows the jurisdictional requirements and the number of price-controlled units produced by city. A
number of communities could not report how many affordable units had been produced under the program,
in most cases probably because the law was new or the community is very small and as yet there are no
results. In some cases, though, it appears to be a simple unwillingness by city officials to keep track of how
effective the policy is in spite of its costs. Our calculations of averages and costs exclude these cities.

Table 2 Bay Area Cities With Inclusionary Zoning

City Year Percent of Target levels Number of price- | Average number of
imposed new units VL=Very Low; controlled units price-controlled
under price L=Low: produced by units produced per
controls M=Moderate program year since program
inception
Benicia 2000 10% VL L * i
Berkeley 1986 20% VLLM 75 44
Brentwood 2003 10% VL L * »
Calistoga 1990 20% LM 18 6.0
Clayton 1995 10% VL L 84 10.5
Corte Madera 1989 10% M 43 3.1
Cotati 1985 15% M i ¥
Cupertino 1983 15% VLLLM 160 8.0
Danville 1999 10-15% M 70 17.5
Dublin 1996 12.5% VLLM 59 8.4
East Palo Alto 1994 20% VL LM 115 12.8
Emeryville 1990 20% M 463 35.6
Fairfax 1986 10-15% LM ¥ *
Fremont 2002 15% VL LM * *
Half Moon Bay 1996 20% VLLM 12 1.7
Healdsburg 1993 15% LM * 0.0
Hercules 1997 10% M s 0.0
Larkspur 1990 10-15% LM 85 6.5
Livermore 1978 10% L 217 8.7
Los Altos 1990 10-20% VL, L 50 38
Los Gatos 1976 10% M » *
Menlo Park 1986 10-15% LM 28 1.6
Mill Valley 1988 10-15% VL LM 319 21.3
Morgan Hill 1977 10% LM 302 11.6
Mountain View 1999 10% LM * *
Napa 1999 10% VL LM 56 14.0
Novato 1999 10-15% L 40 10.0
Palo Alto 1973 15-20% LM 274 9.1
Petaluma 1984 15% LM 1442 75.9
Pleasant Hill 1991 5-25% VL L 5 0.4
Pleasanton 1978 15-20% VL LM 300 12.0
Portola Valley 1991 15% LM = *
Richmond 2001 10-17% VLLM * *
Rio Vista 2002 10% L ¥ *
Rohnert Park 2002 15% VL LM * *




Table 2 Bay Area Cities With Inclusionary Zoning

HOUSING SUPPLY AND AFFORDABILITY

City Year Percent of Target levels Number of price- | Average number of
imposed new units VL=Very Low; controlled units price-controlled
under price L=Low: produced by units produced per
controls M=Moderate program year since program
inception
San Anselmo 1995 10% LM * *
San Carlos 1991 10% LM 40 33
San Francisco 1992 10-17% LM 302 21.5
San Leandro 1980 10% L 312 13.6
San Mateo 1992 10% LM 102 9.3
San Rafael 1988 10% VLLLM 611 40.7
Santa Clara 1992 10% M # ¥
Santa Rosa 1992 15% VL L 385 35.0
Sebastopol 1994 20% L 9 1.0
Sonoma 1995 10% VLM 1 14
S. San Francisco 2001 20% LM * *
Sunnyvale 1980 10% LM 749 326
Tiburon 1988 10% LM 19 1.3
Union City 2001 15% VL LM * *
Yountville 1992 15% VL,LLM 19 1.7

Sources: California Coalition for Rural Housing and Non-Profit Housing Association of Northern California, Inclusionary
Housing in California, (Sacramento, CA: California Coalition for Rural Housing), 2003;.and Calavita and Grimes, “Inclusionary
Zoning in California: The Experience of Two Decades.” Journal of the American Planning Association v 64 no.2,1998, p. 152.

*The California Coalition for Rural Housing and Non-Profit Housing Association of Northern California does not report any
units for these cities.

Advocates of inclusionary zoning herald price controls as the solution to the affordability crisis. They point
to the inclusionary units produced and declare the program to be a success. While the program has been a
boon to the few families who luck out on getting the artificially reduced homes, the ripple effect distortion in
the market caused by inclusion zoning is overwhelming, costing far more. Obviously, a more thorough
assessment of inclusionary zoning is necessary. From an overall production perspective, how effective has
inclusionary zoning been? The numbers do not look good; in the 30-plus years that inclusionary zoning has
been implemented in the Bay Area, communities with inclusionary zoning report that it has resulted in the
production of only 6,836 affordable units.

Compared to the region’s overall affordable housing needs for this period, inclusionary zoning clearly has
not made a significant contribution to solving the region’s affordable housing crisis. Looking forward, the
conclusion is the same. For the 5.5-year period over 2001-2006, the Association of Bay Area Governments
(ABAG) projected the Bay Area’s affordable housing need for very low, low, and moderate income
households to be 133,195 units, or 24,217 per year. Over the past 30 years, however, inclusionary zoning
throughout the entire Bay Area has produced an average of only 228 units per year. Controlling for the
length of time each program has been in effect, the average jurisdiction that reports creating some affordable
housing with inclusionary zoning has produced only 14.7 units for each year since adoption of its
inclusionary zoning requirement.
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The disparity between the regional housing need and inclusionary zoning production is shown in Figure 2."
In Figure 2, the front (red) columns represent the average yearly production of affordable housing reported
by cities (only for years when cities had inclusionary zoning) multiplied times 5.5, and the back (green)
columns represent the five-year need for affordable housing in the cities with inclusionary zoning. The
number of units expected from inclusionary zoning clearly pales in comparison to the regional need.

This point is further illustrated by Figure 3, which shows the percentage of affordable units anticipated from
inclusionary zoning based on the number of units cities report to have produced so far. The program would
have to be 20 times more effective each year before it could be relied on to meet the area’s five-year
affordable housing needs. Put differently, if the program continues at its current pace, it will take 100 years
for inclusionary zoning to meet current five-year housing needs.

Figure 2: Housing Needs Versus Expected Units
Produced Under Inclusionary Zoning

B "Affordable" units produced through inclusionary zoning. (Calculated for 5.5 years by multiplying average
units per year produced under inclusionary zoning times 5.5.)

@ Five year housing needs according to the Association of Bay Area Governments "Regional Housing Needs
Determination”.
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Figure 3: Fraction Of Affordable Housing Needs That We Can Expect
to be Met Through Inclusionary Zoning.

4%

96%

[ "Affordable" units produced through inclusionary zoning. (Calculated for 5.5 years by multiplying average units
per year produced under inclusionary zoning times 5.5)

B Shortfall of affordable units not produced through inclusionary zoning. (Data is only for cities with inclusionary
zoning.)

From an overall production standpoint, inclusionary zoning has not been effective. Some advocates of
inclusionary zoning respond to this poor record by calling for more vigorous and numerous restrictions.
Instead, Bay Area jurisdictions need to fundamentally reexamine if price controls are an effective way of
producing more affordable housing. Policymakers should analyze the actual consequences of inclusionary
zoning and judge whether the poor results achieved by inclusionary zoning are caused by the very nature of
these laws. Looking at the number of below-market units created by programs only begins to reveal
inclusionary zoning’s effect on affordability. Our findings suggest that inclusionary zoning actually leads to
less housing and higher prices.
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Economics of Inclusionary Zoning

efore examming the evidence on inclusionary zomng, recognizing some basic economic principles will

be useful Prices can be determmed in two ways by relying on supply and demand (the market) or by
usig government price controls Inclusionary zonng opts for using price controls on a certain percentage of
units. Economsts widely agree that when government sets prices below the market price, more housmg will
be demanded and less housing will be supphied

When the price lowers, buyers will want more of an 1tem, so as the price of housing drops, residents wall
demand more housing. The important question 1s whether more homes are supplied. If mclusionary zonmg
produces affordable homes that would not have been created, while not discouraging the creation of market-
rate homes, then 1t would succeed in making housing more affordable If, however, inclusionary zoning
actually decreases the overall supply of houses and/or adds to the cost of housing, inclusionary zoning will
raise prices on market-rate houses and price nuddle-income buyers out of the market.

The law of supply tells us that at lower prices fewer goods will be supphed Buwlders decide to develop
property based on expected profits and costs Since inclusionary zoning restricts how much builders can
charge for a portion of their development, expected profits go down while expected costs stay the same. We
should expect builders to invest less 1n housing with mclusionary zoning than 1f government allowed prices
to adjust to market conditions ** In this way, restricing how much builders can charge will lead to less
housing, not more

Analyzing the interaction between consumers and sellers shows how setting the price of housing below
market creates a shortage where demand for housing exceeds supply (Figure 4)

When housing demanded exceeds the supply, the available units must be rationed In this case a lucky few
get the umts while everyone else 1s left out Studies show that restnicting housing prices to below-market
rates creates a situation 1n which only a few people can find units at the low price, which of course burdens
the majority of the consumers '* An example of this shortage 15 the affordable housing complex Rich Sorro
Commons near San Francisco’s SBC Park It had 2,700 applicants for only 100 umts. A family had to be
fortunate enough to be living 1n the city, apply, and then win a lottery to get one of the 100 units ** The other
2,600 farmilies, as well as low-mcome famlies who were unable to apply, did not benefit from programs that
gave benefits to a select few Thus, price-controlled units created by inclusionary zonmg benefit a select few
and create shortages for others
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Figure 4: Supply and Demand of Housing with Affordability Controls
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The mutial shortage described above 15 only the beginning of the economic consequences of inclusionary
zoning Proponents of inclusionary zoning often point out that its popularity with local government comes
from the fact that the local government does not have to pay to create the units But 1f a portion of homes are
sold for below-market prices, the subsidy to those buyers must come from somewhere When government
sets price controls within a free market, that free market must absorb the costs of the price control In this
case, a market where they cannot get fair value for the costs of building a house repels builders Since some
units are bualt to sell for below-market rates in order for the builder to secure permisston to build the market-
rate units, the builder takes a loss In order to remain solvent, he must accordingly pass this loss on to the
landowner that he bought the land from, resulting m devaluation of land, and to the market-rate homebuyer
to whom he sells In this way, inclusionary zoning acts on the Robin Hood prmciple, robbing m this case the
middle class to support the poor, in much the same way a tax does And like goods that are heavily taxed,
such as cigarettes and gasoline, the market cost 1s dniven up m response to the increased cost of production
In housing, this leads to less building, as bwlders take their business to more development-friendly
Junisdictions, and 1n turn less homes are available to purchase, resulting i higher prices of the few homes on
the market

The laws of economucs clearly predict the consequences of mclusionary zomng Restricting pnices below
market increases demand and decreases supply. When units must be sold for a loss, someone must pay for
that difference Landowners and market-rate buyers will ultimately pay the cost of the subsidized units
Unfortunately, this tax on new housmng makes housing less affordable for everyone but the lucky few
Inclusionary zoning only exacerbates the affordability problem by increasing market pricés and further
discouraging supply
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Costs Associated with Below-Market
Units

upporters often promote imclusionary zoning as a costless way of providing affordable housing Many

highlight the number of units produced under inclusionary zomng and then claim the program to be a
success But the costs of these units and programs are often missed For example, the town of Tiburon has
had mclusionary zoning since 1988, and the program has led to 19 affordable units The 1nitial reaction
mght be to consider the program worthwhile simply because 19 uruts were built But accurately judging the
efficacy of a program requires looking at 1ts costs What were the costs of producing each of those units?

We all agree that the goal 15 to help low-mncome households, but we must recognize that some ways are
better than others If two methods cost the same amount but one helps more, we should choose the one that
yields greater benefits Or, if two methods yield the same benefits but one costs less, we should support the
one with lower costs Even though many cities have adopted mclusionary zoning, to date no one has
comprehensively estimated the program costs Without looking at the costs of inclusionary zoning, we
cannot determine 1f better ways to provide affordable housmg exist

By definition, whenever sellers must sell a umt at a government-set price, they cannot sell that umt at the
market price For example, for a home to be “affordable” to a low-income household 1n Tiburon, the home
must be sold for less than $300,000 If a new home could be sold for $1 4 million but must be sold for
$300,000, the revenue from the sale 15 $1 1 nuilion less In agh-priced jurisdictions these losses can be quite
high When someone forgoes one opportunity to take another, economusts refer to this as the “opportumty
cost.” The opportunity cost of selling a unut for $300,000 1s not selling the unit for $1 4 million,1e, $1 1
million Keep 1n mind that this does not measure production costs Rather, 1t represents the lost revenue per
sale of pnice-controlled umts

First, let us consider the cost associated with each mclusionary unit by city We calculate the cost for each
unit by subtracting the regulated price from the market price '® Most inclusionary zoning ordmances mandate
that homes be affordable to some combmation of very low mcome, low mcome and moderate income
households Very low income 18 typically defined by up to 50 percent of median, low mcome 1s defined by
up to 80 percent of median, and moderate mcome 1s defined by up to 120 percent of median '’ The California
Department of Housing and Commumty Development provides mcome levels for four-person households

(Figure 5) '*
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Figure 5: 2003 Income Levels for Four-Person Households Defined by California Department
of Housing and Community Development
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Inclusionary zoning sets price controls such that homes can be “affordable” at the specified income levels.
Table 3 indicates sample price controls for homes to be “affordable” to the four-person households in the
respective income groups. We assume homes will be financed with 0 percent down, a 30-year fixed-rate
mortgage, and an interest rate of 7 percent. We assume 26 percent of income will pay mortgage payments
and 4 percent of income will pay for real estate taxes and other homeowner costs. This formula gives us how
much a household in each income level could afford. We decided to use conservative assumptions so that we
would not overestimate the costs of inclusionary zoning. Different jurisdictions use different formulas for
calculating their price controls; actual price controls will differ accordingly. To the extent that families can
afford less than our calculations assume or that jurisdictions set price controls more stringently than we

assume, the costs of inclusionary zoning will be significantly higher than our estimates.

D D
County Very Low Price Control Low Price Control Moderate Price Control
Alameda $130,429 $208,752 $299,287
Contra Costa $130,429 $208,752 $299,287
Marin $184,164 $294,728 $357,582
Napa $110,401 $176,674 $264,930
San Francisco $184,164 $294,728 $357,582
San Mateo $184,164 $294,728 $357,582
Santa Clara $171,789 $267,372 $412,294
Solano $110,401 $176,674 $264,930
Sonoma $116,426 $184,002 $276,165

* HCD gives some counties the same income guidelines, so our sample price controls in those counties are the same.
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We can then compare the level of the price controls to the market price of homes. The more restrictive the
price controls, the greater the cost for each unit. Figures 6, 7, and 8 compare the median price of existing
homes in each county to our sample price controls. The heights of lower (red) bars represent the price
controls: “very low” in Figure 6, “low” in Figure 7, and “moderate” in Figure 8. The top of the upper (green)
bars represent the 2003 average price of new homes by county. The difference between the market price and
the price-controlled price (the height of the red bar) is the cost of providing the affordable unit.

Figure 6 “Very Low” Price Controls Compared to Average Market Price by County
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Figure 7 “Low” Price Controls Compared to Average Market Price by County
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Figure 8 “Moderate” Price Controls Compared to Average Market Price by County
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Comparing the figures, the “moderate” price controls are not as restrictive as the “low” price controls and
impose less of a cost. When price controls are at the market price we would not count them as costly. In
reality price controls set near the market price also cause builders to lose revenue because the price controls
come with other restrictions.

Inclusionary zoning ordinances almost always impose restrictions on the resale price of below-market units.
The reasoning seems straightforward: the subsidized units should remain affordable for future buyers, and
the initial buyers should not be able to cash out on the windfall profits of acquiring a price-controlled unit."”
These affordability controls limit appreciation to some formula based on inflation, or they simply mandate
that the home be “affordable” to the equivalent income groups calculated at the time of sale. Resale price
controls typically last 30 years or more and are renewed upon each sale. Because home ownership is a long-
term commitment and affordability controls last a number of years, price-controlled homes are simply less

valuable.

Because buyers who purchase units with resale restrictions are not able to gain full equity appreciation in the
home, they will be willing to pay less for those units and so “moderate” price-controlled homes often sell for
less than the maximum allowable value. Interviews with homebuilders illustrated this problem to us. One
builder reported that in a development in Dublin, California, "Our inclusionary requirement obligates us to
sell to moderate income buyers for up to $280,000 per unit, but because of all the resale restrictions and
difficulties qualifying buyers, we actually have to sell the units for much less. Currently we are having
difficulty selling the units at a price of $255,000." Similarly, another builder reported that, “A 4-bedroom
townhouse at moderate rate, up to 120 percent of median income, in Marin County can be priced at over
$480,000. Market for these homes is about $480,000 but we are unable to sell these homes [the restricted
ones] for more than $380,000. The reason is the deed restriction that limits the buyer’s ability to sell the
home in the future.”' Because resale restrictions lower home values to consumers, they make builders sell at
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levels lower than the price controls when the restricted price 1s close to the market price Our estimates do
not include these costs

A. Estimating the Effects of Price Controls by City

By comparing the market price to the average level of the price controls 1n each city, we can estimate the
average cost of each price-controlled unit and the total costs for each city Each ordinance targets different
mcome levels, so each city’s price controls will vary For example, if a city in Alameda County required that
15 percent of new units be “affordable” and its only target income group was “very low,” we assumed that
15 percent of units needed to be sold for $130,429 each Or, 1f a city n Alameda County required that 15
percent of new units be “affordable” and 1its only target income group was “low,” we assumed that 15
percent of units needed to be sold for $208,752 each

For cities with more than one target income group, for the sake of simplicity we took the average level of the
price controls For example, 1f a city in Alameda County required that 15 percent of new units be
“affordable” and the target mncome groups were “very low,” “low,” and “moderate,” we assumed that 5
percent of the units needed to be sold for $130,429 each, 5 percent for $208,752 each, and 5 percent for
$299,287 each Taking the average of those figures, we arrive at our esttmate that 15 percent of units need to
be sold for $212,823 each Because many towns targeting multiple income groups do not target each income
group equally, our estimates will not be 100 percent accurate If a city targeting multiple income groups
requires more “very low” units, our estimates of the costs of zoning will be on the low side On the other
hand, 1f a city requires more “moderate” umts, our estimates will be on the high side In addition, when a
Junisdiction requared 10 to 15 percent of umts to be affordable, we always chose the lower bound and ignored
the upper bound 1n order not to overestimate the costs of inclusionary zoning 2

Once we arnived at the average price control for each city, we then subtracted it from the market price for
each city * For example, we estimate that a new home m Tiburon could be sold for $1,426,997 Tiburon
requires that 5 percent of homes be priced at “low” and 5 percent at “moderate,” which we conservatively
estimate at $294,728 and $357,581, an average of $326,155 per home That means 10 percent of homes
would need to be sold for $1,100,842 less than market pnice In other words, the cost of providing a single
mnclusionary unit in Tiburon 1s $1 1 mullion

In actuality, the cost for each price-controlled sale 1s much larger Compared to our conservative
assumptions (that diminush the costs of inclusionary zoning) Tiburon sets price controls for “affordability”
much more strictly Its ordinance assumes an mterest rate of 9 5 percent, assumes 25 percent of income can
be devoted to mortgage, and defines moderate as 80 percent of median rather than the standard 120 percent
According to Tiburon’s ordinance, a “moderate” pnice-controlled home can be sold for no more than
$109,800 That means the actual cost for each “moderate” pnice-controlled home m Tiburon 1s $1,317,197,
not $1,100,842 per home as we estimate Nevertheless, we want to err on the low side for our estimates of
the costs of mclusionary zoning, so we present the data according to our conservative assumptions 2 Even
s0, the costs imposed per inclusionary unit are considerable

Figure 9 shows the average cost associated with selling a price-controlled umit based on the standards in
those cities and the market prices In cities with more restrictive price controls and higher land values, the
cost 1s lugher In the median city the cost of providing each inclusionary unit 1s $346,212 In one fourth of
the junsdictions the cost exceeds $500,000 per umt
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Figure 9: Average Cost Associated With Selling Each Price-Controlled Unit
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The cost of each inclusionary unit is large. Next let us look at the cost per unit times the number produced in
each city (Figure 10).” This gives a measure of the aggregate cost of inclusionary units by city for those that

report creating affordable homes under inclusionary zoning.
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Including cities in the Bay Area that yust adopted their programs, the median city’s cost of below-market
units was more than $18 million The average cost per city 1s $45,273,630, and 1n seven cities the cumulative
cost of producing the inclusionary units exceeds $100 million Considering that most of these cities have a
population of well under 100,000, these numbers are quite substantial According to our estimates, the costs
associated with producing inclusionary units n the entire Bay Area have been $2 2 billion

B. Who Bears the Burden of Inclusionary Zoning?

The costs of mclusionary zoning are largely hidden None of the costs imposed on the housing market shows
up on any city’s annual budget, but they still exist Who ends up paying for that $2 bilhon for below-market
rate homes? One can debate exactly who bears the costs, but they are necessarily borne by someone Because
they are imposed on the new housing market—and not paid for by government—the costs will be borne by
some combination of developers, new homebuyers, and landowners Exactly who shoulders more of the
burden depends on market conditions and supply and demand

All theory and evidence suggest that the costs of inclusionary zoning will not be borne by builders but by
new homebuyers and landowners % Construction 1s a competitive mndustry with relatively free entry Local
market conditions will determine exactly how the burden 1s split. If buyers are more sensitive than sellers to
changes 1 price, then landowners will bear most of the tax. This happens when more buyers have many
options, such as living 1n stmilar or nearby areas If sellers are more sensitive than buyers to changes m price,
then new homebuyers will bear most of the tax This happens when landowners have more options, such as

being able to devote their land to commercial, industnal, or other endeavors

If profits are abnormally high, other builders will enter the market and undercut prices, thus bringing profits
down Conversely, if profits are abnormally low 1t will dnve would-be-builders to invest in other endeavors
When a tax m the form of inclusionary zoning 1s placed on butlders, 1t decreases the number of profitable
projects that they want to undertake m that junisdiction Builders will vote with their feet and undertake
fewer projects n junisdictions with price controls and more m neighboring jurisdictions without price
controls. The quantity of housing produced will decrease where there are price controls, but increase in
other places where there are not price controls, pushing some homebuyers away from their first choice of
locations, and for developers profit rates at the margin will remain the same

Price controls may not stop all development, but new construction will decrease In order for development in
a price-controlled city to be profitable enough to attract builders, one of two things has to happen Exther
market-rate home prices must mncrease, or land prices must decrease to compensate the bulder for his losses
due to price controls Even with price controls on a portion of development, builders can still earn the normal
rate of return 1f other home prices increase or land prices decrease The likely result will be some
combination of the two

Both effects lead to a decrease mn the quantity of new housing as market-rate buyers will be able to afford
less housing and/or landowners will supply less land for residentral development due to low market prices
Raising home prices for other new homebuyers creates a paradox because the alleged goal of inclusionary
zoning 1s to make housing more affordable, not less Decreasing land prices also decreases the quantity of
new housing because 1t discourages landowners from providing their land for residential projects Instead,
more land will be put to uses m which the final product 1s not subject to price controls Thus, the restriction
on the supply of land restricts the supply of new homes



HOUSING SUPPLY AND AFFORDABILITY 17

Advocates of inclusionary zoning tend to assume that the below-market rate units are subsidized out of
builder profits, but economics predicts that builders are actually least likely to bear the burden. In the very
short run, if builders own the land when the ordinance was passed, they would bear part of the burden. But
in the long run, builders are most able to avoid the tax because they can simply move their construction to
more profitable locations. The land cannot move, and buyers are often attached to living in a particular
locale. Landowners and new homebuyers will end up paying for the subsidy for the price-controlled units.

Inclusionary zoning effectively acts as a tax on the production of market-rate units because developers must
sell a percentage of units at a loss to gain permits to sell market rate units. If market prices went up by the
exact amount of losses on the price-controlled units, buyers would bear the full burden of the tax. If market
prices did not change at all, builders and landowners would bear the full burden of the tax. In most
situations buyers and sellers each bear part of the tax burden. Regardless of who bears the burden, because
some units are price-controlled and others are not, the losses from price-controlled units must be spread over
some combination of buyers and sellers of the remaining units.

We calculate the effective tax in each city by looking at the average cost associated with each inclusionary
unit and the number of market-priced units over which the cost will be spread. To do this we multiply the
cost of each inclusionary unit times the percentage mandated by each city and then divide by the percentage
of market-rate homes. To illustrate, for Mill Valley each price-controlled unit has an associated cost of
$747,899 (Figure 9) and 10 percent of units must be sold at those price controls (Table 3). The calculation
would be [($747,899)X(0.10)]/(0.90)= $83,100. To make it more concrete, if a project had 10 units, one
must be sold at a loss of $747,899. Spreading the loss over the remaining nine units gives a loss of $83,100
per market-rate unit. Figure 11 shows the effective tax on new home purchases imposed by inclusionary
zoning. Inclusionary zoning imposes sizeable taxes on each newly constructed home. The median city with
inclusionary zoning is effectively imposing $45,721 of taxes on each market-rate home.

Figure 11: Effective Tax Imposed on New Market-Rate Units Caused by Inclusionary Zoning
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In the seven cities with the most restrictive programs, inclusionary zoning imposes an equivalent tax of more
than $100,000 per home In Portola Valley the equivalent tax 1f a developer built and sold an affordable
home 1s well over $200,000 per newly constructed home Cities with hugher land values and more restnctive
price controls mmpose the highest effective tax on new homes

After having calculated the amount of the tax, we can approximate who bears the brunt of the tax The
Califormia Department of Housing and Community Development (HCD) takes the position that mclusionary
zoning translates into higher prices for new homebuyers HCD has consistently held this position through
both Republican and Democratic Adminstrations

1
Under most mclusionary programs, which typically mclude an m lieu fee [whereby the builder pays a
Jee to opt out of the mclusionary zone requirements] option, the cost of subsidizmg low-mcome housing
unuts 1s underwritten by the purchasers of market-rate untts in the form of higher housing prices This
practice of cost shifting 1s particularly detrimental to a home buyer who marginally qualifies for a
morigage yet earns 100 much to receive governmental assistance >’

We have consistemtly  asked local yurisdictions to analyze an inclusionary program as a potential
governmental constramt The reasoning for this s that most programs of this sort impose a fee or
dedication requirement upon developers which 1s passed on to consumers of new market rate housing,
raising the price of the market rate housmg.*

Others behieve the brunt of the tax will be borne by some combination of builders and landowners * Figure
12 estimates price increases on new homes under the three scenarios If the lower bound 1s accurate (when
buyers only pay 50 percent of the tax), the price of new homes 15 mcreased by $20,000 or more in 29 Bay
Area cities If the upper bound 15 accurate (when buyers pay all of the tax), the price of new homes 1s
mcreased by $20,000 or more 1n 45 of the 51 Bay Area cities with inclusionary zonmg San Mateo 1s the
median city, inclusionary zoning increases new home prices there by $22,064 m scenano one, $37,067 1n
scenario two, or $44,128 1n scenario three Portola Valley imposes the largest burden, mclusionary zonmng
there increases new home prices by $111,921 1n scenario one, $188,028 1n scenano two, or $223,842 m
scenario three Although the goal 1s to produce more affordable housing, inclusionary zoning 1s actually
producing the opposite effect Inclusionary zoning translates mnto sigmificantly higher prices for market-rate
homebuyers By creating price controls on a percentage of units, 1t taxes other new units and leads to higher
housing prices

To the extent that sellers bear more of the burden of taxation, the housing market also faces negative
consequences Because builders can move to junisdictions without inclusionary zoning, they will not bear
the burden of the inclusionary zoning tax. Thus, landowners will bear most of the sellers’ portion of the
burden Inclusionary zoning ordmmances decrease the value for which landowners can sell undeveloped land
to homebwilders Because landowners receive lower prices, they will supply less land for residential
development, and fewer homes will be built.
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Figure 12: Increases in Price of New Homes Caused by Inclusionary Zoning (Under Three
Different Assumptions About Who Bears the Costs)
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Governments already give landowners incentives to supply land for commercial and industrial uses instead
of residential ones. Since Proposition 13 limited increases in residential property taxes, governments began
creating incentives for developing commercial real estate instead of residential because it generates more
revenue. This has become known as the “fiscalization of land use.” One study described how local

governments responded to limits on property taxes this way:

Local municipalities employ two primary methods for revenue generation: the imposition of heavier
exaction fees for new development and the promotion of retail development in order to maximize sales
tax revenues. This has had a direct, deleterious impact on new housing production. Rather than adopt
land-use policies that advance or incentivize new housing production, developing new retail centers —
such as big box developments, entertainment complexes, and shopping destinations — emerged as the
primary approach for increasing local government revenue. Consequently, residential development (and
other forms of development) suffered due to a lack of incentives or outright disincentives.”

Inclusionary zoning ordinances add yet another disincentive to provide land for residential development.
When part of the burden of taxation is borne by landowners, we should expect inclusionary zoning to

decrease the supply of new housing.
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C. The Effect of Price Controls on Housing Construction

In addition to increasing prices, inclusionary zoning leads to a decrease in new housing. Economics clearly
predicts that the quantity of construction will be lower after the adoption of inclusionary zoning. But
advocates of inclusionary zoning advance an alternate hypothesis that the quantity of construction will be the
same (or higher) after the adoption of inclusionary zoning. By looking at the data of housing construction,
we can get an idea of which hypothesis is correct.

One test is to look at the amount of new construction in years prior and years following the adoption of an
inclusionary zoning law. We examined Construction Industry Research Board yearly housing permit data for
single and multifamily dwellings to compute average construction pre- and post-ordinance. For example,
Larkspur adopted its ordinance in 1990 and Union City adopted its ordinance in 2001. We would thus
compare Larkspur housing construction in 1989 and 1991, and Union City housing construction in 2000 and
2002. We also looked at three-, five- and seven-year averages before and after the ordinances and found
similar results. Because ordinances have been adopted throughout the past 30 years (Figure 1), economy-
wide phenomena such as business cycles should not be biasing the data in either direction.

The data indicate that inclusionary zoning does indeed lead to a decrease in new construction. Figure 13
shows the average production of new residences in the year prior and the year after the adoption of
inclusionary zoning. In the year prior to the adoption of inclusionary zoning, the average city added 213 new
residences, whereas in the year following the adoption of inclusionary zoning, the average city only added
147 units. For the 45 cities in the sample, that amounted to 9,618 units the year prior to the inclusionary
ordinance and 6,636 units the year following the inclusionary ordinance. On average, new construction fell
by 31 percent in the year following the adoption of the inclusionary zoning ordinance.

Figure 13: Average Production of Housing Before and After the Ordinance for
45 Jurisdictions (One Year Before/After Adoption of Inclusionary Zoning)
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Recall that over the past 30 years inclusionary zoning in the Bay Area has only led to a reported 6,836
affordable units, which amounts to 228 per year. If we look at the 45 inclusionary cities that produce the
yearly average of 14.7 units, we might expect as many as 663 units per year. For the 45-city sample,
however, the data indicates that inclusionary zoning may be decreasing the production of housing by
upwards of 2,982 units per year (Figure 14). This is crucial because most entry into the housing market by
lower-income families is by buying older homes freed up when middle-income families move into new
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homes.*’ Reducing the overall production of housing both drives up prices and means that the people
crowded out of the housing market are the lower-income would-be homeowners.

Figure 14: Comparing the Increase in "Affordable" Units to the Overall Decrease in
New Construction Associated With Inclusionary Zoning
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To check if one-year results were not coincidental, we examined construction for the seven years prior and
seven years following the ordinance. We found similar results.’> This 14-year data exists for 33 cities. In
those cities we found that in the seven years following the adoption of inclusionary zoning housing,
production decreased by 10,662 units. In the sample the median city’s (median) value of existing homes is
$611.651. If those 10,662 units would have been worth $611,651 per home, then the value of housing not
built because of inclusionary zoning is approximately six and a half billion dollars. For those 33
jurisdictions, in only seven years the average destruction of value per city is $198 million.

Additional statistical work on inclusionary zoning is needed. The data indicate that the number of units
pushed out of the market by inclusionary zoning is much larger than the number of “affordable” units built.
Advocates of price controls must recognize that their programs lead to only a handful of below-market units
coupled with a sharp decrease in market-rate homes. Because we cannot directly observe the thousands of
homes never built, the costs of the program go largely unseen. Also unseen are the 2,982 families each year
that cannot buy homes because inclusionary zoning prevented the construction of additional homes. Is a
program that destroys billions of dollars worth of housing and prevents thousands more families from getting
a home than it places in an “affordable” unit worth the high costs?

21
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The Fiscal Cost of Price Controls to
State and Local Government

N ot only do price controls lead to a decrease i the quantity of housing and an increase 1n prices for
consumers, but price controls also lead to decreased revenue for both state and local government
Inclusionary zoning ordmances are often sold to policymakers as the proverbial free lunch, with proponents
claimmg, “A vast mclusionary program need not spend a public dime ”** Even if market-rate buyers and
landowners end up paymg the price of the subsidy, so the argument goes, at least local governments need not
spend revenue to create affordable housing Proponents write, “From a local agency standpoint, inclusionary
zomng provides affordable housing at no public cost” (emphasis added) 3 The story, however, 1s not that
simple The advocates fail to take account that inclusionary zoning leads to direct losses m state and local
government revenue

Inclustonary units demand and receive the same mumcipal services as market-rate homes There 1s no
evidence that providing mumcipal services to price-controlled homes 1s less costly than providing to market-
priced homes The cost of inclusionary zoning to governments comes from the fact that price-controlled
homes cost the same to service but generate less revenue Because the values of the homes are set at below-
market rates, the assessed values are lower and so their property tax 1s lower Thus, although governments
may not spend “a public dime” to produce price-controlled homes, they take on an obligation of providing
muncipal services while recerving lower annual tax revenues The cost to government from price-controlled
units 15 the difference in the annual tax revenue that would have been generated had the same homes been
assessed at market prices

If the real estate tax rate 1s 1 percent per year, a $700,000 dollar home generates $7,000 1n government
revenue, whereas a $200,000 home generates $2,000 in government revenue To calculate the yearly tax
revenue lost we take the difference between current market price and the price-controlled price times 1
percent (for the property tax) for each umt Multiplymmg times the number of units in each junisdiction gives
us a rough measure of the lost tax revenue per year Biasing our numbers downward 1s the fact that we do
not count the lost revenue from the homes never produced because of price controls Biasing our numbers
upward 1s the fact that not all market-rate homes are assessed at current prices due to Proposition 13 But the
numbers 1llustrate the limit as homes are frequently resold and reassessed at current prices They also
approximate how much revenue would be gamed 1f price-controlled uruts were reassessed at market rates
We do not behieve that the goal is to maxumize tax revenue at the expense of low-mcome households, and we
are not advocating raising real estate taxes for low-income residents But before considerng inclusionary
ordinances, governments must look at their budgets and examine whether better ways of helping low-mcome
households exist
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Government would be well advised to consider these yearly costs before adopting inclusionary zoning. It is

important to note that the lost tax revenue occurs not just in one year but every year that the price controls

are in existence. The total present value of lost government revenue is $553 million (Figure 16).>* Although

inclusionary zoning is often pitched to governments as a zero-cost method of creating affordable housing,

the costs from lower assessed valuations are quite large.
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Figure 16: Present Value of Yearly Loss in State and Local Government Revenue Due to
Price Controls (Assuming a Discount Rate of 3 Percent and That All Units Stay Assessed at
Current Prices)
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Both state and local governments bear some of the burden of lost tax revenue caused by inclusionary zonng
Property tax revenue goes to the state government, and a portion 1s rebated back to city and county
governments The exact amount returned to each junsdiction vanes significantly, so our above estimates
measure the combined total of lost tax revenue without distinguishing the particular splits between local and
state governments An important implication from this is that although inclusionary zoning policies are
usually debated and implemented at the city and county levels, state legislators should be concerned with
these policies too Each additional local inclusionary zoning ordinance adversely impacts the tax revenue
not just of 1ts own jurisdiction but also decreases the state’s tax revenue
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Part 6

The Effect of Long-Term Affordability
Controls

he resale restrictions imposed by inclusionary zomng ordinances devalue homes and create unintended

mcentives that undermine the goals of inclusionary zoning Administering and policing these resale
price controls, which typically last 30 years or more and are renewed upon each sale, generate additional
expenses for local governments

A. Incomes Change

Inclusionary zoming may not be the best method to help low-income families because 1t gives long-term
subsidies to households that may not stay at low incomes To the extent that households remain 1n unats after
their tncomes rise, the unit may not be occupied by the most deserving families Providing homes at below-
market rates gives long-term benefits to some who may only need short-term help Inclusionary zoning
targets households currently low-income but usually does not take potential future income increases mnto
account Most people have lower incomes 1n their twenties and thirties (at the beginning of their careers),
higher incomes m their forties and fifties (at the peak of their careers) and then higher wealth but lower
annual mncome m retirement (Figure 17) *¢ The affordability requirement musses all of this People at the
start of ther career may be low-income and qualify for an affordable unit today, but may end up making
much more money later on Given the nature of the affordability controls, however, those who receive the
affordable units will be able to keep their below-market housing payments even after they are in higher-
income brackets

Figure 17 US Median and Average Income by Age
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Research shows that most low-mcome households actually move mto higher-mcome categories as time
moves on University of Michigan Panel Survey on Income Dynamics data show that of those 1n the bottom
20 percent income bracket 1n 1975, only 5 1 percent of them remained i that lowest income bracket by
1991 In fact, 29 percent of the lowest fifth of income earners 1n 1975 had moved to the top 20 percent of
mcome earners in 1991 This means that price-controlled urits can contmue to subsidize households for
years while ignorng their increasing mcomes Tying long-term assets such as homes to programs ammed at
helping low-mcome households 1s usually not the most efficient way to help low-mcome earners The funds
could be more effectively targeted by tying subsidies to shorter-term cash flows that do not remain as people
move through therr lifetime earnings cycles onto higher ncomes.

B. Incentives for Mobility and Improvements

Despite the fact that families may stay in therr subsidized home years after their mcomes nise, resale price
restrictions are put mn place with the hope that eventually the home will be sold to another low-income
family. One advocate summed the reasoning for resale restrictions “In order to ensure that affordable umts
remain affordable to the same income population for whom they were targeted, mclusionary zoning
ordmances must include provisions for mantaining affordability for a specified period.”” Despite their good
mtent, resale restrictions adversely impact the incentives for residents to move as well as mamtain their

property

Many people sell therr first starter home and move to larger homes as their earnings increase over their
Iifetime, but price controls create mcentives for farilies to stay 1n their homes long after they need them
One of the main benefits of homeownership 1s building equity 1n a home that can appreciate in value.
Inclusionary zoning removes this benefit because it controls resale prices Because appreciation 1s limited,
owners of price-controlled units often cannot build up the necessary equity to afford a down payment on a
larger market-rate home So even as mcomes rise, a disproportionate percentage of those in price-controlled
units will remain 1n them longer than they would otherwise choose While families may itially feel lucky
to have received a subsidized home, 1n the longer term the wealth constramt imposed by limiting
appreciation actually may serve to trap them i a lower quality of housing by limiting their ability to

upgrade

Also, because owners of restricted units are not permuitted to sell at market price, much of the incentive to
maintain the property 1s taken away This makes 1t more likely that price-controlled units will deteriorate
over time Even the owner of a less well-maintained property would be able to find buyers 1f the legally
mandated price 1s significantly below the market equlibrium price. Owners of restricted units who spend
resources maintamning their home have to pay all of the costs and receive few of the benefits. In addition,
because the potential for the sweat-equity gains of home improvement are taken away, improvements are less
likely to be made Consider the case of one resident of Palm Springs. Richard Fontius did not realize lus
mclusionary zoning home had resale price restrictions placed on it over two decades ago. He recently
remodeled the home, adding a swimming pool and 400 square foot addition, and planned on selling 1t after
the mprovements Now the city 1s considening enforcing the resale price restrictions  Richard Fontius says,
“If I knew about 1t to begm with I would not have bought 1t *** The many residents aware of their resale
restrictions will be less likely to improve their homes or spend resources to prevent deterioration The
problems will worsen over time as already pricey market-rate homes mcrease mn value but homes under price
controls do not. Occupants of price-controlled homes may feel hike second-class citizens because the
government prevents them from gaining 1 equity.
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Some government agencies realize the problems created by resale restrictions One city’s report assessing its
mclusionary zoning program noted, “Failure to consider improvements 1 the calculation of resale value may
discourage property owners from mvesting 1 improvements **° It also wrote that, “The question of resale
value highlights the conflict between preserving the stock of affordable units and allowing the build-up of
equity for the owners’ use "** Other jurisdictions are more blunt Denns Lalor, the executive director of the
non-profit that manages the city of Hollister’s resale restrictions, sard simply, “The 1dea of wealth creation
was never part of this [inclusionary zoning] ”*' Unfortunately, the umntended consequences of preventing
wealth creation are that families remam i the price-controlled units even after their mcomes nse, thus
preventing other low-income families from moving in In addition, the properties deteriorate because there 1s
less mcentive for mamtenance and improvement Homeownership 1s often constdered the Amencan dream,
unfortunately, homeownership with hittle or no potential of appreciation is not the same thing

C. Inclusionary Zoning is Costly to Administer and Police

As market-rate homes continue to appreciate, owners of price-controlled units have a tremendous mncentive
to get around their resale restrictions and sell for market rates Unless local junisdictions spend time and
money monrtoring units carefully, some may be sold or subleased at market prices The Niguel Beach
Terrace condomunmums on the Dana Point Coast 1llustrate the problem More than 200 umts were sold at
below-market rates with resale restrichions during the early 1980s Just as the resale restrictions were about
to expire in 2003, the Califorma Coastal Commmssion 1ssued 143 cease and desist orders (38 of which have
been retracted) to owners thought to have exther sold or rented out their units for market rates “ Some
owners reportedly have rented out their units for more than $1,000 per week while they moved out-of-state
If the charges are accurate, more than 50 percent of the owners of subsidized units in this complex violated
their resale restrictions

Although some residents may have purposefully 1gnored therr restnictions because of the huge potental
gams, others tried to play by the rules but were frustrated by poor admumistration. Homeowners claim that
admimistratron of the ordinance was so poor that they could not find out which agencies to contact about
selling or renting out their units, so they had no choice but to go out on their own. At least three different
agencies have monitored the program since the condominiums were sold in the early eighties, and one
admuttedly had neither the staff nor the money to handle the program ** The current nonprofit managmng the
restrictions, Civic Center Barrio Housing Corporation, was reportedly notified that many of the units were
bemng rented out improperly mn the early mineties but did nothing “

The condommiums at Dana Pomt are not the only ones with a poor enforcement record In one case mn the
city of Hollister, a real estate agent involved 1n a resale violating the price controls wrote the city about her
seller’s mtent The city never even responded. The city now admuts that 1t recerved the letter but did not
respond because 1t had no system 1n place to prevent owners from selling at market rates. **

Programs that do monitor resale are often costly to admimster Running and monitoring the program 1 Palo
Alto costs $40,000 to $60,000 m annual admimstration costs alone *® But in the previous 30 years only 152
for sale units and 101 rental units have been produced *’ These admmistration costs of mclusionary zoning
could have been passed on to housing consumers in the form of housing assistance A report by Bay Area
Economics notes
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In general, program managers characterized morutoring of mclusionary requirements as a challenging
process One Sunnyvale Housing Division staff person descitbed the momtoring requirements as ‘time
consuming’ and ‘cumbersome ’* Complications regularly arise from urit resales, owners renting out
their units, and tenants and owners losing their qualifications as thewr imcomes grow, among other
wssues *8

The debate on inclusionary zomng often 1gnores the consequences of long-term price controls and the
associated admimistrative costs Advocates of inclusionary zoning leave out important details such as how
the property will be maintained and whether long-term, in-kind subsidies are the best way to help those
eamning low mcome Our evidence suggests that these problems and their costs are quite significant

In addition, inclusionary zonng creates other admmistrative costs because the price-controlled umts are far
more difficult to sell than market-rate homes One of the biggest challenges for builders of price-controlled
units 1s qualifying buyers Some builders estimate that the admimstrative cost of selling price-controlled
homes is about double what 15 spent on market-rate homes One builder describes the costs of qualifying
buyers for a current development in Novato.

For the 40 buyers we have to date, we have processed over 270 applicants The conversion ratio 1s so
low that we are hiring additional staff to process the workload The city also required us to have a
custom sofiware program developed ta manage the list of applicants The procedure is so complex that
the sofiware costs aver $400,000 to develop This cost is for only 352 homes ¥

The process also takes time The same builder says that at the Meadow Park development m Novato, “The
process, as mandated by the city, 1s so cumbersome that we have only been able to sell 40 homes in 6
months We started with over 2,600 prequahfied buyers-and have only been able to process 270 potential
buyers netting 40 sales m 6 months We literally can build the homes faster than we can process sales ” Both
the direct admimstrative costs and the financing cost of carrying unsold mventory while searchmg for
quahfied buyers are additional adminstrative burdens created by inclusionary zoning ordinances.
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Part 7

The Debate on Inclusionary Zoning

any advocates of inclusionary zoning entirely ignore its economic consequences. A few advocates,

however, at least try to take the economic problems into account. A handful of law reviews do attempt
to defend inclusionary zoning on this front.*® Some argue that inclusionary zoning may impose costs, but the
costs will be offset, insignificant, or deserved. These authors conclude that inclusionary zoning may not
harm the supply of housing as economists would predict. Some of the ideas contained in their articles have
made it into the popular debate. This section examines and addresses some of the most often repeated
arguments.”'

A. How Effective are Density Bonuses?

Some advocates of inclusionary zoning argue that density bonuses—or giving builders the option to increase
the density of their developments in return for making more of the units affordable—can offset costs, thus
mitigating any potential price increases and leaving builders with the same incentive to supply homes. One
actually claims that density bonuses can completely make up for the costs of inclusionary zoning: “High
enough density bonuses create affordable units at no cost to landowners, developers, or other

homeowners.”*

The assertion that density bonuses offset costs associated with inclusionary zoning has several problems.
First, as generally practiced in the Bay Area, inclusionary ordinances do not even offer density bonuses for
meeting the ordinance’s requirements. These jurisdictions only offer density bonuses if developers exceed
the ordinance’s requirements.

Even where density bonuses are made available, some of the most enthusiastic promoters of inclusionary
zoning concede that they are not a panacea for addressing its substantial costs:

'In many cases, developers do not seek to take advantage of density bonuses for a variety of reasons.
First, some developers cannot use a density bonus because their project already has a high number of
units per acre.... Second, a density bonus is not applicable to certain types of developments...because a
density bonus...may not be economically beneficial. Third, many developers do not seek to increase the
density of their developments to maintain a level of density they believe is critical for the marketing of
their development. Fourth, in some instances, a higher density would require developers to change their
buildings to a more expensive construction type, which can offset the per unit land cost savings For
example, if a higher density requires changing the construction of a building from a wood frame to a
concrete and steel structure, per unit construction costs may rise significantly. Fifth, higher densities in
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many communities can be controversial Some existing community members may protest a higher
density development i their neighborhood.®

Yet another problem with density bonuses (and other oft-cited incentives such as development fee waivers)
is the risk that they may trigger prevailing wage requirements under 2002 changes to California’s prevailing
wage statutes. While to our knowledge neither the courts nor the Department of Industrial Relations has
definitively resolved the matter, at least some local jurisdictions have raised the possibility that incentives
offered to private developers for the construction of affordable housing may trigger prevailing wage
requirements and thereby undermine the efficacy of the incentives:

California State law intended as incentives for developers to create affordable housing are often
ineffective due to competing laws with different priorities. Developers ofien find themselves in a position
unable to take advantage of State Density Bonus law and local financing incentives (i.e., fee waivers and
reductions) in arder to construct affordable housing because State law also requires developers to pay
prevailing wages to all subcontractors when they take advantage of these incentives. .. [P]revailing
wage requirements...can add 20 to 30 percent in additional construction costs to a new housing project.
Ofien, this deems the incentives citles can offer to induce developers to include an affordable housing
component not much of [an] incentive after all.>*

In sum, we believe that many advocates of inclusionary zoning have substantially overstated the potential of
density bonuses and other incentives to mitigate the very significant costs associated with producing
inclusionary units.

B. Inclusionary Zoning and Housing Costs

One of the most common errors made by advocates of price controls is asserting that the costs of
inclusionary zoning are not reflected in higher prices for new homes. One leading advocate of inclusionary
zoning argues that inclusionary zoning has no effect on housing prices even while acknowledging that it
imposes significant costs on housing production. The claim is made that development costs have no impact
on housing prices: “The price of housing is not a function of its development cost. Rather, housing price, be
it rents or sale prices, are solely a function of market demand” (emphasis added).*> Another writes:

The short answer is that, while the costs may be shared among developers and landowners, the
landowners likely suffer the mast loss. Prospective homeowners are least likely to be affected, as their
willingness to pay is what sets the market price, not the costs incurred by the developer.>®

Thus, according to these arguments, landowners rather than new homebuyers bear the full burden of
inclusionary zoning’s costs.

Although these arguments sound more sophisticated than those of advocates who ignore the economic issues
completely, they are just as wrong. Economic principles teach that prices are determined by demand and
supply and that cost increases most definitely impact both supply and price. Although two proponents are
correct that developers cannot raise prices without constraint and that developers will charge as much as the
market will bear, they misunderstand the simple fact that if costs increase for all builders due to an
inclusionary requirement, the price that the market will bear will increase. Figure 18 shows that increased
costs shift the supply curve up and to the left. As the supply curve is shifted, the new equilibrium will be on
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a different point—at a lower quantity and a higher price—along the demand curve. This is textbook
€CONnomics.

Figure 18: Restrictions on Supply Lead to Higher Prices
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Furthermore, even if landowners bear most of the cost burden, inclusionary zoning still reduces the quantity
supplied. As previously noted, imposing these costs on landowners simply lowers the value of the land for
residential uses and creates an incentive to develop nonresidential uses—precisely the opposite incentive
sought by those who want to increase the quantity of housing in California.

Others argue that the quantity of new construction will be the same even if builders have to absorb all of the
costs. “Even if their profits are not maximized, developers will still realize acceptable profits. Therefore,
developers will still develop.”™’ This assertion too misses another important economic principle. When
businesses end up with less money from an endeavor, they will participate in the endeavor less. Construction
is a competitive industry characterized by ease of entry and exit. When developing becomes unprofitable,
would-be-developers simply take their resources elsewhere. If profits are abnormally low, builders do not
passively respond and continue building at the same rate. They pack up their materials and build in another
community where the returns are normal. If price controls were enacted over large geographic areas and
builders could not move, people would simply invest less in developing and move to other regions. This
phenomenon is currently visible as Bay Area homebuilders increasingly focus their activities on the Central
Valley, the Sacramento area, and even Riverside County. With lower profit margins, less capital would flow
into the building industry, making the equilibrium quantity go down. The resultant fewer homes translate
into a lower quantity and a higher equilibrium price. Builders’ ability to withdraw from markets means costs
will be passed on to landowners and market-rate buyers. In the extreme case in which builders could not pass
on any costs, they simply would not build.

These arguments for inclusionary zoning also demonstrate a failure to understand another important aspect
of homebuilding: Building is extremely risky. In California it can take years and millions of dollars in
planning, environmental, and legal fees before a project receives the necessary governmental approvals.
Even then, the entire investment can be lost if local voters reject the project in a referendum. As a result,
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even during the best of markets, the approval process is fraught with risk. Thus, to suggest that developers
will (or should) accept returns not commensurate with that risk ignores basic economics,

C. Socioeconomic Integration

Integrating different cultural, ethnic and income groups is often one motivation for creating inclusionary
zoning laws. The science of economics evaluates the means of achieving different ends. It cannot say
whether the ends themselves are desirable. In the case of inclusionary zoning for the purpose of
socioeconomic integration, economics identifies what the costs of achieving this end are.

Inclusionary zoning’s price controls raise the cost of market-priced homes, lower tax revenue to
governments, and restrict the supply of new homes and perpetuate the loss by driving builders and middle-
class buyers out of the market. All of these costs of inclusionary zoning documented above can be quite
substantial.

Because inclusionary zoning discourages new construction and drives up housing prices, these ordinances
actually make housing less affordable. Advocates of inclusionary zoning often claim their goals are both
more affordable housing and socioeconomic integration. For example, one wrote, “Inclusionary housing
should certainly be supported as a means not only of providing affordable housing, but also of furthering
social and economic integration in traditionally segregated suburban areas.”® But the two stated goals of
inclusionary programs are contradictory. If inclusionary zoning is used for socioeconomuc integration, the
result will be less affordable housing. In other words, less affordable housing is the “price” a community
pays for using inclusionary zoning to promote socioeconomic integration. And the resulting climate of
inclusionary zoning, with less builders, less homes, and lugher prices, forges a composition of very wealthy
and subsidized poor with little middle class—a somewhat feudal-looking environment that minorities, unless
they are wealthy or have won the “inclusionary zone lottery,” cannot penetrate.

Economics does not pronounce judgment on the goal of socioeconomic integration, but it does point out that
the costs of using inclusionary zoning to promote integration are quite high and their success is questionable.
Economics also shows that those who wish to use inclusionary zoning to promote both socioeconomic
integration and more affordable housing are bound to fail because the policy trades one of these values off at
the expense of the other.

D. Increasing Supply is the Key to Housing Affordability

Many advocates of inclusionary zoning believe that the market is to blame for the housing affordability
crisis. People hold this belief for two major reasons. First is the failure to understand what caused such high
prices in the first place. Second is the belief that without restrictions on building, only mansions would be
built and low-income households would not benefit.

Let us first deal with the cause of the affordability crisis with the Bay Area as the example. Many factors
contribute to the high demand for housing in the Bay Area. But a large and more affluent population means
large increases in demand for many goods and services. Prices of haircuts, meals, bicycles and movies have
not increased nearly as much as home prices. These other goods have remained affordable because as
demand for these other products increased, few regulations prevented suppliers from bringing more goods to
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market. Market signals created by the increase 1n demand induced suppliers to provide more products or
services. With more goods available, prices did not increase dramatically. The same market signals have
not increased the quantity of housing supplied. Why not?

Housing prices in California, and in many urban areas, have skyrocketed but have not been met with the
usual increase mn supply. The reason is simple: housing regulations have prevented builders from building
enough new homes to meet demand. A myriad of regulations, prohibitions, and questionable liability laws
discourages, and often prevents, new home production. For example, state Environmental Quality Acts
produce a number of problems because they give power to local government to lengthen processing time
indefinitely; what previously took one year now can take ten. Regulations such as exclusionary zoning laws,
moratoria on new construction, preservation ordinances, crippling workers’ compensation regulations,
environmental regulations, and legal processes that can delay development for years have all contributed to
the high cost of housing. All of these regulations prevent increases in the quantity of housing supplied and
drive up the price of housing.

A number of studies confirm that regulations are the cause of high prices. Edward Glaeser and Joseph
Gyourko studied nationwide home prices and found that an “affordability crisis” only occurred in particular
geographic areas that had restrictive land use regulations. The authors found that “Zoning and other land-use
controls are...responsible for high prices where we see them.”® Entitled land has such high prices because
permits to build are so scarce. Glaeser and Gyourko’s estimates indicate that only 10 percent of the gap
between construction costs and home prices is caused by intrinsically high land prices; the ather 90 percent
is caused by zoning and land-use regulations. They conclude:

Ifpolicy advocates are interested in reducing housing costs, they would do well to start with zoning
reform. Building small numbers of subsidized housing units is likely to have a trivial impact on average
housing prices, even if well-targeted toward deserving poor households. However, reducing the implied
zoning tax on new construction could well have a massive impact on housing prices.”

Other studies have similar findings. A study by University of California at Berkeley economists on land use
regulation’s effect on housing prices found that until 1970 California housing had been in line with the
national average of housing prices, but by 1980 California housing prices more than doubled the national
average. They determine that one major cause of the price increase is “a massive increase in the use of land-
use and growth management techmques to slow and stop new housing production.”! In a study of housing
costs throughout the United States, one economist concludes, “One thing is obvious: Stringent housing
regulations have certainly not helped the San Francisco area solve its housing problems. They may even be
creating the problems.”

Another study with a different methodology réached similar conclusions. It constructed an index of seven
different land-use regulatory variables and ranked 56 different metropolitan areas according to how strictly
land use was regulated.* Regulatory variables included measures such as changes in length of approval
time, time required to get land rezoned, amount of acreage zoned for residential development, and percent of
zoning changes approved. It found that a change from a lightly regulated environment to a heavily regulated
one decreased the number of permits to build by 42 percent and increased home prices by 51 percent.
Homeownership rates also declined about 10 percent. Evidence shows that areas with high levels of
regulation have higher housing prices, higher rents, and lower homeownership rates.
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Price controls are perhaps the worst “solution” to a housing affordability problem caused by prior restrictions
on housing. The real solution is to encourage the issuance of building permits, open more land for
responsible development, and abolish zoning laws that unduly restrict development. If government reduced
and eliminated regulations that slow and prevent housing development, the housing market could respond to
increased demand just like other industries in California.

Some advocates of inclusionary zoning recognize the problems caused by prior regulations but stilt
recommend inclusionary zoning. One admits that, “To a large extent, it is not the presence, but the absence,
of a free market in housing that has helped create a shortage of affordable homes for many Americans.”*
Yet he still favors price controls because he believes that even if the supply of new homes is increased, only
high-priced new construction will be built and affordability will not be improved. But inclusionary zoning
advocates misunderstand the basic principle that all new housing helps keep prices down. A sample
ordinance prepared by the Institute for Local Self Government states that inclusionary zoning helps, “Offset
the demand on housing that is created by new development.” These authors appear to believe that producing
new housing actually hurts low-income households.

Contrary to misconceptions, when market-rate housing is built, all income groups benefit. When a
household moves into new market-rate construction, a household with lower income typically purchases its
existing house. The concept is sometimes referred to as “filtering” because as families upgrade their homes,
their old homes filter down to people who could not afford them before. Another way of thinking about it is
that in a sense the housing market can be seen as a ladder, with affordable homes mainly older homes on the
bottom rung, and people trading up homes and climbing the ladder as their fortunes rise.*® Perhaps a better
word or better analogy is needed, but the process works. A classic study, New Homes and Poor People by
Lansing e al., examined the chain of existing home sales in 13 cities and found that each new home
generated an average of 3.5 moves.* All those moves increase the available supply and lower the price of
existing homes, which makes them more affardable to low-income buyers. The study reports that 9 to 14
percent of all people who moved in the chain of upgrades generated by a new home were low-income. The
effect on moderate-income families is even stronger. In moves after the first new construction move, people
of moderate income made up 30 percent of movers. Lansing ef al conclude, “Any policy which increases
the total supply of housing will be beneficial. The working of the market for housing is such that the poor
will benefit from any actions which increase the supply in the total market.”®’

Some assert that filtering does not take place when more people are moving into the area. One writes,
“Whenever the number of persons interposed between the original buyers and the target population
increases, filtering slows. In the 1970s and 1980s a surge in the number of younger adults at middle-
incomes all but eliminated filtering to the poor.”® Although he is right that when more people move mto an
area they will jump in on the chain of moves, that does not mean that the new construction did not help to
keep home prices affordable. The relevant question that must be asked is what would have happened to
prices if the new construction had not been built, If no new construction is built and more people move into
an area, they start bidding against existing residents and drive the price of even low-quality homes higher. In
contrast, if the number of newly constructed homes equals the number of new residents, prices will remain
stable. One way to analyze whether arguments against high-priced new construction makes sense is to ask
whether destruction of existing high-priced homes would help low-income families.

A 2002 study by two Berkeley professors and one analyst with the Public Policy Institute of California,
states the problem quite simply: “supply matters.”® They find that the more responsive the permitting
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process (and hence home-building) is to increases in employment, the lower the median price of housing and
the higher the homeownership rates.

Inclusionary zoning does not correct the problems caused by exclusionary zoning; instead it exacerbates
them. Inclusionary zoning imposes significant costs on the housing industry, and density bonuses plus other
incentives do little to offset costs. Inclusionary zoning is like a tax on new homes, and, like all taxation,
builders will not simply absorb the tax and provide the same number of homes at the same prices. The
driving force behind California’s housing affordability crisis is restrictions on supply. The State of
California’s Little Hoover Commission recommends, "To increase the supply of affordable housing,
communities need to zone more land for housing, increase general plan and zoning densities to allow for
higher density residential development and rethink other standards."”
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Part 8

Conclusion

I nclusionary zoning should only be enacted if the goal is to make housing more expensive and decrease the
quantity of new housing. Such policies hurt homebuyers and will price out most low-income families.
Despite the good intentions of those who support inclusionary zoning, economics tell us that price controls
on new housing will have the unintended consequence of reducing the quantity of new homes built. Rather
than helping, inclusionary zoning will actually make the affordability problem worse. We have shown that
inclusionary zoning imposes significant costs on the housing sector. Those costs are passed on to landowners
and buyers of market-rate homes. Higher housing prices will result.

We agree that something should be done about the affordability crisis, but price controls are not the answer
and may be the problem. Bay Area cities will never be able to rely on inclusionary zoning to meet their
housing needs. In fact, inclusionary zoning has led to a decrease in housing production. After 30 years of
feeble performance, the costs of inclusionary zoning are only beginning to be seen. Rather than continuing to
impose these policies, jurisdictions would do well to eliminate them. By phasing out resale restrictions on
existing units, the “owners” of government-controlled units would gain the true benefits of homeownership.
And by ending price controls on new construction, builders would have an incentive to supply more housing.
The worst possible solution to the affordability crisis is to pass policies that result in restricting the supply of
housing. Inclusionary zoning is one such policy.
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Some cities, including Tiburon, define “Moderate” income as 80 percent of median. Thus, when surveys
say they target “Low” and “Moderate” income, in fact they are targeting “Very Low” and “Low”
incomes. (See Tiburon Ordinance Subchapter 6: Inclusionary Zoning.)

Income categones are adjusted by household size. Compared to a four-member household, a household
with five members can have an 8 percent greater income, a household with six members a 16 percent
greater income, etc. Households with three members will have a 10 percent lower income, two members
20 percent lower and one member 30 percent lower according to the Department of Housing and
Commmity Development. Because the four-member household is the baseline, we focus on four-
member households throughout the paper.

Barbara Kautz, “In Defense of Inclusionary Zoning: Successfully Creating Affordable Housing”
University of San Francisco Law Review, vol. 36, 2002, p. 1014, gives an additional legal reason: “An
inclusionary ordinance that does not limit the resale prices of for-sale units (creating ‘premium pricing’
for the first buyer) may be vulnerable to attack for ‘not advancing a legitimate state interest.””

Phone interview, March 3, 2004,
Personal correspondence, March 3, 2004.

For example, inclusionary zoning in Pleasant Hill requires 5-25 percent of units be affordable, and its
target groups are “Very Low” and “Low.” In this case we would assume only 5 percent needed to
affordable and the share was split 2.5 percent for “Very Low’ and 2.5 percent for “Low.” Because data
for specific requirements of each city are currently unavailable, we decided to make simplifying
assurnptions and again err on the side of lower costs of inclusionary zoning.

We estimate market price by city by comparing 2003 data of the average price of new homes by county
compiled by First American Real Estate Solutions and 2000 Census median price of existing homes by
city. Because new homes in the Bay Area sell for more than the 2000 median price of existing homes,
and because new home price data by city is difficult to assemble, we adjust the 2000 Census city data
based on each county’s price differential for new homes. In Alameda, Contra Costa, Marin, Napa, San
Francisco, San Mateo, Santa Clara, Solano, and Sonoma the ratio of the price of new homes to the price
of existing homes is 1.8, 2.0, 1.4, 2.2, 1.2, 1.6, 1.5, 2.3, and 1.3 respectively. For example, the 2000
Census median price of existing homes in the city of Sonoma was $305,100, so we multiply that by 1.3
to estimate that a new home would be sold for closer to $400,000.

Data on each city’s specific formulas and specific price controls are currently unavailable, so we make
standard assumptions about target incomé groups.

The figure looks at costs m today’s prices. The divergence between current price controls and the price at
which the units currently could sell gives us comparable numbers in today’s dollars. It does not calculate the
home price for the year the price-controlled units were built or calculate the price controls in that year,

Donna Jones, “Homes, Good and Cheap: Low-income Buyers Get High-Quality Homes, ” Santa Cruz
Sentinel, January 10, 2004, p.9. reports on one project built in 1998 that helps illustrates our
assumptions. When homes were first sold, government set the prices at around $160,000. Today
government sets their prices at $280,000, and “they would be worth at least $800,000 on the open
market.” For the purposes of our calculations, we would subtract the restricted price of $280,000 from
the market price of $800,000 to arrive at the $520,000 difference. That price control (and that difference
divergence between the market price and the restricted price) is no longer imposed on the initial seller
but is now imposed on the current owner. If 10 homes were in a project, the equivalent cost from the
price controls would be 10 times that number.

The requirement of subsidized housing has the same effect as a development tax. The developer makes
zero economic profit with or without inclusionary zoning, so the implicit tax is passed on to consumers
(housing price increases) and landowners (the price of vacant land decreases). In other words, housing
consumers and landowners pay for inclusionary zoning.” Robert Burchel and Catherine Galley,
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