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

• A written 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 peopl~ on whom the 
affordable housing requirements will fall are critical to the effective/resolution of the 
issues presented in this case. 
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I. 
INTRODUCTION 
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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 ofhearing 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 whicb 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 



Statement to the Zoning Commission 
Case No. 04-33 
Page3 

achieved? We have described below a number of the circumstances where that situation would 

occur, and we request that the Commission exeml't 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 

IZ requirement since there is no density bonus to off-set the loss suffered. 

II. 
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 



Statement to the Zoning Commission 
Case No. 04-33 
Page4 

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 mod~l 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 betweeiJ. 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 3 7 5 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 u,nits. 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. 

ill. 
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 proYided: 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. 

b. 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 ofbonus 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. 

3. 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. Th~ is a constantly shifting balance between whether a unit is rented 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? 

b. 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 years prior to the current pace of housing production it) 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 wer~ 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. 

c. The notion of regulating rental and ownership housing in different manners goes 

against the fundamental aspect of zori.ing. 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. 

6. 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 inclu~onary 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 

- I 

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 (CGl 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 th~ 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 bonu$ 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 gran~ 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 ofPUDs is the concept that each 

application is different and that the balancing that the Commission undertakes must 



Statement to the Zoning Commission 
Case No. 04-33 
Page 16 

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, maiJ.y 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 (PUbs). Many PUDs also 
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involve a change to the underlying zone category. It is our view that the Commission 
' 

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 amendmet:tts as part ofPUDs to allow for the greater control that 

comes with a PUD. An applicant should not be penalized for go~ng through the PUD 

process if the underlying change of zoning is not inconsistent with the Comprehensive 

Plan, which the Commission IlJ.USt 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 

umt component; and 

• To help offset the costs ofmeetmg that reqwrement, residenbal developers should 

be g~ven bonus de~Ity 

Based on the Supplemental Report, we now understand that OP has revised Its concept to 

make the requirement apphcable to the greater of spectfied percentage of the underlying 

density or the bonus density achieved. We pose the questlon: If addltlonal density cannot 

be achieved or If additional density IS not used even If available, does the requrrement to 

provide affordable housmg apply? If the regulabons acknowledge that addlbonal denstty 

IS necessary to offset the negative impacts of requmng below-market rate housmg, can or 

should the Zomng Commission reqwre that housmg to be provided where the 

property/owner/developer IS not compensated by bemg able to or choosmg not to use 

bonus density? We offer the following examples. 

• In htstoric dtstncts, dependmg upon the nature and character of the dtstnct, It may not be 

posstble to get approval from the Historic Preservation Review Board to increase the 

height to develop addlbonal density; 

• In certam zones, the height permitted is at the maximum allowed under the Act of 1910 

and the actual density IS at the maximum hkely within the height, e g 

• In an R-5-E Distnct, the height cannot be increased to more than mnety feet and 

even at seventy-five percent lot occupancy, It IS n~t likely that anythmg 

stgmficantly more than 6.0 FAR can be developed, or 
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• In any restdentlal dtstnct, tfthe wtdth of the wtdest abutting street ts nmety feet or 

less, the maximum bwlding hetght would be eighty feet or less, and 

• In commercial zones subject to overlay dtstricts, like the neighborhood commerctal 

zones, the Reed Cooke Overlay, the Capttol Interest Overlay and portions of the Uptown 

Arts Overlay, height is restricted below the level normally pennttted in the underlytng 

zone and achlevmg additional density lS unlikely. In the CG overlay, setback provisions 

along the nver make achlevmg additional denstty even more unhkely. 

We beheve that m those crrcumstances, where the extra bonus density is not achievable, 

an affordable housmg requtrement should not apply. We beheve that the Commtssion 

should exempt those situations from the requirement by specdic 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 obtamed. 

12. Wmver or exemption cnteria: These regulations are exceedingly comphcated, even in 

concept. We are concerned that the economic assumptions that underhe the proposal are 

very aggresstve and are unlikely to be sustamable over a long penod of time when 

mterest rates have changed and the demand for office space has risen to the pomt that 

housmg ts not a favored use m commercial zones. We beheve that the Commission 

should be as spectfic as it can be m provtdmg for exemptions and exclusions for the 

requtrement to provtde affordable housing, especially m some of the spectfic Situations 

we have Identified above ( e g., TOR receivmg zones, the Capttol Gateway Overlay, 

zones where addtttonal hetght and density cannot be granted or achieved, etc.) 
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For other situations, we are concerned that the standard for a use vmance (havmg to 

demonstrate that there IS no reasonable use of the property for a purpose for which 1t IS 

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 compliance ("yes" or ''no") on an adnurustrative basis. If 

there IS 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 

m zone dtstnct standards when the Commission detenmnes which areas Will be subject to 

an IZ reqmrement 

Further, we recommend that the CommiSSion mclude a special exception proVIsion 

alloWing the BZA to grant Waivers or exemptions in special circumstances to proJects 

which generate alternate community benefits. The Zorung Commission is able to take 

those alternate benefits mto account when cons1denng a PUD. We beheve that there 

should be a way for proJects which are otherWise a matter-of-right to get some 

consideration of the balance of other commumty benefits which will result against the IZ 

requirements . 

13. Timmg of Implementation: As discussed during the course of the hearing, any IZ 

program which the Commission may adopt Will require oversight of the Implementation 

to assure Its effectiveness. Representatives of the District Government testified that no 
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additional agency will be requrred to take care oftlus oversight, but we are concerned 

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

burdensome unless the Distnct has orgaruzed the staff of vanous agencies to deal with 

the requrrements of these regulations We request that the Zorung CommiSSion delay the 

effective date of new regulations until the Mayor and the Councd have provtded an 

orgaruzational structure wtthm the Dtstnct government to oversee those regulations. 

IV 
CONCLUSION 

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

upon these thoughts or provtde additional mformation tf the Commission has specific areas it 

would like us to address 

Attachment· Economic Analysts spreadsheets 

# 3070676_v4 

Respectfully submttted 

Holland & Krught LLP 

Steven E Sher 
Director of Zorung and Land Use Servtces 



lncluslonary Zoning Analysis 
Summary • Base Case 

PROJECT ASSUMPTIONS 

BaM 
c. .. 

Property Size 3o.500 
FAR 5.0 
Gross Square Foolage 152.500 
Sellable Square Foolage 128,100 
Average Unil Size 915 

Ntmbet ol Units 140 

Ntmbet or Patldog Spaces 140 
P811<i!3l Garage §gua<e Foo!!Jie 58,000 

011'11< A11ump!lon1 

Lll!1ll 
Per FAR SF Cosl olland • Base Building 
Per FAR SF Cosl olland · On Bonus Market Unlls 
Per FAR SF Cost olland- On Bonus Alfo<dable Unlls 

lAIIIIIIlll 
Hard Co$1 per GSF - Marl<et 
Hard Cost per GSF • Allotdable 
Hard Cost Contingency 
Son Cost Percenlage • Marl<el 
Soft Co$1 Percenlage • Allordable 
Bulking Effldency Factor 

l?iJ!JsiDsl 
Squa<e Foolage per Parklno Space 
Hard Co$1 per Garage Square Fool · Base 
Hard Cost per Garage Square Foot· Boous 

Br1lti:J(;Jo{l 
Required Equity % 10< Project 
Required Equity 
Loan lo Cosl % 
DebtS 

l1ai!lll 
Month Soft Costo Slarl 
Month olland Acquisition 
Month Construction Starts 
Ntmber or Months 1rom Construcllon 10 Arst Sale 
Ntmber or Settlemeni Months 

BONUS DENSITY ASSUMPTIONS 

0.0% 
0 

Boous Density Increase 
Boous !lens!!y Square Feet 

US: 1.Gal 

AFFORDABLE SALES PRICES·-of AMI 

Studio 
1-Sedroom 
2-Sedroom 
3-8edroom 

87,0% 
0 

33.0% 
0 

168,575 
192,086 
215,598 
239,107 

-Bulkll!!ll 
30.500 

5.0 
152,500 
128,100 

915 

140 

140 
58,000 

90.00 
0.00 
0.00 

180.00 
180.00 

5% 
23% 
25% 
84% 

400 
75.00 
85.00 

20% 
11 ,478,758 

80% 
45,915,022 

1 
11 
20 

4 

5% 

w •h Bonuo De!!!!!l ...... Nfonlable 
Bonuo Bonuo Total 

NA NA NA 
NA NA NA 

0 0 152.500 
0 0 128,100 

915 745 915 

0 0 140 

0 0 140 
0 0 58,000 

BUDGET 

land. M811<el/ Base 
Above Gr.lcle Hard Cost · Market / Base 
ParldrQ Hard Cost· Marl<el I Base 
Soft Cosls • Marl<el/ Base 
Hard Cost COilllna!!!!!:J! • Marl<el / Base 
Project C0011 • BaM 

land · Marl<el / Bonus 
Above Gr.lcle Hard Cost· Marl<el/ Bonus 
Parl<lng Hard Cost· Marl<el/ Bonus 
Soft Costo - Marl<et/ Bonus 
Hard Cost Conii!:'Q!!!!!:)! • Marl<et I Bonus 
Pr!!J!!:! C0011 • Marl<et I Bonuo 

land- Allordable 
Above Gr.lcle Hard Cost· Alfordable 
ParldrQ Hard Cosl • Alfordable 
SoftCosls·Aifo<dable 
Hard Cost Contiog!!!!!:J!. Alfo<dable 
Pt!!J!!:! COlli • Affordable 

Totll Project C0011 

SALES 

Plrcent 
Marl<el Rale Unils 
Studio 
1-Sedroom 
2-Sedroom 
3-8edroom 

Total MarMt Ratt Unlto 

Alfofdable Units 
Studio 
1-Sedroom 
2-Sedroom 
3-8edroom 

T oiJII Nfonlable Unlto 
UnK Totalo 

Parking 

TotoJ-

PROFORMA 

Marl<et Sales 
AllotdableSales 
Par!<lng Sales 
ToiJIISalel 

10% 
40% 
40% 
10% 

100% 

Poroant 

20% 
40% 
40% 

0% 
100% 

~.Siu 

538 
701 

1,115 
1,350 

115 

~- SID 

525 
600 

1.000 
1,300 

745 

2,000 per unH 

Net-

Net Ptollt BtiOft Coot of Egul!x 

Totol 
COOl 

13,725,000 
27.450,000 

4,200,022 
10,436.255 

1,582,501 
5T1383,na 

0 
0 
0 
0 
0 
0 

0 
0 
0 
0 
0 
0 

S7.3!3,na 

UnKo 

14 
56 
58 
14 

140 

Unlto 

0 
0 
0 
0 
0 

140 

140 

Amount 
1fT .252.500 

0 
5,600,029 

721W,521 

(3,362,625) 
(280,001) 

11,20!,103 

(5T .393.na> 

c ........ C001..-r Coet..-r 
Unk GSF NSF 

98,005 90.00 107.14 
198,070 180.00 214.29 
30,000 27.54 32.79 
74.54-4 68.43 81.47 
11,304 10.38 12.35 

401,153 371.35 441.04 

NA NA NA 
NA NA NA 
NA NA NA 
NA NA NA 
NA NA NA 

0.00 0.00 

NA NA NA 
NA NA NA 
NA NA NA 
NA NA NA 
NA NA NA 

0 o.oo 0.00 

401,153 371.35 441.04 

UnkSF $/SF $1\Jnk ToiJIISales 

7,500 525.00 281,375 3,939,270 
39,258 525.00 368,025 20,609,507 
62,440 525.00 585.375 32,781,171 
1~1100 525.00 708,750 9,922~2 

121,100 525.00 410,372 17,252,500 

Unit SF $/SF ~nk Total Solei 

0 321.10 168,575 0 
0 320,14 192.086 0 
0 215.60 215,598 0 
0 183.93 239.107 0 
0 NA NA 0 

121,100 17,252,500 

40,000 5,600,029 

72152 521 



lncluslonary Zoning Analysis 
Summary· Bonus Density Case - 1:1 Rallo 

PROJECT ASSUMPTIONS 

-c ... 
Propet1y Sb:e 30,500 
FAR 5.0 
Gross Square foolage 152,500 
Sellable Square Foolage 128,100 
Average Unft Size 915 

Number or Units 140 

Number of Partdng Spaces 140 

P~ Garaoe ~e Foo!!!Jil! 56,000 

Oil* A .. umptlono 

IJialt 
Per FAR SF Cost or und · Base B<lllding 
Per FAR SF Cost or und · On Bonuo Matkel Units 
Per FAR SF Cost or und ·On Bonuo Arrordable Units 

Illii1JitJll 
Hard Cost per GSF • Matkel 
Ha<d Cost per GSF • Allo<dable 
Hard Cost Contingency 
Soft Cost Percemaoe • Matkel 
Soft Cost Percentage • Allo<dable 
BIJiklng El!idency Factor 

e.t1lfllll 
Square Foolage per Patklng Space 
HIWd Cost per Gao-age Square Foot· Base 
HIWd Cost per Gatage Square Fool · aonu. 

Blliflsoiog 
Reqlked Equity % lor P~ 
Req<ired Equity 
loan lo Cost % 
Oebl$ 

DlliDil 
-.Soft Costs Start 
Month or und AcqtU~t~on 
Month Construct!on Slatts 
Number or Monlhs rrom Construclfonlo Arst Sale 
Number or Selllemenl Months 

Qfbl{ 
Cost or Sales 

BONUS DENSITY ASSUMPTIONS 

Bonus Oenslly Increase 
Bonus Density Squa<e Feel 

Percent Matkl!l 
M-SF 

AFFORDABLE SALES PRICES · - of AMI 

Studio 
!-Bedroom 
2-Bedroom 
3-Bedroom 

20.0% 
30,500 

50.0% 
15.250 

50.0% 
15.250 

188,575 
182,086 
215,596 
239,107 

-Building 
30,500 

5.0 
152,500 
128,100 

915 

HO 

140 
56,000 

90.00 
0.00 
0.00 

180.00 
180.00 

5% 
23% 
25% 
84% 

400 
75.00 
85.00 

20% 
13,017,032 

110% 
52,068,126 

t 
I 

12 
22 
5 

5% 

Wllh Bonuo Density 
U.o1cet Mordllble 
Bonuo BonUI Toul 

NA NA NA 
NA NA NA 

15,250 15,250 183,000 
12.810 12.810 153.720 

915 745 898 

14 17 171 

t 4 0 154 
5,600 0 61,600 

BUDGET 

l.8nd • Matket I Base 
Above Grade HIWd Cost· Matket I Base 
Patklng HIWd Cost • Matkell Base 
Soft Costs· Matketl Base 
Hard Cost Conli!!lj!!!!£X. Matkell Base 
PtOj!d Coeto • S.M 

und • Matket l Bonus 
Above Grade Hard Cost • Matkel l Bonus 
Partdng Hard Cost· Matket IBoous 
Soft Costs • Matket I Bonus 
Hard Cost Con11o1oencv · Matket I Bonus 
P~ Coeto • Moo1cet I Bonuo 

l.8nd • Allo<dable 
Above Gtade Hard Cost • Allordable 
P8tldng Ha<d Cost- Allordable 
Soft Costs • Allotdable 
Hard Cost Contina!!!!£X.-
P~ Coeto • Alfor~ble 

T olal P!ottc! Coeto 

SALES 

Percent 
Matkel Rate Units 
Studio 
!·Bedroom 
2·Bedroom 
3-Bedroom 

Total U.rtcet Rote Untto 

Allotdable Units 
Studio 
!-Bedroom 
2-Bedroom 
3-Bedroom 

T alai Mordllble Unb 
UnMTolalo 

Partdng 

TolalR....,ue 

PROFORMA 

Matket Sales 
Arrordable Sales 
P8112ng Sales 
TouiS.Ieo 

10% 
40% 
40% 
10% 

1110% 

P-' 

20% 
40% 
40% 

0% 
1110% 

~.SI .. 

538 
701 

1,115 
1,350 

tiS 

~.SI .. 

525 
800 

1,000 
1300 

745 

Cost or Sales 
WatTanty Costs 2,000 per unit 

Net-

Net Profll Before Coet of EguiiY 
Relum on eoet s~c.- otEqulty 

TOial 
Cool 

13,725,000 
27,450,000 

4,200,022 
10,436,255 

~~.sot 
57,313,nl 

0 
2.745,000 

476,000 
740,830 
161,050 

4,122,810 

0 
2,745,000 

0 
886,250 
137,250 

3,511,500 

15,015,151 

Unllo 

15 
62 
62 
15 

154 

UnMo 

3 
7 
7 
0 

17 
171 

154 

Amount 
73,977,750 

3,383,697 
8,180,029 

13 521 471 

(3.898,888) 
(342,391) 

7t4101t7 

(65,085, 158) 

14,315,031 

22.1" 

Coetper 
Unit 

98,035 
198,070 

30,000 
74.54-4 
11,304 

401,153 

0 
198.070 
34,000 
52,918 

It~ 
2141410 

0 
159,843 

0 
39,911 

7,982 
267,531 

310,110 

Unll SF 

8,254 
43,182 
88,884 
20,790 

140,110 

Unll SF 

1,805 
4,127 
8,878 

0 
u,eto 

153,720 

Coetper Coetper 
GSF NSF 

90.00 107.14 
180.00 214.29 
27.54 32.79 
88.43 81.47 
10.38 12.35 

371.35 441.04 

0.00 0.00 
180.00 214.29 
31.21 37.16 
48.58 57.83 
10.58 12.57 

270.:15 32t.a5 

0.00 0.00 
180.00 214.29 

0.00 0.00 
45.00 53.57 

9.00 10.71 
234.00 271.57 

355.M 423.40 

$/SF Wnll TaloiS.Ieo 

525.00 281,375 4,333,197 

525.00 388,025 22,870,458 
525.00 585,375 38,059.288 
525.00 708,750 10,914,807 
525.00 410,372 73,tn,7so 

$/SF ~nft TaloiS.Ieo 

321.10 188,575 579,718 
320.14 192,088 1,321.138 
215.80 215.596 1,482,840 
183.93 239,107 0 
214.14 1N,7M 3,383,887 

n,31t,447 

40,000 6,180,029 

83 521471 



lncluslonary Zoning Analysis 
Summary· Bonus Density Case· 2:1 Ratio 

PROJECT ASSUMPTlOtiS 

a-
c.. 

PfOI*IY sae 30.500 
FAA 5.0 
GnM<s Squate F004AIQe 152.500 
Sell«))e Sqoere FoolaQe 128,100 
Average Unit Site 1115 

N<mbo' ol UnHs 140 

N<mbo' ol Pltldng Spaces 1.0 
P!!!!:JI Gwoae ~~ Foo4aae 58,000 

ou-Aaoump!lono 

IJial 
Per FAA SF Cost olland · Base a.--.u 
Per FAA SF Cos1 olland-On Bonus 1.1~ Units 
Pet FAA SF Cos1 olland · On Bonus~ Units 

~ 
Hard Cost per GSF • M811tet 
Hard Cost per GSF. Albdable 
Hard Cost Conlfogenc:y 
Soft Cost Pen:entage • 1.1811tet 
Soft Cost Perc:en4age - Albdable 
a.--.u Elftdency Fldot 

flilliJDil 
Square Footage per P8fltlrU Spac:e 
Hard Colt per Garage Squwe Foot- Base 
Hard Colt per Garage Squwe Foot- Bonus 

fi'lfDDI 
R~Q~Ared ~"for Prqect 
RIQIAredE~ 
loan IG Cos1 % 
OebiS 

lliDI 
l.lonth Son Cosll Stilt 
- olland Acquisition 
- Conowucton Sllrll 
N<mbo' oll.lonlhl hom Construction IG Flnt Silo 
N<mbo' ol Sel1lernent l.lonlhl 

BONUS O£HsnY ASSUM.PTlOtiS 

AFI'OfiOAIIU! SAU!S PRICES · - of AMI 

87.0% 
20,435 

33.0% 
10,066 

1118,575 
192,088 
215A418 
239,107 

-a.--a 
30.500 

5.0 
152.500 
128.100 

Q15 

140 

140 
58,000 

90.00 
0.00 
0.00 

180.00 
180.00 

5% 
23% 
25% 
84% 

400 
75.00 
85.00 

1 
1 

12 
22 
5 

5% 

--o.n.~ - -- - TOIII 
NA NA NA 
NA NA NA 

20,435 10,066 183,000 
17,165 8,455 163,720 

915 745 00. 

19 11 170 

19 0 159 
7,800 0 83,800 

BUDGET 

land- lolarl<ot / Base 
-~HardCost · lol811tet/Base 
Partdl1g Hard Coot • Mart<et/ Base 
Soft Cosll - l.lart<ot /Bile 
Hard Cost Conii!!Q!!!!:X • Martcei/Bele 
P~C'*• · B-

land - lolartoet/llonul 
Above Goode Hard Colt - lolartcel/-
Pltldng Hard Cost - l.lll1<el/-
So11Cosli· M811tot/-
Hard Cool ConlirGencY - Martcet/ Bonus 
PrGied C'*' • -/Bonuo 

land-Alb-

- Goode Hord Colt · Alfordable 
P8fltlrU Hard Cost • Albdlllle 
Soft Costs - Allotdlllle 
Hard Cost ConlirGencY- Albdable 
P~ Coeto -Aif-
Totot P~ COlli 

SAU!S 

Porcent ~-SID 
Marl<el Rille Ut*S 
sum 10% 53& 
1.-oom - 701 
2.-oom - 1,115 
3.-oom 10% 1,350 

Toc.I-RMe Unltl 

,_ 
etS 

""'*" ~SID 
AlfordableUnlls 
sum ~ 525 
1-lle<nlom - 800 
2-lle<nlom - 1,000 
$-lle<nlom 0% 1300 

Toc.l Alf-blo Unl11 

,_ 
745 

UnK TOIIII 

Pll1tlru 

TOIII-

PROFORMA 

2,000 perll'lit 

Toc.l 
c .... 

1$,725,000 
27,450,000 

4.200.022 
10,4$8,255 

~~~1 
57,:~~a,ne 

0 
$,878,300 

841,000 

-.589 
218,215 

5~,104 

0 
1.811,700 

0 
452,925 

90~ 
2,wa1o 

15af4,on 

Unl11 

18 
84 
84 
18 

1st 

Unl11 

2 
5 
5 
0 

11 
170 

15Q 

-76,284,$35 
2,233,2;10 
8,380,029 

14 157104 

(3.8 13,217) 
($40,219) 

107041M 

(85,284,092) 

ts,A2!!,on 

aal 

c•per c•per C.... per 
Unit GSF NSF 

88,0$5 90.00 107.U 
188,070 180.00 214.29 
30,000 27.54 $2,79 
74.544 68.4$ 81.47 
11,304 10.35 12.35 

401,153 371.35 441.04 

0 o.oo 000 
198.070 180.00 214.29 
$4,435 31.81 37.83 
5$.016 48.67 57.94 
11~25 10.58 12.80 

2t5,047 270 ... 322.41 

0 0.00 0.00 
159,84$ 180.00 214.29 

0 0.00 0.00 
3!1,1111 45.00 6357 

7,982 9.00 1071 
207,53e 2$4.00 271.57 

3131m 3541.74 424-.M 

Unit SF SISF ~nit TOIII Solos 

8,509 525.00 281,375 4,487,133 
44,517 52500 361.025 23,371,181 
70,807 525.00 585,375 37,173,343 
21,433 525.00 708,750 11~,174 

14$,35 525.00 -.372 71,214,335 

Unit SF SISF ~nit Toc.ISolos 

1,192 321 .10 188.575 38:2.814 
2,724 32o.14 192,088 871.951 
4,539 215.80 215.595 978,674 

0 183.tJJ 239 107 0 
1,455 214.14 1M1711 2a»a40 

153,720 71,417,575 

.0,000 &.$80,029 

14157104 



4-
3~ 

1 115111 

-~- 88.300 

.. - ... -...g :ze,no 

TOIIIMo!'<l'ly..,_,,.lo~ 2,233 
~T- ::l lui' Conclo F• 

MuMorte-gePII)'m.,. 1,13$ 

Oeb<COnol ... 7.7~ 
l.oon..,_,.. 282,080 
DownP...,_ 14104 
AOU S6IM Price 2t7,113 --SF 25362 

Monthtv Tu C.kl.Aatlon 
loOOSoloo- 207,113 

-~ .... (31,000) 
t.-a.v-.,. 2$11,113 
Mote!!lT._ 208 

p., v.au. Condo,... 
AYO SF 1,115 _eo.do,..,.. 818.11$ 
MlrW Conclo F• 3112 

~Pnc:e-•'Aol ........ -A4or'dllbleCordoF- 118 

No d ~"' HouMhold 4 3 
~T~ 3~ 2~ 

~ ol Houllehold AMI 11X1'5. «1% 
AMIInelol'ne 5.300 80,370 

1~ -71.440 

1~oiAMI OO%dNA 
3Pw..., 2- 1- 4- 3- 2-
2~ 1~ - 3~ 2~ 1~ 

1 118111 etiOII !0011 1,175111 1,118111 06011 

80.310 71,440 112.510 7t,440 84.2$5 57. 152 
2-&,111 21,432 11.753 21,432 18,.2811 11,140 

2,000 1,780 1,603 1,786 1,007 1,42'8 
(184) ( 181) (137) (181) (142) (123) 
(170) {152) (133 (152) {137) {122) 

l,t$4 1 .. 73 1.2t2 1,473 1,321 1,1 ... 

77~ 778% 7.7~ 7,78% 7.7~ 77~ 

265.070 227,162 1i8.233 227,162 204,817 182,482 
13425 111166 1041111 111166 10780 0804 

*·"'" 231,107 20t,71t 239,107 215,5H 112,011 
23'1UU 3G7,8G 4fQ44 20:l50 1t>2.e·1 204.&2 

2N,4SI6 230.107 2('18,710 238.107 215.&ee 182:,01!10 
(31,000) (31.000) (31.000) (31.000) (31.000) (38,000) 
2)(1,4S16 201,107 171,718 201, 107 1n.6Ge 154,01111 

184 181 137 151 142 123 

"''' 060 !00 1. 175 1,110 etiO 
511,41$ 341.250 282.!00 ous .. a7S 587,475 341.250 

373 217 187 392 373 217 

"'" ~ - 3ft "" -110 152 133 152 137 122 

1 -~ 
82.610 

1--600ol 

110,001 
15,002 

1,260 
(104) 
{107 

1,031 

71~ 

160,147 
8420 

161,.575 
331, 1.5 

181.6751 1 (31,000) 
13M75 

104 

l 
:zez:: I 

187 

&4% 
107 

4-
3~ 

1 115111 

112.510 
11.753 

1,683 
(137) 

{133) 
1.2t2 

77~ 

100.233 
1041111 

20t,71t ,,., 

200,710 
(31.000) 
171.710 

137 

1, 175 
818.175 

3112 
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Executive Summary 

Cahfomta and many urban areas nationwtde face a housmg affordabthty crists New housmg productJ.on 
has chromcally faded to meet housmg needs, causmg housmg pnces to escalate Faced wtth demands 

to "do somethmg" about the housmg affordabtbty cnsts, many local governments have tllmed to 
''mclustonary zomng" ordmances m whtch they mandate that developers sell a certam percentage of the 
homes they build at below-market pnces to make them affordable for people wtth lower mcomes 

The number of crttes wtth affordable housmg mandates has grown raptdly, to about 1 0 percent of ctties over 
100,000 population as of the mtd-90s, and many advocacy groups predict the trend wtll accelerate m the next 
five years Cahforma was an early leader m the adoptJ.on of mclUStonary zonmg, and Its use there has grown 
rapidly Between 1990 and 2003, the number ofCahforma commumties wtth Inclus10nary zonmg more than 
tripled-from 29 to 107 commumties-meanmg about 20 percent of Califomta commumties now have 
mclusionary zonmg 

Inclustonary zorung attempts to deal wtth high housmg costs by tmposmg pnce controls on a percentage of 
new homes Dunng the past 20 years, a number of pubhcations have debated the merits of mclustonary 
zonmg programs Nevertheless, as a recent report observed, ''These debates, though fierce, remam largely 
theoretical due to the lack of empmcal research " 

This study attempts to fill the research votd In thts paper we use data from commumties m the San 
Francisco Bay Area regton to evaluate the effects of mclustonary zonmg and examme whether It ts an 
effective pubhc pohcy response to high housmg pnces We chose the Day Area because mclustonary zonmg 
ts particularly prevalent there, today more than 50 Junsdtctlons m the regton have mclustonary zorung 
These communtties have vanous sizes and densttJ.es wtth different mcome levels and demographics, so they 
provtde a good sample to tell us how mclusmnary zonmg IS probably worlong natJ.onwtde 



These are our findings 

lnclusJOnary Zonmg Produces Few Untts 

Smce Its mception, mclustonary zonmg has resulted m few affordable uruts. The 50 Bay Area cttles wtth 
mclustonary zonmg have produced fewer than 7,000 affordable uruts The average smce 1973 1S only 228 
uruts per year After passmg an ordmance, the average ctty produces fewer than 15 affordable uruts per year 

Inclus1onary zomng cannot meet the area's affordable housmg needs At current rates, mclustonary zonmg 
wtll only produce 4 percent of the Association of Bay Area Governments' estimated affordable housmg 
need Thts means mclustonary zonmg wtll reqwre 100 years to meet the current five-year housmg need. 

lnc/uslonary Zonmg Has H1gh Costs 

InclUSionary zomng tmposes large burdens on the housmg market For example, tf a home could be sold for 
$500,000 dollars but must be sold for $200,000, the revenue from the sale ts $300,000 less. In half the Bay 
Area JUriSdictions thts cost associated wtth selbng each mclus10nary urut exceeds $346,000 In one fourth of 
the Junsdtctlons the cost 1S greater than $500,000 per urut, and the cost of mclustonary zomng m the average 
JUrisdiction ts $45 million, brmgmg the total cost for all mclustonary umts m the Bay Area to date to $2.2 
btllton 

lncluslonary Zonmg Makes Market-pnced Homes More ExpensiVe 

Who bears the costs ofmclustonary zonmg? The effective tax ofmclus10nary zonmg wtll be borne by some 
combmation of market-rate homebuyers, landowners, and bwlders How much of the burden ts borne by 
market-rate buyers versus landowners and bw1ders ts determmed by each group's relative responsiveness to 

pnce changes 

We esttmate that mcluSionary zonmg causes the pnce of new homes m the medtan1 City to mcrease by 
$22,000 to $44,000 In high market-rate ctties such as Cupertino, Los Altos, Palo Alto, Portola Valley, and 

Ttburon we estimate that mclustonary zonmg adds more than $100,000 to the pnce of each new home 

lncluslonary Zonmg Restncts the Supply of New Homes 

Inclustonary zonmg dnves away bwlders, makes landowners supply less land for reSidential use, and leads to 
less housmg for homebuyers-the very problem 1t was Instituted to address. 

In the 45 ctties where data 1s available, we find that new housmg production drastically decreases the year 
after cttles adopt mclustonary zonmg The average c1ty produced 214 umts the year before mclustonary 
zomng but only 147 umts the year after Thus, new construction decreases by 31 percent the year followtng 
the adoption of mclus1onary zomng 

In the 33 ctties wtth data for seven years pnor and seven years followmg mclUSionary zonmg, 10,662 fewer 
homes were produced durmg the seven years after the adoption of inclustonary zonmg. By arttfictally 
lowermg the value of homes m those 33 ctties, $6 5 btlbon worth ofhousmg 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. 

lnc/usionary 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 m 
annual tax revenue can become substantial The total present value oflost government revenue due to Bay 
Area inclusionary zoning ordinances is upwards of$553 million. 

Price Controls Do Not Address the Cause of the Afford ability 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 amQunt 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 proces~ 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 

IncluStonary zonmg has failed to produce a sigmficant number of affordable homes due to the incentives 
created by the price controls. Even the few inclusionary zoning units produced have cost bmlders, 
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. 

Inclustonary ordinances will continue to make housing less affordable by restricting the supply of new 
homes. If more affordable housing ts 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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H OUSING SUPPLY AND AFFORDABIUTY I 1 

Pa rt 

Introduction 

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.2 California was an early leader in the adoption ofinclusionary 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.3 

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.4 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 Jose and Oakland respectively rank I, 2, and 4 as the least affordable areas in the nation 

(Table 1). 

Table 1: l east Affordable Metropolitan Areas in the N,1tion 

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 Jose, 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 11 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 wtth demands to "do somethmg" about the regton's housing affordabtlrty crisis, many local 
governments m the Bay Area have turned to mclustonary zoning ordinances In response to the cnstS, the 
number of Bay Area JuriSdictions wtth mclus10nary zonmg has prohferated from JUSt a handfulm the early 
1970s to more than 50 m 2004 

lnclustonary zomng ts a name for artifiCially lowermg the pnce, and therefore the value, on a percentage of 
new homes Bwlders and subsequent owt1ers are forced to sell the homes so that they are "affordable" to 
spectfic mcome levels 

The pnce controls are set usmg different formulas so that the "mclustonary" umts wtll be affordable to either 
''Very Low," "Low," or "Moderate" mcome households, or some combmat10n thereof "Very Low" mcome 
IS most often classified as up to 50 percent of county median mcome, "Low" as 50-80 percent of median, and 
"moderate" as 80-120 percent of median. The percent ofumts targeted as mclus10nary umts vanes by 
Jurisdiction, rangmg from 5 to 25 percent of the new homes constructed m a proJect Typically, the 
mclus10nary umts must be constructed wtthm the proJect and be of the same size and quabty as the market­
rate umts Some JuriSdtctJOns exempt small developments whtle others reqmre bwlders to pay an m-heu fee 
for developments of 10 homes or fewer to get out from under the pnce controls Still others allow m-heu 
fees for proJects of all stzes Ostenstbly, some Jurisdictions also offer mcennves for comphance These can 
take the form of "denstty bonuses" (gtvmg budders the option to mcrease the density of therr developments 
m return for makmg more of the umts affordable), fast-track permitting (speedmg up the process oftssumg 
penntts for new development), fee wmvers, or exemptions from growth controls In a few voluntary 
mclustonary programs, mcentives are offered m exchange for a bwlder committing to sell at the pnce­
controlled rates But most mclustonary zonmg programs are mandatory, reqwrmg all budders to participate 

The probferation of mclustonary zonmg ratses tmportant pubhc pobcy questions 

• Is tt effective-does mclustonary zomng lead to a substantial mcrease m affordable housing production? 

• Is tt effictent--how do mclustonary zomng's costs compare to tts benefits? 

• Is tt eqwtable-does mclustonary zonmg fatrly apportion the cost of provtdmg affordable housmg? 

These questions have not been adequately addressed Dunng the past 20 years a number of pubhcations have 
debated the ments of mclustonary zonmg programs Nevertheless, as the 2003 report Inc/us zonary Housmg 

m Calzfornza. 30 Years of lnnovahon observed, ''These debates, though fierce, remam largely theoretical due 
to the lack of empmcal research "5 Wtthout knowmg the econointc and other real-world consequences of 
mclus10nary zomng, pohcymakers have dtfficulty assessmg the ments or faults of mclustonary zorung 

This study attempts to fill the research votd In this paper we use data from communrttes in the San 
Francrsco Bay Area regton to evaluate the effects of mclustonary zonmg and examine whether It 1S an 
effective pubhc pohcy response to htgh housmg pnces We chose the Bay Area because mclustonary zonmg 
ts particularly prevalent there, today more than 50 Jurisdictions m the regton have mclus10nary zonmg We 
mclude m our analysiS the 182 ctties, towtlS, and Census-defined places6 m the nme Bay Area counties 
Alameda, Contra Costa, Marm, Napa, San Francrsco, San Mateo, Santa Clara, Solano, and Sonoma These 
commumties are vanous stzes and densttles wtth different mcome levels and demographtcs, so they provtde 
a good sample to tell us how mclustonary zorung ts probably working natlonwtde 
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P a r t 2 

The Housing Market and lnclusionary 
Zoning in the Bay Area 

A number of studies document high housing prices and the affordability crisis in the Bay Area.7 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.8 The California Department of Finance recommends " 1.5 jobs per new housing unit is a healthy 

jobs/housing balance,"9 which means more than 365,000 new homes should have been built. Yet the region 

added only 200,028 new homes-55 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 fami ly earning median income is only 23.9 percent for Oakland 

Metro, only 20.1 percent for San Jose Metro, and an astonishingly low 9.2 percent for San Francisco 

Metro.1° Families earning Jess 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 I 0 years. Remaining cities now face loud calls from 

planners and advocacy groups to adopt inclusionary zoning as well. As of2004, more than 50 Bay Area 

cities have some form of inclusionary zoning. 11 
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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 Citie!> With lndusionary 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 * * 
Berkeley 1986 20% Vl, l, M 75 4.4 
Brentwood 2003 10% Vl, l * * 
Calistoga 1990 20% l,M 78 6.0 
Clayton 1995 10% Vl, l 84 10.5 
Corte Madera 1989 10% M 43 3.1 
Cotati 1985 15% M * * 
Cupertino 1983 15% Vl, l, M 160 8.0 
Danville 1999 10-15% M 70 17.5 
Dublin 1996 12.5% Vl, l, M 59 8.4 
East Palo Alto 1994 20% Vl, l, M 115 12.8 

Emeryville 1990 20% M 463 35.6 

Fairfax 1986 10-15% l,M * * 
Fremont 2002 15% Vl, l, M * * 
Half Moon Bay 1996 20% Vl, l, M 12 1.7 

Healdsburg 1993 15% l,M * 0.0 

Hercules 1997 10% M * 0.0 

larkspur 1990 10-15% l,M 85 6.5 

livermore 1978 10% l 217 8.7 

los Altos 1990 10-20% Vl, l 50 3.8 

los Gatos 1976 10% M * * 

Menlo Park 1986 10-15% l,M 28 1.6 
Mill Valley 1988 10-15% Vl, l, M 319 21.3 

Morgan Hill 1977 10% l,M 302 11.6 

Mountain View 1999 10% l,M * * 
Napa 1999 10% Vl, l, M 56 14.0 

Novato 1999 10-15% l 40 10.0 

Palo Alto 1973 15-20% LM 274 9.1 

Petaluma 1984 15% l,M 1442 75.9 

Pleasant Hill 1991 5-25% Vl, l 5 0.4 

Pleasanton 1978 15-20% Vl, l, M 300 12.0 

Portola Valley 1991 15% l,M * * 
Richmond 2001 10-17% Vl,LM * * 
Rio Vista 2002 10% l * * 
Rohnert Park 2002 15% Vl, l, M * * 
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Table 2 Bay Are.1 Cities With lnclusionary 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 

San Anselmo 1995 10% L,M * * 
San Carlos 1991 10% L,M 40 3.3 
San Francisco 1992 10-17% L, M 302 27.5 
San Leandro 1980 10% L 312 13.6 
San Mateo 1992 10% L,M 102 9.3 
San Rafael 1988 10% VL, L, M 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% VL, M 11 1.4 
S. San Francisco 2001 20% L, M * * 
Sunnyvale 1980 10% L, M 749 32.6 
Tiburon 1988 10% L,M 19 1.3 
Union City 2001 15% VL, L, M * * 
Yountville 1992 15% VL, L,M 19 1.7 

Sources: California Coalition for Rural Housing and Non-Profit Housing Association of Northern California, lnclusionary 
Housing in California, (Sacramento, CA: California Coalition for Rural Housing), 2003;.and Calavita and Grimes, "lnclusionary 
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 bas 

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. 12 

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 lnclusionary Zoning 

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

o Five year housing needs according to the Association of Bay Area Governments "Regional Housing Needs 
Determination". 
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Figure 3: Fraction O f Affordable Housing Needs That We Can Expect 
to be Met Through lnclusionary Zoning. 

4% 

96% 
D "Affordable" units produced through inclusionary zoning. (Calculated for 5.5 years by multiplying average units 

per year produced under inclusionary zoning times 5.5) 

• 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 effe.ct on affordabihty. Our findings suggest that inclusionary zoning actually leads to 

less housing and higher prices. 
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Part 3 

Economics of lnclusion_ary Zoning 

Before exannmng the evtdence on mclusionary zomng, recogruzmg some baste economtc prmciples wtll 
be useful Pnces can be determmed m two ways by relymg on supply and demand (the market) or by 

usmg government pnce controls Inclustonary zonmg opts for usmg pnce controls on a certatn percentage of 
umts. Economists wtdely agree that when government sets pnces below the market pnce, more housmg wtll 
be demanded and less housing wtll be supphed 

When the pnce lowers, buyers wtll want more of an Item, so as the pnce ofhousmg drops, residents will 
demand more housmg. The Important question tS whether more homes are supplied. If mclusionary zonmg 
produces affordable homes that would not have been created, whtle not discouraging the creabon of market­
rate homes, then It would succeed m makmg housmg more affordable If, however, mclus10nary zomng 
actually decreases the overall supply of houses and/or adds to the cost ofhousmg, mclus10nary zomng wtll 
raise pnces on market-rate houses and pnce mtddle-mcome buyers out of the market. 

The law of supply tells us that at lower pnces fewer goods will be supphed Budders dectde to develop 
property based on expected profits and costs Smce mclus10nary zomng restncts how much bwlders can 
charge for a porbon ofthetr development, expected profits go doWll whtle expected costs stay the same. We 
should expect bwlders to mvest less m housmg wtth mclus10nary zomng than If government allowed prices 
to adJust to market conditions 13 In thts way, restncttng how much bwlders can charge wtlllead to less 
housmg, not more 

Analyzmg the mteracbon between consumers and sellers shows how setttng the pnce ofhousmg below 
market creates a shortage where demand for housmg exceeds supply {Figure 4) 

When housmg demanded exceeds the supply, the available umts must be rationed In thtS case a lucky few 
get the umts whtle everyone else ts left out Studies show that restncttng housmg pnces to below-market 
rates creates a situation m whtch only a few people can find umts at the low pnce, whtch of course burdens 
the maJonty of the consumers 14 An example of this shortage ts the affordable housing complex Rich Sorro 
Commons near San Francisco's SBC Park It had 2,700 applicants for only 100 umts. A fanuly had to be 
forbmate enough to be hvmg m the city, apply, and then wtn a lottery to get one of the 100 umts 15 The other 
2,600 famthes, as well as low-mcome fanuhes who were unable to apply, dtd not benefit from programs that 
gave benefits to a select few Thus, pnce-controlled umts created by mclus10nary zomng 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 tntttal shortage descnbed above ts only the beginmng of the economtc consequences of mclustonary 
zomng Proponents of mclustonary zomng often point out that tts populanty With local government comes 
from the fact that the local government does not have to pay to create the umts But If a portion of homes are 
sold for below-market pnces, the substdy to those buyers must come from somewhere When government 
sets pnce controls Within a free market, that free market must absorb the costs of the pnce control In this 
case, a market where they cannot get farr value for the costs ofbutldmg a house repels bwlders Smce some 
umts are butlt to sell for below-market rates m order for the bwlder to secure permtsston to bwld the market­
rate umts, the bwlder takes a loss In order to remam solvent, he must accordmgly pass this loss on to the 
landowner that he bought the land from, resultmg m devaluation ofland, and to the market-rate homebuyer 
to whom he sells In this way, mclusionary ~mn~ acts on the Robm Hood pnnc1ple, robbmg m this case the 
mtddle class to support the poor, m much the same way a tax does And hke goods that are heavtly taxed, 

such as ctgarettes and gasolme, the market cost ts dnven up m response to the tncreased cost of productton 
In housmg, this leads to less bwldmg, as bwlders take therr busmess to more development-friendly 
Junsdtctlons, and m t1rrn less homes are avrulable to purchase, resultmg m higher pnces of the few homes on 
the market 

The laws of economtcs clearly predtct the consequences of mclustonary zonmg Restnctmg pnces below 
market mcreases 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 subs1dtzed umts 
Unfortunately, this tax on new housmg makes housmg less affordable for everyone but the lucky few 
Inclustonary zomng only exacerbates the affordabihty problem by mcreasmg market pnces and further 
dlscouragmg supply 
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Part 4 

Costs Associated with Below-Market 
Units 

Supporters often promote mclus10nary zorung as a costless way ofprovuhng affordable housmg Many 
lughhght the number ofuruts produced under mclus10nary zorung and then clru.m the program to be a 

success But the costs of these uruts and programs are often IDlssed For example, the town of Tiburon has 
had mclustonary zorung smce 1988, and the program has led to 19 affordable uruts The lntttal reaction 
IDlght be to consider the program worthwlule stmply because 19 uruts were bwlt But accurately JUdgtng the 
efficacy of a program reqwres lookmg at 1ts costs What were the costs of producmg each of those uruts? 

We all agree that the goalts to help low-mcome households, but we g1ust recogntze that some ways are 
better than others If two methods cost the same amount but one helps more, we should choose the one that 
ytelds greater benefits Or, tf two methods yteld the same benefits but one costs less, we should support the 
one wtth lower costs Even though many ctttes have adopted mclustonary zorung, to date no one has 
comprehensively estunated the program costs Wtthout lookmg at the costs of mclustonary zomng, we 
cannot deter1Dlne tfbetter ways to provtde affordable housmg extst 

By defimbon, whenever sellers must sell a urut at a government-set pnce, they cannot sell that urut at the 
market pnce For example, for a home to be "affordable" to a low-mcome household m Ttburon, the home 
must be sold for less than $300,000 If a new home could be sold for $1 4 IDllhon but must be sold for 
$300,000, the revenue from the sale 18 $1 1 mtllion less In lugh-pnced Junsdletlons these losses can be qutte 
lugh When someone forgoes one opportumty to take another, econ01Dlsts refer to tlus as the "opportunity 
cost." The opportumty cost of sellmg a umt for $300,000 ts not selbng the untt for $1 4 mtlhon, 1 e , $1 1 

mdhon Keep m mmd that tlus does not measure production costs Rather, tt represents the lost revenue per 
sale of pnce-controlled umts 

Ftrst, let us cons1der the cost assoctated wtth each mclustonary unrt by ctty We calculate the cost for each 
urut by subtracting the regulated pnce from the market pnce 16 Most mclustonary zonmg ordinances mandate 
that homes be affordable to some combmatlon of very low mcome, low mcome and moderate mcome 
households Very low 1ru:ome 1s typically defined by up to 50 percent of median, low mcome 1s defined by 
up to 80 percent ofmedtan, and moderate mcome 1s defined by up to 120 percent of median 17 The Cahforma 
Deparnnent of Housmg and Commuruty Development prov1des mcome levels for four-person households 
{Ftgure 5) 18 
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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 of7 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. 

T.1ble 3 Sample Price Controls for Homes to bt.• "Affordable" to Different Income Groups* 

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 

• "Very Low" price control [J Cost associated with selling "Very Low" unit 
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Figure 7 " Low" Price Controls Compared to Average Market Price by County 

• "Low" price control D Cost associated with selling "Low'' unit 
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Figure 8 "Moderate" Price Controls Compared to Average M arket Price by County 

$800,000 

$700,000 

$600,000 

$500,000 

$400,000 

$300,000 

$200,000 

$100,000 

$0 

"' ""C 
C1) 

E 
"' <( 

• "Moderate" price control []Cost associated with selling "Moderate" unit 

"' c 
v; ·;:: 
0 "' u ~ 
~ 
E 
0 
u 

"' CL 

"' z 
0 
(.J 

"' ·u 
c 
~ 

u.. 
c 
"' (I) 

0 

~ 
"' ~ 
c 
"' (I) 

0 
c 
"' 0 
(I) 

"' E 
0 
c 
0 

(I) 

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. 19 

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."20 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."21 Because resale restrictions lower home values to consumers, they make builders sell at 
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levels lower than the pnce controls when the restncted pnce 1s close to the market pnce Our estimates do 
not mclude these costs 

A. Estimating the Effects of Price Controls by City 

By companng the market pnce to the average level of the pnce controls m each city, we can estimate the 
average cost of each pnce-controlled urut and the total costs for each city Each ordmance targets different 
mcome levels, so each city's pnce controls Will vary For example, 1f a City m Alameda County reqwred that 
15 percent of new untts be "affordable" and Its only target Income group was "very low," we assumed that 
15 percent ofuntts needed to be sold for $130,429 each Or, tfa City m Alameda County requrred that 15 
percent of new uruts be "affordable" and Its only target income group was "low,'' we assumed that 15 
percent ofumts needed to be sold for $208,752 each 

For cities With more than one target mcome group, for the sake of simplicity we took the average level of the 
pnce controls For example, tf a city m Alameda County requrred that 15 percent of new units be 
"affordable" and the target mcome groups were "very low," "low," and ''moderate," we asswned that 5 
percent of the untts needed to be sold for $130,429 each, 5 percent for $208,752 each, and 5 percent for 
$299,287 each Takmg the average of those figures, we amve at our estimate that 15 percent ofumts need to 
be sold for $212,823 each Because many towns targetmg multiple mcome groups do not target each income 
group equally, our estimates Will not be 100 percent accurate If a city targeting multiple mcome groups 
requrres more "very low" umts, our estimates of the costs of zonmg Will be on the low side On the other 
hand, tf a city reqwres more "moderate" uruts, our estimates will be on the high stde In addition, when a 
JunsdJction requrred 10 to 15 percent ofumts to be affordable, we always chose the lower bound and ignored 
the upper bound m order not to overestimate the costs of mclusionary zorung 22 

Once we amved at the average pnce control for each ctty, we then subtracted it from the market pnce for 
each ctty 23 For example, we estimate that a new home m Tiburon could be sold for $1,426,997 Tiburon 
reqwres that 5 percent of homes be pnced 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 $1,100,842less than market pnce In other words, the cost ofprovtdmg a smgle 
mclus10nary umt m Ttburon Is $1 1 mtlhon 

In actuality, the cost for each pnce-controlled sale 1s much larger Compared to our conservative 
assumptions (that dlmtrush the costs of mclustonary zoning) Tiburon sets pnce controls for "affordabd1ty" 
much more stnctly Its ordinance assumes an mterest rate of 9 5 percent, assumes 25 percent of mcome can 
be devoted to mortgage, and defines moderate as 80 percent of medtan rather than the standard 120 percent 
Accordmg to Tiburon's ordinance, a "moderate" pnce-controlled home can be sold for no more than 
$109,800 That means the actual cost for each ''moderate"pnce-controlled home m Tiburon ts $1,317,197, 
not $1,100,842 per home as we estimate Nevertheless, we want to err on the low stde for our estimates of 
the costs of mclustonary zonmg, so we present the data accordmg to our conservative assumptions 24 Even 
so, the costs Imposed per mclustonary untt are considerable 

Ftgure 9 shows the average cost assoctated With selbng a pnce-controlled umt based on the standards m 
those cttles and the market pnces In ctties With more restnctive pnce controls and higher land values, the 
cost 1S higher In the median ctty the cost ofprovtdlng each mclus10nary umt ts $346,212 In one fourth of 
the JunsdJctlons the cost exceeds $500,000 per urut 
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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 I 0). 25 This gives a measure of the aggregate cost of inclusionary units by city for those that 

report creating affordable homes under inclusionary zoning. 

Figure 10: Average Cost Associated With Selling Each Price-Controlled Unit 
Times the Number of Units 
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lncludmg cities m the Bay Area that just adopted their programs, the median city's cost of below-market 
umts was more than $18 mdhon The average cost per city IS $45,273,630, and m seven cities the cumulative 
cost ofproducmg the mclustonary umts exceeds $100 mtlhon Considermg that most of these c1t1es have a 
population of well under 100,000, these numbers are qwte substantial According to our estimates, the costs 
associated wtth producmg mclusionary umts m the entire Bay Area have been $2 2 btlbon 

B. Who Bears the Burden of lndusionary Zoning? 

The costs of mclusionary zorung are largely hldden None of the costs Imposed on the housmg market shows 
up on any city's annual budget, but they still exist Who ends up paytng for that $2 btlhon for below-market 
rate homes? One can debate exactly who bears the costs, but they are necessanly borne by someone Because 
they are Imposed on the new housmg market-and not paid for by government-the costs wtll be borne by 
some combmatlon 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 inclustonary zonmg wtll not be borne by bUilders but by 
new homebuyers and landowners 26 Construction 1S a competitive mdustry wtth relatiVely free entry Local 
market conditions wtll determine exactly how the burden IS spht Ifbuyers are more sen,sttlve than sellers to 
changes m pnce, then landowners wtll bear most of the tax. TbJs happens when more buyers have many 

I 
opt1ons, such as hvmg m s1mtlar or nearby areas If sellers are more sensttJve than buyers to changes m pnce, 
then new homebuyers wtll bear most of the tax This happens when landowners have more options, such as 
bemg able to devote the1r land to commercull, mdustnal, or other endeavors 

If profits are abnormally rugh, other bwlders will enter the market and undercut pnces, thus bnngmg profits 
down Conversely, 1fprofits are abnormally low It wtll dnve would-be-budders to mvest mother endeavors 
When a tax m the form of mclus10nary zonmg 1s placed on bwlders, 1t decreases the number of profitable 
projects that they want to undertake m that Junsdlctron Bwlders wtll vote wtth therr feet and undertake 
fewer proJects m junsdtctlons With pnce controls and more m neighbonng JunsdtctJons wtthout pnce 
controls. The quantity ofhousmg produced will decrease where there are pnce controls, but mcrease m 
other places where there are not pnce controls, pushmg some homebuyers away from their first chotce of 
locations, and for developers profit rates at the margm Will remam the same 

Pnce controls may not stop all development, but new construction wtll decrease In order for development in 
a pnce-controlled city to be profitable enough to attract bwlders, one of two thmgs has to happen Etther 
market-rate home pnces must mcrease, or land prices must decrease to compensate the bwlder for hls losses 
due to pnce controls Even wtth pnce controls on a portion of development, bwlders can still earn the normal 
rate of return tf other home pnces mcrease or land pnces decrease The hkely result wtll be some 
combmatlon of the two 

Both effects lead to a decrease m the quantity of new housmg as market-rate buyers wtll be able to afford 
less housmg and/or landowners wtll supply less land for restdenttal development due to low market pnces 
Ratsmg home pnces for other new homebuyers creates a paradox because the alleged goal of mclUSlonary 
zorung 1s to make hoUSing more affordable, not less Decreasmg land pnces also decreases the quantity of 
new housmg because tt discourages landowners from provtdtng their land for restdentlal proJects Instead, 
more land wtll be put to uses m whtch the final product ts not subject to pnce controls Thus, the restnct1on 
on the supply of land restncts the supply of new homes 
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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. 

lnclusionary 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-c<>ntrolled 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(O. l0)]/(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 II 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 M arket-Rate Units Caused by lnclusionary Zoning 
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In the seven cities With the most restrictive programs, mclusionary zonmg Imposes an equivalent tax of more 
than $100,000 per home In Portola Valley the eqwvalent tax If a developer bwlt and sold an affordable 
home IS well over $200,000 per newly constructed home Cities With higher land values and more restrictive 
pnce controls tmpose the highest effective tax on new homes 

After havmg calculated the amount of the tax, we can approxtmate who bears the brunt of the tax The 
Califonna Department ofHousmg and Commumty Development (HCD) takes the poSition that mclusionary 
zomng translates mto higher pnces for new homebuyers HCD has conSistently held thts position through 
both Repubhcan and Democratic Admimstrattons 

Under most mc/uszonary programs, which typlCOily mc/ude an m lzeufee [whereby the buzlder pays a 
fee to opt out of the mcluszonary zone requirements] option, the cost of subsidrzmg low-mcome houszng 
units lS underwntten by the purcharers of market-rate units in the fonn of higher housmg pnces ThiS 
practice of cost shiftmg lS particularly detrimental to a home buyer who margmally qualifies for a 
mortgage yet earns too much to receive governmental assistance 21 

We have consistently asked local JUnsdzctlons to analyze an mcluszonary program as a potenhal 
governmental constramt The reasomngfor thiS lS that most programs of thiS sort Impose a fee or 
dedication requtrement upon developers which lS passed on to consumers of new market rate housmg, 
ralSmg the pnce of the market rate housmg. 28 

Others beheve the brunt of the tax Will be borne by some combmation ofbwlders and landowners 29 Figure 
12 estimates pnce mcreases on new homes under the three scenanos If the lower bound Is accurate (when 
buyers only pay 50 percent of the tax), the pnce of new homes Is mcreased by $20,000 or more tn 29 Bay 
Area Cities If the upper bound IS accurate (when buyers pay all of the tax), the pnce of new homes IS 
mcreased by $20,000 or more m 45 of the 51 Bay Area cines With mclUSionary zomng San Mateo IS the 
median city, mclus10nary zomng mcreases new home pnces there by $22,064 m scenano one, $37,067 m 
scenano two, or $44,128 m scenano three Portola Valley Imposes the largest burden. mclusionary zonmg 
there mcreases new home pnces by $111,921 m scenano one, $188,028 m scenano two, or $223,842 m 
scenano three Although the goal Is to produce more affordable housmg, mclusionary zonmg IS actually 
producing the opposite effect Inclustonary zomng translates mto s1gmficantly higher prices for market-rate 
homebuyers By creatmg pnce controls on a percentage of units, 1t taxes other new units and leads to htgher 
housmg pnces 

To the extent that sellers bear more of the burden of taxation, the housmg market also faces negative 
consequences Because bwlders can move to Junsdlctions Without mclusionary zomng, they Will not bear 
the burden of the mclusionary zonmg tax. Thus, landowners Will bear most of the sellers' portion of the 
burden Inclustonary zomng ordmances decrease the value for which landowners can sell undeveloped land 
to homebwlders Because landowners recetve lower pnces, they Will supply less land for residential 
development, and fewer homes will be bwlt. 
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Figure 12: Increases in Price of New Homes Caused by lnclusionary Zoning (Under Three 
Different Assumptions About Who Bears the Costs) 

[J Assuming 50% of tax is borne by consumers • Assuming 84% of tax is borne by consumers 

[J Assuming 1 00% of tax is borne by consumers 

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. 30 

lnclusionary 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 

ln 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 lndusionary 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 of2,982 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.31 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. 
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Figure 14: Comparing the Increase in "Affordable" Units to the Overall Decrease in 
New Construction Associated With lnclusionary 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.32 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 I 0,662 units. In the sample the median city's (median) value of existing homes is 

$61 1,651. 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 zon.ing 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 farn.ilies 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? 
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Part 5 

The Fiscal Cost of Price Controls to 
State and Local Government 

N ot only do pnce controls lead to a decrease m the quantity of housmg and an tncrease m pnces for 
consumers, but pnce controls also lead to decreased revenue for both state and local government 

lnclusionary zonmg ordinances are often sold to pohcymakers as the proverbial free lunch, wtth proponents 
claunmg, "A vast mclusionary program need not spend a pubbc dime "33 Even tf market-rate buyers and 
landowners end up paymg the pnce of the subSidy, so the argument goes, at least local governments need not 
spend revenue to create affordable housmg Proponents wnte, "From a local agency standpomt, mclustonary 
zonmg provtdes affordable housmg at no public cosf' (emphasts added) 34 The story, however, ts not that 
snnple The advocates fatl to take account that mclusionary zonmg leads to direct losses m state and local 
government revenue 

InclUSionary uruts demand and recetve the same muructpal servtces as market-rate homes There ts no 
evtdence that provtdmg municipal services to pnce-controlled homes ts less costly than provtdmg to market­
pnced homes The cost of mclusionary zonmg to governments comes from the fact that pnce-controlled 
homes cost the same to servtce but generate less revenue Because the values of the homes are set at below­
market rates, the assessed values are lower and so thetr property tax ts lower Thus, although governments 
may not spend ''a pubhc dtme" to produce pnce-controlled homes, they take on an obhgation of provtdtng 
mnmctpal services whtle recetvmg lower annual tax revenues The coSt to government from pnce-controlled 
uruts ts the difference 10 the annual tax revenue that would have been generated had the same homes been 
assessed at market pnces 

If the real estate tax rate JS 1 percent per year, a $700,000 dollar home generates $7,000 m government 
revenue, whereas a $200,000 home generates $2,000 m government revenue To calculate the yearly tax 
revenue lost we take the difference between current market pnce and the pnce-controlled pnce times 1 
percent (for the property tax) for each urut Multtplymg ttmes the number ofuruts 10 eachJunsdtction gtves 
us a rough measure of the lost tax revenue per year Btasmg our numbers downward ts the fact that we do 
not cotmt the lost revenue from the homes never produced because of pnce controls Btasmg our numbers 
upward ts the fact that not all market-rate homes are assessed at current pnces due to Proposttion 13 But the 
numbers Illustrate the hmtt as homes are frequently resold and reassessed at current pnces They also 
approxtmate how much revenue would be gamed tf pnce-controlled umts were reassessed at market rates 
We do not bebeve that the goal is to maxuruze tax revenue at the expense oflow-mcome households, and we 
are not advocating ratsmg real estate taxes for low-10come residents But before considenng mclUSJonary 
ordinances, governments must look at thetr budgets and examme whether better ways ofhelpmg low-mcome 
households extst 
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Figure 15: Yearly Loss in Combined State and Local Government Revenue Due to Price 
Controls (Assuming All Units Are Assessed at Current Prices) 
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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).35 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. 

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 mclustonary zorung 
Property tax revenue goes to the state government, and a porbon IS rebated back to city and county 
governments The exact amount returned to eachJUI1Sdlctlon vanes sigmficantly, so our above estimates 
measure the combmed total oflost tax revenue Without disbnguishmg the particular spbts between local and 
state governments An nnportant tmpltcabon from this is that although mclusionary zomng policies are 
usually debated and implemented at the city and county levels, state legtslators should be concerned with 
these policies too Each addinonallocalmclustonary zomng ordmance adversely Impacts the tax revenue 
not just of1ts OWDJurisdicbon but also decreases the state's tax revenue 
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Part 6 

The Effect of Long-Term Affordability 
Controls 

The resale restncbons tmposed by mclus10nary zorung ordmances devalue homes and create unmtended 
mcennves that undermine the goals of mclustonary zorung Admmtstenng and pohcing these resale 

pnce controls, winch typtcally last 30 years or more and are renewed upon each sale, generate addtttonal 
expenses for local govelllillents 

A. Incomes Change 

Inclustonary zorung may not be the best method to help low-mcome famthes because tt gtves long-term 
substdtes to households that may not stay at low mcomes To the extent that households remam m uruts after 
thetr mcomes nse, the urut may not be occupted by the most deservmg fa.mthes ProVIding homes at below­
market rates gtves long-term benefits to some who may only need short-term help lnclustonary zonmg 
targets households currently low-mcome but usually does not take potenbal fubtre mcome mcreases mto 
account Most people have lower mcomes m therr twenties and thtrbes (at the begtnrung ofthetr careers), 
lugher mcomes m thetr forbes and fifttes (at the peak ofthetr careers) and then htgher wealth but lower 
annual mcome m rebrement (Ftgure 17) 36 The affordabthty requrrement mtsses all ofthts People at the 
start ofthetr career may be low-mcome and qualtfy for an affordable urut today, but may end up maktng 
much more money later on GtVen the nature of the affordabthty controls, however, those who recetve the 
affordable wnts wdl be able to keep thetr below-market housmg payments even after they are tn htgher­
mcome brackets 

F1gure 17 U S Meehan and Average Income by Age 
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Reseat'()h shows that most low-mcome households actually move mto htgher-mcome categones as tJme 
moves on Umverszty of Michzgan Panel Survey on Income Dynamzcs data show that of those m the bottom 
20 percent mcome bracket m 1975, only 5 I percent of them remamed m that lowest mcome bracket by 
1991 In fact, 29 percent of the lowest fifth ofmcome earners m 1975 had moved to the top 20 percent of 
mcome earners m 1991 Thts means that pnce-controlled umts can continue to subsidiZe households for 
years while tgnonng their mcreasmg mcomes Tymg long-tenn assets such as homes to programs amed at 
helpmg low-mcome households IS usually not the most efficient way to help low-mcome earners The funds 
could be more effectJvely targeted by tymg subsidies to shorter-term cash flows that do not remam as people 
move through therr ltfetJme eammgs cycles onto higher mcomes. 

B. Incentives for Mobility and Improvements 

Despite the fact that fauuhes may stay m therr subSidiZed home years after therr mcomes nse. resale pnce 
restncnons are put m place With the hope that eventually the home Will be sold to another low-mcome 
family. One advocate summed the reasonmg for resale restnctJons "In order to ensure that affordable umts 
remain affordable to the same mcome populanon for whom they were targeted, mclus10nary zonmg 
ordinances must mclude provisions for mruntammg affordabthty for a spectfied perwd.'m Despite therr good 
mtent, resale restncbons adversely Impact the mcentlves for residents to move as well as m8lntam therr 
property 

Many people sell therr first starter home and move to larger homes as their earmngs mcrease over therr 
hfetme, but pnce controls create mcenbves for families to stay m therr homes long after they need them 
One of the m8ln benefits ofhomeownershtp ts buddmg equity m a home that can appreciate m value. 
Inclus10nary zorung removes thts benefit because It controls resale pnces Because appreciation IS lllDlted, 
owners of pnce-controlled umts often cannot bwld up the necessary eqwty to afford a down payment on a 
larger market-rate home So even as mcomes nse, a disproportionate percentage of those m pnce-controlled 
umts Will remam m them longer than they would otherWISe choose Wbtle famihes may trutJally feel lucky 
to have received a subsidized home, m the longer tenn the wealth constrrunt Imposed by hm1tJng 
appreCiation actually may serve to trap them m a lower quahty ofhousmg by lllDltJng therr abthty to 
upgrade 

Also, because owners ofrestncted umts are not permitted to sell at market pnce, much of the mcennve to 
mamtam the property IS taken away Thts makes 1t more hkely that pnce-controlled umts wtll deteriorate 
over tJme Even the owner of a less well-mamtruned property would be able to find buyers tf the legally 
mandated pnce IS stgruficantly below the market equthbnum pnce. Owners of restncted umts who spend 
resources mamtrunmg their home have to pay all of the costs and receive few of the benefits. In additJon, 
because the potential for the sweat-eqwty gams of home improvement are taken away, Improvements are less 
hkely to be made Constder the case of one resident of Palm Springs. Richard FontJus did not realiZe his 
mclustonary zorung home bad resale price restnctJons placed on it over two decades ago. He recently 
remodeled the home, addtng a SWl1D1Dlttg pool and 400 square foot addtnon, and planned on selhng 1t after 
the nnprovements Now the city ts constdenng enforcmg the resale pnce restnctJons Richard FontJus says, 
"If I knew about tt to begm With I would not have bought 1t "38 The many rest dents aware of therr resale 
restnctJons Will be less hkely to unprove thetr homes or spend resources to prevent detenoratJon The 
problems Will worsen over time as already pncey market-rate homes mcrease m value but homes under pnce 
controls do not Occupants of pnce-controlled homes may feel hke second-class CitJzens because the 
government prevents them from gammg m eqwty. 



HOUSING SUPPLY AND AfFORDABILITY 127 

Some government agencies reahze the problems created by resale restnctlons One city's report assessmg 1ts 
mclus1onary zorung program noted, "Failure to consider Improvements m the calculatlon of resale value may 
discourage property owners from mvestlng m Improvements "39 It also wrote that, "The questlon of resale 
value htghhghts the conflict between preservmg the stock of affordable umts and allowmg the budd-up of 
equity for the owners' use "40 Other Junsdictlons are more blunt Denrus Lalor, the executlve director of the 
non-profit that manages the city of Hollister's resale restnctlons, sa1d swply, "The Idea of wealth creatlon 
was never part ofthts [mclus1onary zonmg] '"'1 Unfortunately, the uruntended consequences ofpreventlng 
wealth creatlon are that families remam m the pnce-controlled uruts even after therr mcomes nse, thus 
preventmg other low-mcome families from movmg m In addition, the properties detenorate because there 1s 
less mcentlve for mamtenance and Improvement Homeownersh1p 1s often considered the Amencan dream, 
unfortunately, homeownershtp With httle or no potennal of apprec1at1on 1s not the same thmg 

C. lnclusionary Zoning is Costly to Administer and Police 

As market-rate homes contlnue to appreciate, owners of pnce-controlled umts have a tremendous mcentlve 
to get around therr resale restrlctlons and sell for market rates Unless local Junsdictlons spend tlme and 
money momtonng mnts carefully, some may be sold or subleased at market pnces The N1guel Beach 
Terrace condoDllDlums on the Dana Pomt Coast Illustrate the problem More than 200 uruts were sold at 
below-market rates With resale restrumons durmg the early 1980s Just as the resale restncnons were about 
to expire in 2003, the Califonna Coastal Comxmss10n 1ssued 143 cease and destSt orders (38 ofwhtch have 
been retracted) to owners thought to have e1ther sold or rented out thetr umts for market rates 42 Some 
owners reportedly have rented out therr umts for more than $1,000 per week whtle they moved out-of-state 
If the charges are accurate, more than 50 percent of the owners of subSidized umts m thts complex VIolated 
therr resale restnct1ons 

Although some residents may have purposefully 1gnored therr restnctlons because of the huge potennal 
gams, others tned to play by the rules but were frustrated by poor a.dmm.lstratlon. Homeowners cl8Im that 
admmlstratlon of the ordinance was so poor that they could not find out which agencies to contact about 
selling or rennng out therr uruts, so they had no choice but to go out on theu own. At least three different 
agencies have morutored the program SJnce the condoDUillums were sold m the early etghnes, and one 
admittedly had ne1ther the staff nor the money to handle the program 43 The current nonprofit managmg the 
restnctlons, Civic Center Barno Housmg CorporatiOn, was reportedly nonfied that many of the umts were 
bemg rented out Improperly m the early runeties but did nothmg 44 

The condoDllDlums at Dana Pomt are not the only ones With a poor enforcement record In one case m the 
c1ty ofHolhster, a real estate agent mvolved m a resale VIolanng the pnce controls wrote the c1ty about her 
seller's mtent The City never even responded. The city now admits that 1t recetved the letter but did not 
respond because tt had no system m place to prevent owners from sellmg at market rates. 45 

Programs that do momtor resale are often costly to admmtster Runrung and monitonng the program m Palo 
Alto costs $40,000 to $60,000 m annual admmtstratlon costs alone 46 But in the preVIous 30 years only 152 
for sale uruts and 101 rental units have been produced 47 These adDUillstratlon costs ofmclustonary zonmg 
could have been passed on to housmg consumers m the fonn ofhousmg asststance A report by Bay Area 

Economtcs notes 
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In general, program managers charactenzed marutonng of zncluszonary reqwrements as a challengmg 
process One Sunnyvale Housing Dzvzszon staff person described the momtonng requzrements as 'tzme 
consummg' and 'cumbersome 'Comphcatzons regularly arise from umt resales, owners rentzng out 
thezr unzts, and tenants and owners losmg thezr qualifications as thezr mcomes grow, among other 
zssues 48 

The debate on mclusionary zo1_11ng often Ignores the coQ.Sequences oflong-term pnce controls and the 
associated adnumstrattve costs Advocates of mclus10nary zonmg leave out unportant detatls such as how 
the property wtll be mamtamed and whether long-te_rm. m-ktnd substdtes are the best way to help those 
earnmg low mcome Our evtdence suggests that these problems and their costs are qwte stgmficant 

In addttton, inclustonary zonmg creates other adtnmistrattve costs because the pnce-controlled umts are far 
more difficult to sell than market-rate homes One ofthe biggest challenges for budders ofpnce-controlled 
wuts IS qualifying buyers Some bwlders estimate that the adnumstrattve cost of sellmg pnce-controlled 
homes is about double what ts spent on market-rate homes One budder descnbes the costs of quahfymg 
buyers for a current development m Novato. 

For the 40 buyers we have to date, we have processed over 270 applzcants The converszon ratzo zs so 
low that we are hirmg additional staff to process the workload The czty also requzred us to have a 
custom software program developed to manage the lzst of appltcants The procedure zs so complex that 
the software costs over $400,000 to develop Thzs cost is for only 352 homes 49 

The process also takes ttme The same bw1der says that at the Meadow Park development m Novato, "The 
pro~s. as mandated by the city, ts so cumbersome that we have only been able to sell40 homes m 6 
months We started wtth over 2,600 prequahfied buyers and have only been able to process 270 potential 
buyers netttng 40 sales m 6 months We hterally can build the homes faster than we can process sales" Both 
the dtrect admtmstrattve costs and the financmg cost of carrymg WlSOld mventory whtle searchmg for 
quabfied buyers are addtttonal adnumstrattve burdens created by mclusionary zoning ordinances. 
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Part 7 

The Debate on lnclusionary Zoning 

M any advocates ofinclusionary 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. 50 Some argue that inclusionary zoning may impose costs, but the 
costs wtll be offset, insignificant, or deserved. These authors conclude that inclusionary zoning may not 
hann 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. 51 

A. How Effective are Density Bonusesl 

Some advocates of inclusionary zoning argue that density bonuses-or giving builders the option t~ 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 wtth 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."52 

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 mare expensive construction type, which can offiet the per unzt 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 m their neighborhood 53 

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 often find themselves m a position 
unable to take advantage of State Density Bonus law and local financing incentives (i.e . .fee waivers and 
reductions) in order to construc,t affordable housing because State law also requzres developers to pay 
prevazling 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. 
Often, this deems the incentives cities can offer to induce developers to include an affordable housing 
component not much of [an] incentive after all. 54 

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

B. lnclusionary Zoning and Housing Costs 

One of the most common errors made by advocates of pnce 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 pnce., be 
it rents or sale prices, are solely a function of market demand" (emphasis added). 55 Another writes: 

The short answer is that, while the costs. may be shared among developers and landowners, the 
landowners likely suffer the most loss. Prospective homeowners are least likely to be affected, as their 
willingness to pay is what sets the market price, not the costs incun-ed by the developer. 56 

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 an_d 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 ail 

inclusionary requirement, the price that the market will bear will increase. Figure 18 shows that in,creased 
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 
economics. 

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 th~ value of the land for 
residential uses and creates an incentive to develop nonresidential uses-o-precisely the Qpposite incentive 
sought by those who want to increase the quantity ofhousmg in California. 

O¢.ers argue that the quantity of new construction will be the same even ifbuilders 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. "57 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 inPU&try 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 pric,e 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 equilibriqm 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 npt commensurate with that risk ignores basic economics. 

C. Socioeconomic Integration 

Integrating different cultural, ethnic and income groups is oft~ 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 
soc1oeconomic integration, economics identifies what the costs of achievi9g this end are. 

Inclusionary zoning'!\ price controls raise the cost ofmarket-pnced 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 zomng 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."58 But the two stated goals of 
inclusionary programs are contradictory. If inclusionary zoning is used for socioeconomic integratlon, the 
result will be less affordable housing. In other words, less affordable housing is the ''price" a connnunity 
pays for using inclusionary zoning to promote socioeconomic integration. And the resulting climate of 
inclusionary zoning, with less builders, less homes, and higher 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 bigh 
prices in the first place. Second is the belief that without restrictions on building, only mansions would be 
bwlt 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 
l~ge ~creases 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 



HOUSING SUPPLY AND AffoRDABIUTY 133 

market. Market signals created by the increase m demand induced suppliers to provide more products or 
services. With more goods available, prices did not increase dramatically. The same~lnarket 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 m 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 ofhousing. 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."s9 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 other 90 percent 
is caused by zoning and land-use regulations. They conclude: 

If policy advocates are interested in reducing housing costs, they would do wf}il 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. 60 

Other studies have similar findings. A study by University of Califo~rnia 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, bnt by I 980 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 techniques to slow and stop new housing production.'.61 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 . ..62 

Another study with a different methodology reached 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. 63 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 I 0 ~t. Evidence shows that areas with high levels of 
re_gulation 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 developptent, the housing market could respond to 
increased demand just like other ii;tdustries in California. 

Some advocates ofinclusionary zoning recogmze the problems caused by prior regulations but still 
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. "64 

Yet he sttll 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 stat~s 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. 65 Perhaps a better 
word or better analogy is needed, but the process works. A classic study, New Homes and Poor People by 
Lansing eta/., examined the chain of existing home sales in 13 cities and found that each new home 
generated an average of 1.5 moves. 66 All those moves increase the available supply and lower the price of 
existing homes, which makes them more affordable to low-income buyers. The study report_s that 9 to 14 
percent of all people who Jnoved in the chain ofupgrades generated by a new home were low-income. The 
effect on Jnoderate-incom.e families is even stronger. In moves after the first new construction m9ve, people 
of moderate income made up 30 percent of movers. Lansing eta/ 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.'.67 

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.'.68 Although he is right that when more people move mto an 
area they will jump in on the chain of moves, that does not tpean that the new construction did not help to 
keep home prices affordable. The relevant questioQ 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 biddmg 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 
stab,le. 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.'.69 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. 

Inclus10nary 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. "70 
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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 D!'W homes bw1t Rather 
than helpmg, inclusionary zoning will actually make the affordability problem worse. We have shown that 
inclustog.ary 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 pnce controls are not the answer 
and may be the problem. Bay Area cities will never be able to rely on inclusionary zorung to meet their 

housing needs. I:n fact, ~clusionary 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 woul_d do well to eliminate them. By phasing out resale restrictions on 
existing units, the "owners" of government-controlled units would gain the true benefits ofhomeownership. 
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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