Sarah Scruggs, Director of Advocacy and Outreach, Manna Inc.
Testimony for Case No. 08-06A - General Procedures In Opposition
November 19, 2013

Good evening, Zoning Commissioners, and thank you for this opportunity to testify. My name is
- Sarah Scruggs, and I am the Director of Advocacy and Outreach at Manna, Inc. I would like to
speak tonight about the ownership side of Inclusionary Zoning regulations, which are similar to
Affordable Dwelling Units with long-term resale restrictions that are integrated into marker-rate
condo buildings. I am not speaking about rental; Manna supports including affordable rental
units into market-rate buildings and believes rental units can and should target even lower
income levels. The ownership side could serve more residents and lower income families, but
only after certain regulatory and administrative issues are addressed.

Since the Zoning Commission overseesln regards to ownership, the economics involved in
mixing a smaller percentage of affordable units into a market-rate building need to be taken
seriously. DC, along with other high-priced markets across the US, has some serious regulatory
and administrative issues that need to be addressed. And DC should look to changes that other
cities with longer-running Inclusionary Housing programs have made and continue to grapple
with. I will speak about the findings of a study that Manna did on Inclusionary Housing
programs in comparable cities like Boston, San Francisco and San Jose. I will submit the study
along with my testimony, and I hope the Commission will take serlously the findings and the
experiences of affordable owners here and elsewhere.

Rising condo fees threaten to and have economically forced out affordable owners living in
market-rate buildings. Boston covered fee increases in one building for a short period of time and
San Francisco is grappling with how to help owners facing fee hikes; these issues are also being
faced by surrounding jurisdictions like Montgomery County. Currently, condo fees are the only
uncapped housing expense for affordable buyers. If we want to continued to integrate affordable
units into market-rate buildings, then the District needs to cap or somehow reduce the potential
increases of condominium fees, and include this information in all condo documents.

In the interest of creating larger units for families and economically-viable living situations, we
believe the District should keep in mind seeing up a robust in-lieu fees system for off-site
construction. With on-site development, unit sizes are determined by the make-up of market-rate
units in a given development, and are typically studios, one-bedrooms and a fewer number of
two-bedroom units. If the District wants to provide longer term ownership opportunities for
families or individuals/couples planning to have children, then it should consider available
avenues to build larger units.

Finally, the economics and administration of long-term or permanently restricted ownership units
need to be evaluated. Other jurisdictions are spending a lot of money buying back units that
affordable owners cannot find a buyer for or allowing owners to sell at market after a period of
time. During the resale restricted period, if an affordable owner is able to find a buyer in their
income category, after taking off realtor and closing costs, the owner usually leaves the sale
without enough to purchase elsewhere. This is especially the case for owners who have already
used a Home Purchase Assistance loan. Especially with smaller units, we are setting up a system
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where affordable owners are funneled back into an affordable rental or out of the District
entirely. San Jose’s subsidy recapture program ensures both a future funding source for its
affordable housing programs as well as the ability for affordable owners to have access to the
appreciation of their homes and more easily move into the open market if they need to sell.

In order to make the ownership side of Inclusionary Zoning thrive and benefit lower income
folks in the District, we need to not ignore issues and we need to be creative. We need to create a
system that supports affordable housing in the future and allows lower-income families to grow.
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Executive Summary

This report focuses on challenges with the ownership side of the District’s Inclusionary
Zoning (IZ) program, and lessons learned from cities with similar economic and housing
conditions. The District has the opportunity to learn from past mistakes, to pull best
lessons from these cities, and to be the first high-priced market to deal with rising fees
facing lower income buyers. As these cities’ policies will reveal, the District needs to
inject flexibility into its program in order to robustly contribute to the creation of new
ownership units and benefit lower income individuals and families in the District of
Columbia.

Permanent Resale Restrictions

From the beginning, IZ ownership, specifically permanent resale restrictions, has been
controversial in the District (see a brief history in Appendix I). Opponents to permanent
resale restrictions were concerned about the effect on the economic advancement of
lower income households. In essence, they believed that the design of IZ ownership units
took away the only substantial asset many lower income families have, making the units
more akin to rental or limited equity cooperatives.

Issues with Predecessor to IZ Ownership

Similar to IZ ownership units are Affordable Dwelling Units (ADUs) that were integrated
into market-rate condo buildings across the city in the 2000s. Issues faced by owners of
these units include:

+ escalating condo fees, some increasing over 100%

* expensive special assessments

+ being outnumbered and outvoted in their condo associations

« sub-par and expired materials, including flooring and appliances

« structural issues, such as cracks in the walls and damaged plumbing

difficulty refinancing
* inability to sell units to buyers using FHA loans
+ gaining permission to rent, but at a rate that does not cover monthly costs
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Lessons Learned From Similar Cities

The structure of the District’s IZ program is often compared to Montgomery County’s
program. Such comparisons are inappropriate as the District’s economy, housing market,
size of IZ units, available land, and population are different The most comparable cities
to the District are San Jose, San Francisco, and Boston. Helpful lessons from each city
include:

San Jose

Instead of permanent restrictions, San Jose employs a recapture model that recaptures
“subsidy” in the unit upon resale but gives the owner access to any equity appreciation.
This model helps maintain homeownership as an asset for households that purchase. It
also allows owners to easily sell in the case of rising condo fees they cannot afford.

San Francisco

Over time, San Francisco has adopted an in-lieu fee system, which generates funding for
off-site ownership development instead of IZ unit creation within market-rate buildings.
Though not San Francisco’s expressed purpose, this kind of system allows the creation
of larger units for families as well as a way to avoid quickly escalating condo fees,
which is a serious issue in San Francisco. Boston has a similar in-lieu system, with even
higher fee amounts.

Boston

Boston’s program highlights flexibility, both in regards to development and resale. If the
allowed increases push an owner’s resale price beyond what is affordable to targeted
income levels, the Boston government will either 1) purchase the unit and sell at a lower
price; 2) permit a higher income buyer to purchase the unit; or 3) give downpayment
assistance to the next buyer. Massachusetts has also attempted to pass legislation capping
condo fee increases for IZ owner's living in market-rate buildings.

Ultimately, the recommendations of this paper are made with flexibility and success in
mind, for both the owners and the District government. Without change, the following
three things are in jeopardy: 1) the financial well-being and economic advancement of
lower-income households; 2) the administrative capacity and costs for DHCD; and 3)
successfully meeting affordable housing development goals. The District has a golden
opportunity to make the ownership side of Inclusionary Zoning not only work, but excel.
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Inclusionary Zoning Ownership in DC

As laid out in the 2012 Comprehensive Housing. Strategy Task Force Report, the District
government aims to create 10,000 new affordable housing units by 2020.! With this goal
in mind, the report lays out several housing financing and production tools, and calls for
the study of existing tools to ensure they are operating efficiently and producing positive
outcomes. One of the tools identified for study is the District’s Inclusionary Zoning (IZ)
program, and this research specifically focuses on IZ ownership units.

Inclusionary Zoning is an affordable housing policy that links the production of
affordable housing to the production of market-rate housing, and was introduced in the
District of Columbia through legislation in 2006.2 The District’s IZ program requires an
8-10% unit set-aside in new rental or condominium developments of 10 or more units,
and in existing buildings expanding by 50% or more. Developers receive bonus density in
exchange for the creation of IZ units, and may opt for other incentives. Renters and
buyers of these units must be under 80% of the Area Median Income (AMI), which is
$86,000 for a family of four. The Office of Planning monitors developer compliance with
1Z regulations, while the Department of Housing and Community Development (DHCD)
administers the program for buyers and renters. According to the latest report on the
program,® 18 units have been produced with the following breakdown -17 units for 80%
AMI and 1 for 50% AMI; 15 rental units and 3 ownership units. As of July 2013, 14 units
were rented and one sold.* The pipeline of IZ applicable projects is reported at 104,
totaling 1,079 units. As in past reports, there is no breakdown of rental and ownership
units in the pipeline.

IZ ownership units are permanently restricted, requiring all owners to sell to buyers in
their same income category for the life of the unit and using a maximum resale formula to
determine sales price.’ Rental of these units is not allowed unless owners receive special
exemptions, and the maximum rental price and income of the renter is determined by the
Department of Housing and Community Development (DHCD). At the time of sale,
purchasers can spend no more than 41% of their income on the unit, including mortgage
principal, interest, taxes and insurance. DHCD encourages developers to use a par value
system to set initial condo fees, but the rate of future increases and distribution of special
assessment costs are left to the condo association.
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Both available public information on, and the practical aspects of, purchasing/selling IZ
ownership units have left buyers and developers in the dark. In regards to public
information, DHCD fails to mention the permanent restrictions tied to IZ ownership units
in both their mandatory training for IZ lottery applicants and on their website. This
omission is problematic as it leads applicants to believe that these are regular ownership
units. Another issue was a clause in the IZ ownership units’ covenants that FHA will not
accept. Potential buyers of these units, due to their incomes, are more likely to use FHA
loans. Lack of access to these loans contributed to units remaining on the market for over
18 months. One developer even sued the District after not being able to sell the only two
IZ units in his development.® The District has recently amended this clause.

Challenges in Predecessor to IZ Ownership

Some of the issues faced in the Affordable Dwelling Units (ADU) program highlight

problems that could take place in the District’s IZ program, causing financial issues for

owners and administrative nightmares for DHCD. Per land agreements between the

District government and developers in the 2000s, ADUs were created in market-rate

condo buildings. The ADUs in these buildings comprise 5-20% of the total units, and

each has 20-year resale/rental restrictions.” Manna is aware of 9 of these buildings with

approximately 170 studio, one-bedroom and two-bedroom ADUs, though there may be

more. [ssues faced by these owners have included:

+ escalating condo fees, some increasing over 100% (See Figure 1 below)

* expensive special assessments (most recent - $1,000 legal fee at Chase Point)

* being outnumbered and outvoted in their condo associations

* sub-par and expired materials, including flooring and appliances

* structural issues, such as cracks in the walls and damaged plumbing

+ difficulty refinancing

* inability to sell units to buyers using FHA loans (DHCD plans to ammend each of these
covenants)

* inability to sell parking units purchased as a part of their original purchase contract
(DHCD requires them to be sold separately)

* gaining permission to rent, but at a rate that does not cover monthly costs
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Figure 1 - ADU Condo Fee Increases by Building

Condo Project Location O;'ege': ?Lf thl,o CFuerer:l;:?xchI’o Change
Chase Point Friendship Heights $324.00 $700.00 116%
Fedora Columbia Heights $166.00 $351.00 111%
Barcelona Columbia Heights $169.00 $350.00 107%
Kenyon Square Columbia Heights $280.00 $520.16 83%
Verona Parc Columbia Heights $214.35 $354.00 65%
Union Row Columbia Heights $375.00 $485.00 29%
ggi’l'd\i’r';t: KandL — Mount Veron $343.00 $378.29 10%
Note: This data was collected from a sample of ADU owners in early 2012. Original condo fees are from
when owners moved in, which was from 2006-2007.

Essentially, many of these owners have been priced out of their units, causing people to
rent out illegally, borrow money from family and friends, take on two or three jobs, etc.
Others are experiencing growing families, but are worried about selling their units due to
1) not being able to find a buyer in their income category because condo fees have risen
so high, 2) not being able to make enough on the sale to move to a larger place due to
capped maximum resale prices and the amount of structural and maintenance work
required to get the unit ready for sale (as condo fees and special assessments have eaten
up their reserves), 3) inability to use another Home Purchase Assistance Program loan,
making it unlikely they will be able to purchase another place. Finally, there are others
who would like to rent out legally for a short period of time and at a price that covers
their monthly expenses, but it has been uncertain what DHCD will allow and how long
the process will take.

As of June 4, 2013, after the passage of emergency legislation, months of in-depth
meetings and intense bureaucratic work, DHCD has offered a process through which
some of these ADU owners can sell or rent their units to buyers in higher income
categories. ADU units are tied to certain income categories, and DHCD will determine if
buyers in those income categories can afford the unit with the current condo fee. Owners
required to sell to buyers under 80% AMI will sell at the same maxiumum resale price. If
DHCD deems the unit unaffordable for someone under 80% AMI, then the current owner
will be allowed to sell at market, sharing the appreciation with DHCD. DHCD is
considering adding a flat rate for extraordinary expenses for owners required to sell to
buyers under 80% AMI, as well as a small rental reserve for those who choose to rent
their units for a period of time.
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While there is a process for selling and renting, there is no solution allowing priced-out
ADU owners to remain in their units. This has been especially difficult for owners
approaching retirement and for others who hoped to, post the 20-year restriction, pass
along their unit and the equity in it to their children. In order to build a better IZ program
in the District, the failure of these ADUs and the hardships/experiences of these owners
must be taken into account.

Inclusionary Zoning in Comparable Cities

The structure of the District’s IZ program is often compared to Montgomery County’s
program. Such comparisons are inappropriate as the District’s economy, housing market,
available land and population are different, as well as the larger size of on-site units being
created through the County’s program. To make a more accurate comparison, this
research uses population and Cost of Living Adjustment (COLA )8, identifying cities that
are within 10 percent variance of the COLA and within 350,000 (+) difference of the
District’s population of 601,723.° As exhibited in Figure 2 below, three cities are
comparable to the District - San Jose, San Francisco and Boston.

Figure 2 - Cities by Population an

SR RbpRoRe c

San Jose | California 945942 3.3
Jacksonville Florida 821,784 -35.7

San Francisco California - 805,235 9.3
Austin Texas 790,390 -36.8
Columbus Ohio 787,033 -38.2
Fort Worth Texas 741,206 -36.9
Charlotte North Carolina 731,424 -37.3
Detroit Michigan 713,777 -35.3

El Paso Texas - 649,121 -37.9
Memphis Tennessee 646,889 -43.1
Baltimore Maryland 620,961 -20
B eston ‘Mas‘SaChUsetts' i 617,594 ..... B
Seattle Washington 608,660 -21.9

Each of these cities has similar housing goals to the District as it pertains to housing stock
creation and affordable housing need. The following section will detail these cities’ goals
as well as their respective IZ policies, challenges and adaptations.
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San Jose

As part of Santa Clara County, San Jose’s Area Median Income for a family of four is
$105,000. In California, each jurisdiction participates in developing 7.5-year housing
production goals, known as Regional Housing Need Allocation (RHNA).!? For
2007-2014, San Jose's share is 34,721 new housing units: 13,073 units for low, very-low,
and extremely-low income households and 6,198 units for moderate-income households.
As of December 2012, San Jose had reached 64% of its above moderate-income
allocation, but only 13% for the remaining income levels (see Figure 3 below).

Figure 3: San Jose 2007-2004 Housing Production Goals!!

Ilncome Category Income Range Number of Units ;8:1' Units as of Dec
I{\-\A%)l\)“)a Moderate (Above Above 120% AMI 12,315 7,826
Moderate (MOD) 81% - 120% AMI 6,754 928

Low (L) 51% - 80% AMI 5,535 736

Very Low (VLI) 0% - 50% AMI 6,589 2,836

Total 31,193 12,326

The city reports decreased public funding amidst increasing market prices as impeding
their ability to keep up with housing allocations for lower income households. In
addition, San Jose identifies issues with its Inclusionary Housing program as contributing
to the shortfall.

Currently, San Jose has an Inclusionary Housing policy in certain Redevelopment Areas
across the city.!2 In 2010, the city adopted a citywide IZ ordinance for 20 + unit
buildings, which has been legally disputed by a few developers ever since.!* The Santa
Clara County Superior Court officially struck down the ordinance on July 11, 2012. Legal
challenges and market conditions have slowed down the entire IZ program, contributing
to the creation of less affordable units. However, the case has been appealed and
restructured, and the San Jose government estimates that the citywide policy will become
operative in the next two years or more. To date, approximately 200 IZ ownership units
have been created.

San Jose’s IZ ordinance (both its current and future citywide program) requires a 15%
set-aside of units in new residential developments; 6% available for 50% AMI and the
other 9% for 80 and 120% AMIL. If a developer chooses to set-aside 20% of the total
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units, they can create a mixture of 80 and 120% AMI units. Developers can also opt to
pay in-lieu fees instead of providing units within the market-rate building. In calculating
these fees, a 20% inclusionary obligation is used as opposed to 15%; the fees are also
based on product type and the total average net living area of the units in the project, with
maximums of $90,000 per condo unit and $120,000 per townhouse.!* Using the same
20% requirement, developers can also opt to combine in-lieu fees with the provision of
on-site or off-site affordable units. San Jose has not collected many fees in the last 10
years, but expects at least $3 million dollars in the next couple of years.

Specific to IZ ownership units, San Jose has a subsidy recapture program. IZ owners do
not face resale restrictions and thus can sell their units at market rate. Upon the sale of
the unit, an owner will pay back the difference between the original contract sales price
and the appraised value at the time he/she purchased; any equity appreciation goes to the
owner. For example, a moderate-income buyer purchases a unit for $230,000 that is
worth $430,000. The $200,000 “subsidy” is recorded as a deferred soft second on the
property. When the owner sells 10 years later, the unit sells for $530,000; the owner pays
the $200,000 “subsidy” to the city and retains the $100,000 appreciation of the unit,
minus any costs associated with the sale. Owners can also choose to sell to another buyer
in a similar income category as long as the subsequent owner agrees to assume the
$200,000 soft second. San Jose uses any recaptured funds for the perpetuation of other
affordable housing programs.

There are few administrative costs associated with the ownership side of San Jose’s IZ
program, with administrators mostly focused on verifying applicants’ incomes when units
are first sold.!3 In regard to condo fees on IZ ownership units, San Jose does not have a
way to control the rate of increases. The Housing Department is not aware of issues with
escalating condo fees for their owners. However, the Department noted they may not
have been notified as an owner can easily sell their unit if it becomes financially
burdensome.

San Francisco

Similar to San Jose, California state law is instrumental in the development of San
Francisco’s affordable housing policies and goals. San Francisco’s housing production
goals for 2007-2014 totaled 31,193 new units (see Figure 4 below).!¢ At the time of the
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last available update in December 2011, San Francisco had met 63.5% of the above
moderate-income production goal and 37% of affordable housing goals (0-120% AMI).
San Francisco’s Area Median Income for a family of four is $101,200.

Figure 4: San Francisco County 2007-2014 Housing Production Goals'’

Income Category Income Range  [Number of Units ;8:“'2' Units as of Dec
':Atgl\)"; Moderate (Above Above 120% AMI 15,450 9862
Moderate (MOD) 81% - 120% AMI 6,198 144

Low (LI) 51% - 80% AMI 5,322 782

Very Low (VLI) 31% - 50% AMI 3,875 987
Extremely Low (ELI) < 30% of AMI 3,876 549

Total 34,721 12,324

The Planning Department reported another 5,600 units in the pipeline through 2016, with
a fifth of those for moderate income households and below. The cost of development is
extremely high in San Francisco, with a reported subsidy of $170,000 to $200,000 per
unit for low and very low income households.!® To actually meet 2007-2014 housing
goals, over $2 billion is needed.

As part of meeting its affordable housing goals, San Francisco’s city-wide Inclusionary
Housing program creates what the city calls Below Market Rate units (BMRs) in
developments of 10 + units. Depending on where developers build, anywhere from a
12-22% set-aside of BMR units is required.!® If a developer chooses to develop off-site,
they must do so within one mile of the original site and have a higher set-aside
requirement. San Francisco’s program has gone through many adaptions, including the
option of in-lieu fees starting in 2002. These fees are much higher than San Jose, and are
set solely by bedroom count - Studio=$179,952; 1 bedroom=$248,210; 2 bedroom=
$334,478; 3 bedroom=$374,712. $17 million in-lieu fees were collected as of 2008.20

One issue that San Francisco has faced is shoddy construction in off-site buildings.?!
There have been an instance or two of developers subcontracting out to another
developer, and not paying attention to construction quality. The Office of Housing sees
this as an oversight issue that can be remedied by more closely inspecting off-site
developments.
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BMR ownership units are permanently restricted, which the Office of Housing makes
extremely clear on their website and all other documentation. Maximum resale formulas
include 5% for use of a realtor and the inclusion of up to $2,000 of any special
assessments paid by the owner. The targeted household income levels differ depending on
location. On-site ownership units sell at 90% AMI while off-site units target households
at 70% AMILI. In the Eastern Neighborhoods, units sell at 120-150% AMI, and a recapture
method is used, providing a certain amount of equity to the owner depending on how
long they have lived in the unit.

Rising condo fees have been a concern of various BMR owners.2 In the last couple
years, the Office of Housing has received a number of calls and inquiries from owners
about assistance for increasing fees and being outvoted by their market-rate neighbors.23
In addition to encouraging BMR owners to stay or serve on their condo boards, the Office
has also considered funding to assist with fee increases. They first considered providing
down-payment assistance funds, but were unable to do so due to stipulations tied to that
funding source. Another idea for relief has been the establishment of a condo fee/special
assessment loan fund in connection with San Francisco’s new Housing Trust Fund.
However, the Office of Housing has not been able to figure out underwriting for the fund
or what amounts it would offer owners; the Office is also concerned about setting up such
of fund due to the long-term funding implications.

It is possible that rising condo fees may affect an owner being able to sell to someone else
in their income category. As such, the Office of Housing offers the same options devised
for owners who have been unable to find a buyer for six months. Some of options
include: (1) renting out for a year; (2) selling to someone who is not a first-time
homebuyer; and (3) obtaining a waiver to exceed AMI category by 20%, but never above
120% AMIL. To date, the Office of Housing has not seen a housing-to-income ratio that
necessitated resale to someone above 120% AMI.

Boston

Earlier this year, Mayor Thomas M. Menino of Boston announced a plan to produce
30,000 new housing units by 2020.2 Currently, an advisory panel of ten housing experts
is meeting to create a comprehensive plan focused on market-rate and affordable housing
production and preservation, as well as the needed financial leveraging tools. The Boston
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government reports that the previous housing strategy inaugurated in 2000, entitled
Leading the Way, had created 20,473 housing units and invested more than $8 billion into
the local economy.?> Of those new units, 6,377 were affordable and another 12,611
affordable units were preserved. Affordable housing programs target families making
under Boston’s Area Median Income, which stands at $94,400 for a family of four.

Boston implemented its Inclusionary Development Program in 2000.26 As with the other
two cities, the policy has gone through several revisions. Currently, the Boston
Redevelopment Agency (BRA) requires new residential developments of 10 + units to set
aside 15% of the total units as affordable. Since 2006, developers have had the option of
providing units off-site or paying in-lieu fees, though the BRA still has the authority to
approve these options or not. In both cases, the set aside remains at 15%. Developers pay
the higher of $200,000 per unit or half the difference between market and affordable unit
prices; by mid-2008, the BRA had collected $19.5 million in fees.

The number of IZ ownership units in a building are split evenly between 80% AMI and
100% AMI. Units have 30 year resale restrictions, with a subsequent 20-year extension.
The maximum resale price assumes an increase of 5% per year of the initial sales price,
as well as realtor and sales fees. If these increases to the resale price go beyond what is
affordable to the targeted income levels, the BRA has three options: 1) purchase the unit
and sell at a lower price; 2) permit a higher income buyer to purchase the unit; or 3) give
downpayment assistance to the next buyer. A reserve fund exists for the BRA to buy back
units; part of this fund comes from in-lieu fees.

The 2006 policy changes were made in order to locate IZ owners closer to neighborhood
services and build larger units for families.?” At the time, a lot of high-cost, luxury
building development was happening in downtown areas. The BRA was worried about
location, IZ owners getting priced out of their units, as well as the smaller unit sizes. In-
lieu fees and off-site construction allowed them to cater to families and build in areas of
the city more conducive to long-term residency. Some of the in-lieu payments from the
downtown area have amounted to $500,000 per unit or more, producing much more
housing in other areas of the city.

Condo fee increases have also affected [Z owners in Boston. It is unclear how the BRA
has dealt with this issue. There was a fund created for IZ owners in one specific building,
but that lasted for only a year.?8 In Massachusetts, voting power on a condo board is the
same proportion as an owner’s condo fees.? If fees are much lower for an IZ owner, then
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he/she will have a lesser percentage vote. It has also been common for market owners to
develop bitterness toward their IZ neighbors for having to subsidize them. This became a
major issue in 2010, leading to a decision to set initial condo fees by floor area instead of
contract sales price. In 2011, an amendment was referred to Massachusett’s Joint
Committee on Housing that called for a 3% annual increase cap on condo fees for IZ
units.30 In addition, it stipulated that affordable owners would not be required to pay for
nonessential amenities. The amendment was studied and referred favorably to the
Committee on House Rules, but no further action has been taken.

Recommendations

The below recommendations for the District’s IZ program are based on the experiences
of San Jose, San Francisco, and Boston, as well as past development experiences in the
District and challenges in the District’s ADU program. All of these recommendations are
specific to the ownership side of the program only, and are geared toward creating a
program that actually benefits owners and robustly contributes to ownership production
in the city. While some recommendations can be enacted immediately, others will require
changes by the Office of Planning and the Zoning Commission, or perhaps the City
Council.

Full Disclosure

As mentioned earlier, the District does not currently publicly disclose the permanent
resale/rental restrictions attached to IZ ownership units. Throughout the entire 2-hour
training required for those wanting to enter the IZ lottery, restrictions are neither
referenced in the power point presentation prepared by DHCD nor by the instructors.
Language on restrictions is also absent from DHCD’s IZ portion of their website. All of
the other cities covered in this paper disclose the restrictions attached to their units, and
San Francisco is particularly thorough, including a maximum resale formula calculator on
their Inclusionary Housing webpage. The District should ensure full disclosure of IZ
units’ permanent resale restrictions in all DHCD-sponsored events and publications.
Failure to do so will lead interested buyers to believe they are purchasing traditional
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ownership units with access to equity appreciation, the ability to take out an equity loan,
and the freedom to rent per the rules of their condo association.

In-lieu Fees and Off-site Construction

In the interest of creating larger units for families and economically-viable living
situations, we believe the District should consider both in-lieu fees and off-site
construction. With onsite construction, unit sizes are determined by the make-up of
market-rate units in a given development, and are typically studios, one-bedrooms and a
fewer number of two-bedroom units. If the District wants to provide longer term
ownership opportunities for families or individuals/couples planning to have children,
then it should consider available avenues to build larger units. Also, in instances of high-
priced condo buildings, IZ owners are less likely to be priced out by rising fees if their
units are built in majority or all-affordable buildings. The current system lends itself to IZ
owners being outvoted on condo boards and feeling sidelined or ostracized within their
buildings.

As written in a recent national report on the state of Inclusionary Zoning by the Center
for Housing Policy, “by working in partnership with affordable housing developers, in-
lieu revenues can be combined with other public funds” to address various housing
needs.3! Fortunately, the District has many competent non-profit and for-profit developers
that can adeptly make use of in-lieu fees or subcontract for off-site affordable ownership
production. In fact, the District has successfully used in-lieu fees generated from
downtown development in the past, partnering in the 1980s with developers like Manna
and Jubilee Housing to develop 60 ownership units in Shaw and 60 rental units in
Columbia Heights. We suggest the District consult affordable developers, as well the
previously mentioned cities to determine the appropriate in-lieu fee structure for the
District. In order to avoid issues faced by current ADU owners and San Francisco,
construction quality should be monitored on any IZ unit, no matter where it is produced.

Recapture and Recycle

San Jose’s subsidy recapture program was designed with economic advancement and
minimal administrative costs in mind. The city wanted to ensure both a funding source
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for its affordable housing programs as well as the ability for IZ owners to have access to
the appreciation of their homes and more easily move into the open market if they need to
sell. For lower-income, first-time homebuyers, ownership property is often their largest
and most important asset. The District’s policy of permanent resale restrictions maintain
the responsibility and financial challenges of homeownership for IZ owners, but
eliminate any return on investment related to property, neighborhood and general real
estate price improvements. Though this paper is not promoting this model, permanently
restricted ownership units are better suited for those in higher-income categories with
access to wealth through their families (who often own unrestricted property) or through
their educational/job opportunities.

The District should consider both San Jose’s recapture model as well as the recapture
model detailed in draft legislation for the Housing Production Trust Fund, which
responds to economic differences across the city (see Appendix I). Another consideration
is recapturing the “subsidy” within the unit itself, keeping the unit affordable to different
income categories for a longer period of time. In this scenario, the IZ owner will sell the
unit at the market price, with the AMI of the buyer capped by a formula managed by
DHCD. The assumed subordinate loan/subsidy will provide down payment funding and
lowers the cost to the new buyer. The original buyer only receives gains based on
increases in property value. The below examples are based on an 80% AMI unit sold at
$200,000 but with an original market value of $400,000. Market Increase refers to
potential appreciation on the market, the AMI increase is set at 3%, while the other
columns refer to the maximum AMI category that could afford to purchase the unit after
5,10 or 15 years.

Figure 5: In-Unit Subsidy Recapture and Resale

Market Incr. AMI Incr. 5yr AMI 10yr AMI 15yr AMI
3% 3% 80% 80% 100%
5% 3% 100% 100% 120%
7% 3% 100% 140% 160%

Condo Fee Structure

As exhibited in the District, San Francisco and Boston, rising condo fees threaten to and
have economically forced out ADU and IZ owners. Even though San Jose’s recapture
model allows owners to easily sell if fees rise beyond their ability to pay, this is not a
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viable, long-term policy. People become owners in order to avoid ever-increasing rents,
benefit from stable mortgage payments, and to have a say in the common fees they will
pay in their buildings. Condo fees are the only uncapped housing expense for IZ buyers,
who get fixed rate loans and have real estate taxes capped by the District. These fees
represent a much larger percentage of the housing payment for IZ buyers than market
buyers. Why should the District and other jurisdictions continue to create and monitor
ownership opportunities that price out low and moderate-income owners? Even if these
owners are still able to find a buyer in their income category to sell to, why should the
District support a policy that forces even a working person out of their home?

When it comes to on-site IZ units, the District needs to cap or somehow reduce the
potential increases of condominium fees. Condo documents for mixed-income buildings
should impose a ‘par value system’, where original fees are set based on relative prices
and increased on the same annual percentage as all other fees. Alternatively, condo fee
increases in IZ units could be capped at the inflation rate. The differentiation of condo
fees for IZ owners institutionalizes a subsidy by other owners in the building, whose
condominium fee increases will have to cover more than their square footage share of the
expense.

This system comes with its own challenges. San Francisco’s Office of Housing reacted to
the idea with fear that it would cause even more bitterness from market rate owners,
creating hostile living environments for IZ owners as took place in Massachusetts. In
order for such a system to work in the District, it would have to be fully disclosed to each
buyer before they purchase. The District should consult with Massachusetts law makers
regarding the 2010 bill that proposed capped condo fee increases to see if there are any
helpful lessons learned. Without some sort of condo fee structure for on-site units, IZ
owners risk being priced out and the District risks increased administrative costs and
challenges.

Flexibility, leading to Success

All of these recommendations are made with flexibility in mind, for both the owners and
the District government. The Center for Housing Policy notes that “the underlying
challenge for the field is that many [Inclusionary Housing] policies lack the flexibility to
adapt to changing market conditions... Strengthening policies to be more dynamic in the
face of unexpected price dips (or spikes) is a key area where policies can improve.”3? We
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believe this dynamism can come from a combination of the above recommendations and
that the following three things hang in the balance: 1) the financial well-being and
economic advancement of lower-income households, 2) the administrative capacity and
costs for DHCD, and 3) successfully meeting affordable housing development goals. The
District has a golden opportunity to make the ownership side of Inclusionary Zoning not
only work, but excel.
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Appendix I

From the beginning, IZ ownership, specifically permanent resale restrictions, has been
controversial. Opponents to permanent resale restrictions were concerned about the affect
on the economic advancement of lower income households. In essence, they believed that
the design of IZ ownership units took away the only asset many lower income families
have, making the units more akin to rental or limited equity cooperatives. Some of the
groups that came out in opposition included Anacostia Economic Development
Corporation, Columbia Heights Economic Development Corporation, H Street CDC,
Howard University Law Center, and Manna, Inc. Howard University Law Center went as
far as threatening a discrimination law suit against permanent restrictions, claiming that it
targeted and disadvantaged minority households in the District.

As application of IZ principles trickled down into other ownership development,
Councilmember Michael Brown convened a taskforce on homeownership policy
supported by local funding. Below is a summary of the taskforce discussions and
outcomes.

1. Timeline

* July 2010 - Former Councilmember Michael Brown’s Committee of Housing and
Workforce Development convened a taskforce consisting of 30 affordable housing
experts and local government officials to explore long-term affordability restrictions
associated with DC-funded affordable homeownership programs.

+ October 2010 - November 2011 - The taskforce met 5 times, exploring the various
facets of resale restrictions and examining the fiscal impact various models would
have on homebuyers and the city government. Those models included shared
appreciation/appraisal-based resale formula, AMI resale formula, Affordable
Housing Cost resale formula, Recapture and recycle.

+ 2012 - Since it was concluded by the majority of the working group that the District
had different types of “markets” within the City, Councilmember Brown’s office
drafted the Affordable Homeownership Preservation and Equity Accumulation
Amendment Act of 2011, which introduced different resale restricted periods, with a
permanent recapture and recycle provision. The legislation was then passed to the
Mayor’s Housing Task Force.

* 2013 - The Task Force did not make a specific recommendation on the legislation.
In April 2013, the Coalition for Nonprofit Housing and Economic Development
came to consensus on supporting the legislation, adding that developers were free to
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add other covenants and had the right of first refusal. CNHED is working to bring
this to the City Council.

2. Why neighborhoods are treated differently

It was decided that a neighborhood like Columbia Heights had a completely different
income/marketability/ and social appeal to it than a neighborhood like Ivy City. As a
result, a uniform policy would not work for both areas. The group defined areas as
“distressed” or “non-distressed” neighborhoods.

Defining what a distressed neighborhood is based on the demographics of the
neighborhood. Upon examination of the various census tracts, it was found that the
majority of tracts that have a 20% poverty level or higher also had a homeownership rate
of 42% or lower. This became the definition of what a distressed neighborhood is.

Finally, it is difficult to sell restricted units in general, and especially in distressed areas.
Market rate units have fallen in price in many distressed neighborhoods. Few buyers are
going to pay just a little less than what is on the market and accept the current long-term
restrictions. Affordable housing developers are backing themselves in a corner, and the
homebuyer is getting very little.

3. Affordable Homeownership Act of 2011

« Option A. - Distressed Market: 5 Year Resale-restricted period with a
permanent Subsidy Recapture and Recycle Provision. - Rewarding homeowner
“pioneers” with more asset appreciation in areas that are less developed. This also
acknowledges the fact that certain neighborhoods need additional subsidy simply to
make new construction feasible and that homeowners will not likely purchase
housing units with complex resale restrictions if the price is only nominally lower
than other housing units in the same neighborhood that do not have any restrictions
associated with them.

- Option B. — Non-Distressed Market: Longer-term resale period (15 year) with
permanent recapture and recycle provision. This approach would prioritize
affordability preservation in areas of the city ‘ vith incredibly high housing costs.
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DC’s Uniqueness

¢ DC is targeting lower income groups in its IZ ownership
program: 50% & 80%AMI

% AMI targets for IZ units in comparable cities:
# Boston: 80% & 100%AMI
¢ San Francisco: 70% & 90% AMI
# San Jose: 50%, 80% & 120% AMI



'ADAPTIon is the key!

@, Administrative prowess
4 Deal with common fees
4 Advancement for owners
% Produce longer-term units

% T ake steps now



¥

Administrative prowess

¢ Current issues
4% so many units and varying covenants (see handout, p.1-2)
# confusing messages to interested/current owners |

# inflexible policy that cannot react quickly

& How to ADAPT

% staff with adequate knowledge of affordable
homeownership, sales, lending, and development

% full disclosure to and education of interested buyers

_ % more flexible policy



Deal with condo fees

# Current issues
4% uncontrollable, escalating condo fees (see handout, p.3)
% pricing out IZ owners

~ 4 alienation of IZ owners in their condo associations

¢ How to ADAPT - for on-site IZ units

# require par value condo fee calculations

4% control condo fee increases (look into Massachusetts
attempt to pass legislation)



¢

Advancement for owners

# Current issues

© regular sales expenses eating up gain in maximum resale price
(see handout for 50% AMI resale example, p.3)

% HPAP is not available again

~ # funneling owners back into affordable market or out of DC

# How to ADAPT (see handout, p. 4-6)

4 Include 5% realtor fee into resale price

% Santa Fe - recapture method

% San Francisco - exceptions for units on the market over 6 mos.
# Boston - allowable increases to resale price and AMI omﬁm@oJ\

- .- % Recapoture within IZ unit



¢

Produce longer-term units

# Current issues

% |Z unit size based on developer choices

4 creation of mostly small units

# little focus on growing families or longer-term residency

# How to ADAPT

" & Create off-site units through in-lieu fees:
4 allows for Qmm:o: of larger units
@ protects owners ¢03 condo fee hikes

% Use in-lieu fees for increased downpayment assistance



I Take steps now

¢ How to ADAPT

# Better coordination of governmental agencies
- # Create a system that can adapt quickly

# Ensure input from end users and folks who understand
affordable homeownership, sales, lending, and
development

& Consult comparable cities about their models and
challenges

# Use lessons learned to standardize and improve ADU
system




Inclusionary Zoning Ownership - Lessons for the District from Comparable Cities
Handout to accompany presentation by Manna, Inc.
for DC Zoning Commission

October 1, 2013

List of various covenants (2005-2009)

Creator / Project Name Date erm of Description
IAdministrator Completed [Restriction
DHCD Kenyon March 2009 ROyr from {Does NOT Survive Foreclosure. Limits
Manor, Nov 2004  [resale to buyers with income less than 80% of
Kenyon St NW| AMI.
Zoning Union Row 2008 20 yrs Survives Foreclosure. Limits resale to buyer
Comm. / 2125 141 ST renewable  [with income below $50,000, increased
IAdministrator [NW with any  |annually by AMI percentage increase, limits
INOT Identified future sale [future sales price to original price plus CPI;
requires Y2 of profit above CPI rate at end of
20yr restricted period back to DC
overnment.
INCRC / City Vista 470 Oct 2008 R0 yrs Survives Foreclosure. Limits resale to buyer
Successor .St /475K in same AMI category as original buyer. Sets
|Agency Deputy ISt NW lannual price increase limited to CPI
Mayor Econ 189 Units " lcumulative % increase for Washington DC
Dev market.
DHCD Home [Valtisse 320 V [Feb 2008 10 yrs Survives Foreclosure. Limits resale to buyers
Again / DHCD [StNE with income less than 80% of AMI, at the 4
2 Units person house hold level.
Zoning Chase Point 2007 20 yrs Survives Foreclosure. Limits resale to
Comm. / 5401 Western renewable |'income eligible buyer from a list availabie
IAdministrator [Ave NW with any from DHCD pool of applicants for home
INOT Identified future sale purchase assistance programs”, limits future
isales price to original price plus CPI, requires
% of profit above CPI rate at end of 20yr
period to DC government.
DHCD / Atonatl , 3125 |August 2008 (15yrs Survives Foreclosure. Limits resale to buyers
DHDC Mt Pleasant with income less than 80% of AMI - at a
ST NW price determined solely by DHCD to be
12 units I:[flfordable to a person in that income category
d providing a ‘fair return’ to the original
buyer.
Manna Inc./ 1441 Feb 2006  [Length of [Does not Survive Foreclosure. Requires
Manna, Inc. Fernwood, ownership / payment under a Personal Covenant of
1441 Spring - 10 years on ($100,000 of pre-existing equity to Manna
Rd NW Profit upon sale at any time. Limits profit to 10% of]

capital gain for each year owned.




INCRC/ Tivoli Square [Dec 2005 {20 years Survives Foreclosure. Limits resale to buyer
Successor 1340 Monroe in same AMI category as original buyer. Sets
Agency Deputy [St NW nnual price affordable to new buyer;

Mayor Econ ommits NCRC to purchase at set price if no

Dev uyer found; if NCRC does not purchase,

llows unrestricted sale with 10% of profit
retained for each year of ownership.

INCRC / Verona Parc, [Nov 2006 20 years Survives Foreclosure. Limits resale to buyer

Successor Chapin St NW [Jan 2007 in same AMI category as original buyer. Sets

Agency Deputy |6 Units annual price affordable to new buyer;

Mayor Econ  [Barecelona commits NCRC to purchase at set price if no

Dev Euclid STNW buyer found; if NCRC does not purchase,

7 Units allows unrestricted sale with 10% of profit
retained for each year of ownership.

Zoning Fedora , 1400 [Nov 2006 20 yrs Survives Foreclosure. Limits resale to buyer

Comm. / Belmont ST renewable [in same AMI category as original buyer. Sets

Administrator [NW with any 28% cap on new buyer % of income allowed

INOT Identified. 4 Units future sale  [to be used for monthly payment; requires /2 of

profit above CPI rate at end of 20yr restricted
period back to DC Housing Fund.

Zoning Danbury June 2006 20 yrs Survives Foreclosure. Limits resale to buyer

Comm. / Station, renewable [in same AMI category as original buyer. Sets

IAdministrator |[Danbury ST with any ~ [28% cap on new buyer % of income allowed

INOT Identified [SW future sale  [to be used for monthly payment; requires 2 of
18 Units profit above CPI rate at end of 20yr restricted

period back to DC Housing Fund.

DHCD [Woodson [Est Jul 2007 (15 years Survives Foreclosure. Requires resale to
Heights buyer in AMI category of original buyer, tied
50th St SE to HOME Grant funds that are forgiven at end
86 Units of 15 years.

DHCD Madeline Dec 2006 |5 years [imits resale to buyer less than 80% AMI.

Homestead Gardens
1210 Holbrook
Ter NE
30 Units

Manna Inc./  [Madeline Dec 2006 [Length of [Requires payment under a Personal Covenant

Manna, Inc.  Gardens ownership  of $30,000 to $60,000 of pre-existing equity
1210 Holbrook| to Manna upon sale at any time.

Ter NE
30 Units

Manna Inc./  |Oakshire July 2006  [Length of [Requires payment under a Personal Covenant

Manna, Inc.  |Oakdale Place, ownership / |of $90,000 - $110,000 of pre-existing equity
NW 5 yearson [to Manna upon sale at any time. Limits profit
9 Units Profit to 20% of capital gain for each year owned.

Manna Inc./  [Capital Corner June 2006 |[Length of  [Requires payment under a Personal Covenant

Manna, Inc. K St. NE ownership / |of $100,000 of pre-existing equity to Manna
2 Units 5 years on  jupon sale at any time. Limits profit to 20% of]

Profit lcapital gain for each year owned.




ADU Condo Fee Increases by Building

Condo Project Location 0;;98';' ?‘ch :Bﬂo CFuer ;:'}fogfjo Change
Chase Point Friendship Heights $324.00 $700.00 116%
Fedora Columbia Heights $166.00 $351.00 11%
Barcelona Columbia Heights $169.00 $350.00 107%
Kenyon Square Columbia Heights $280.00 $520.16 83%
Verona Parc Columbia Heights $214.35 $354.00 65%
Union Row Columbia Heights $375.00 $485.00 - 29%
(B):Blld\l/rl\zt: Kand L Mount Vernon $343.00 $378.29 10%
Note: This data was collected from a sample of ADU owners in early 2012. Original condo fees are from
when owners moved in, which was from 2006-2007.

50% AMI resale example, 2-bedroom condo

Initia_l purchase Resale in 2015 Homeow_nership
in 2009 gain
Buyer income, 2- [$40,000 Max New Buyer $43.000
person 50% AMI income (1% per year) ’
Condominium Maximum resale pric Max resale -
SglesoPricleu $120,000 (usin“ Iz‘isf‘n?uf ; ©l $139,200 initial price
g 14 tormuia (gain): $19,200
HPAP Down Seller Closing costs $4.176
Payment $40,000 (8%) '
First Trust Loan | $80,000 Realtor (5%) $6,960
Gain - resale
Total resale costs $11,136 costs (actual):
$8,064
Amount paid on
mortgage 98,552
Actual +
mortgage paid:
$16,616

In 2009, buyer had access to $40,000 to help afford home. In 2015, buyer does not have
access to HPAP again and has $16,616 to put toward another purchase ($23,384 less then



they had in 2009). This is a best case scenario, and it’s possible that folks could walk
away with less.

San Jose - recapture model

Specific to IZ ownership units, San Jose has a subsidy recapture program. IZ owners do
not face resale restrictions and thus can sell their units at market rate. Upon the sale of
the unit, an owner will pay back the difference between the original contract sales price
and the appraised value at the time he/she purchased; any equity appreciation goes to the
owner. For example, a moderate-income buyer purchases a unit for $230,000 that is
worth $430,000. The $200,000 “subsidy” is recorded as a deferred soft second on the
property. When the owner sells 10 years later, the unit sells for $530,000; the owner pays
the $200,000 “subsidy” to the city and retains the $100,000 appreciation of the unit,



minus any costs associated with the sale. Owners can also choose to sell to another buyer
in a similar income category as long as the subsequent owner agrees to assume the
$200,000 soft second. San Jose uses any recaptured funds for the perpetuation of other
affordable housing programs.

San Francisco - exceptions for units on the market over 6 mos.

San Francisco’s IZ units are permanently restricted. Maximum resale formulas include
5% for use of a realtor and the inclusion of up to $2,000 of any special assessments paid
by the owner. Because of resale issues, the city has come up with options for IZ owners
that need to sell. If an IZ owner is unable to find a buyer for six months, San Francisco
will allow the following options: (1) renting out for a year; (2) selling to someone who is
not a first-time homebuyer; and (3) obtaining a waiver to exceed AMI category by 20%,
but never above 120% AMI.

Boston - allowable increases to resale price and AMI category

1Z units have 30 year resale restrictions, with a subsequent 20-year extension. The
maximum resale price assumes an increase of 5% per year of the initial sales price, as
well as realtor and sales fees. If these increases to the resale price go beyond what is
affordable to the targeted income levels, Boston has three options: 1) purchase the unit
and sell at a lower price; 2) permit a higher income buyer to purchase the unit; or 3) give
downpayment assistance to the next buyer. A reserve fund exists for Boston to buy back
units; part of this fund comes from in-lieu fees.

Recapture within IZ Unit

Another consideration is recapturing the “subsidy” within the unit itself, keeping the unit
‘affordable to different income categories for a longer period of time. In this scenario, the
1Z owner will sell the unit at the market price, with the AMI of the buyer capped by a
formula managed by DHCD. The assumed subordinate loan/subsidy will provide down
payment funding and lowers the cost to the new buyer. The original buyer only receives
gains based on increases in property value. The below examples are based on an 80%



AMI unit sold at $200,000 but with an original market value of $400,000. Market
Increase refers to potential appreciation on the market, the AMI increase is set at 3%,

while the other columns refer to the maximum AMI category that could afford to

purchase the unit after 5, 10 or 15 years.

Figure 1: In-Unit Subsidy Recapture and Resale

Market Incr. AMI Incr. 5yr AMI 10yr AMI 15yr AMI
3% 3% 80% 80% 100%
5% 3% 100% 100% 120%
7% 3% 100% 140% 160%




