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that would be captured in a citywide approach. Key features of the suggested
approach include:

e Increase exemptions for projects and areas. Exempt certain geographic
areas, such as areas with high poverty concentrations or redevelopment
areas meeting their affordable housing obligations within their boundaries.
Increase the threshold for small project exemptions, currently at nine units.

e Create more compliance options, such as an in-lieu fee and/or compliance
by building unregulated housing that achieves affordability through design
or by location. Use the in-lieu fee to achieve other goals, such as
deepening affordability in rental projects, allowing an equity share for
homeowners while continuing affordability for homeownership units,
and/or improving tenant services in multifamily developments

» Modify homeownership options to enhance feasibility, including targeting
households with moderate incomes. Allow owners to achieve equity more
comparable to the marketplace.

Staff is seeking feedback on the general policy direction, and, if changes are
desired, on the approaches for improving flexibility and for expanding the
ordinance citywide. If Council wishes to move forward with policy alternatives
two or three on page two, staff recommends that a well defined stakeholder
group which includes neighborhood representatives, builders, and advocacy
groups be appointed to work out the details of several key provisions, such as
exemptions, options and targeting.

Policy Considerations: Provision of affordable housing and creation of
integrated communities are City of Sacramento priorities that the inclusionary
housing program seeks to address. Program five of the Housing Element of the
2030 General Plan notes the importance of Inclusionary Housing and commits
the City to exploring possible expansion of the ordinance citywide. This
workshop begins that discussion with the Council, stakeholders and the
community.

Environmental Considerations:

California Environmental Quality Act (CEQA): This is not a
project as defined by the California Environmental Quality Act
(CEQA) [CEQA Section 21065 and CEQA Guidelines Section
15378 (b)(4)].

Sustainability Considerations: The items discussed through the
Inclusionary Housing Workshop are consistent with the goals, policies and
targets of the City of Sacramento Sustainability Master Plan. Inclusionary
housing policies help implement the Sacramento Area Council of
Government (SACOG) Blueprint, a target of the “Urban Design, Land Use,
Green Building and Transportation” focus area of the master plan by
ensuring that new residential projects include units affordable to a diverse
range of income groups.
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» Berkeley allows condominium projects to be rented at an affordable rent
until affordable sales are feasible.

e Concord and San Diego both have provisions that allow exemptions for
projects in redevelopment areas.

e Pasadena “tiers” its in-lieu fee to four sub-markets of the City, reflecting
different land values among the four areas.
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B The results of the analysis demonstrate that for each of the prototypes, as the City allows
developers to sell inclusionary units to higher income households, developer returns improve
relative to projects subject to the current inclusionary requirements. This means that the changes in
requirements would allow projects to achieve financial feasibility when market rate housing unit
prices are lower than would otherwise be the case.

B Developers of large scale suburban single-family home and small lot/cluster home projects, who
can partner with affordable developers to build multifamily rental units under the existing
requirements, will likely continue to choose to partner because this option is most financially
attractive of any of the options considered in this analysis.

B Tor suburban condominium developers and small single-family developers, who cannot partner
with affordable rental housing developers, an updated policy that allows developers to target
inclusionary units to higher income households will help them to increase profitability and make
their projects more economically attractive.

® Updating the inclusionary ordinance to allow developers to comply with inclusionary
requirements using one of the potential policy options that allows a higher maximum price for
inclusionary units than under current policies would be more attractive to developers. This might
encourage housing starts at a point in time that market housing prices are lower than would be the
case if the current inclusionary requirements are maintained (i.e., earlier in the housing market
recovery cycle).

B Developers of small single-family and condominium projects already build for-sale inclusionary
units under existing policy, since they do not currently have a more attractive option. Modifying
the requirements for these types of projects could increase the share of affordable units built for
sale to the extent that increased feasibility due to policy medifications may bring additional small-
scale single family and condominium developments to market.

B Although developers may find the production of on-site units marketed to households with
incomes that are up to 110 percent of AMI more financially attractive than current requirements, if
restricted prices for inclusionary units are relatively close to market rate prices, the developer may
not be able to successfully market the affordable units. Thus, developers must consider a
combination of financial viability and marketability when choosing among compliance options.
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inclusionary requirement by partnering with affordable housing developers and contributing land or
other external subsidies. However, as smaller developers often do not have the land, resources, or
connections to partner with affordable housing developers, they typically must construct their
required affordable units on-site.

To date, the existing inclusionary ordinance has been very successful in developing new affordable
housing units. However, the vast majority of the affordable units produced were rental units built
through partnerships with affordable housing developers. As the City Council deliberates updating
the ordinance to potentially include arcas not currently subject to the inclusionary ordinance (e.g.,
downtown), it is also interested in learning how the City might modify the ordinance in order to
secure greater numbers of inclusionary for-sale units, address the unique challenge of infill
development, and also provide flexibility to smaller single-family developers and condominium
developers who are currently unable to satisfy their inclusionary requirements through partnerships
with affordable developers due to various factors, particularly in the current “down” housing
market.

This report provides the economic information necessary to inform future Council discussions
regarding Mixed Income Housing Ordinance updates and potential in-lieu fee allowances.

Purpose of Report

The report analyzes the cost of developing various residential product types that can be expected in
Sacramento’s new growth areas. [t analyzes the financial effect of applying different inclusionary
housing requirements to these prototypes, to provide insight into what modifications might be
necessary in order to create market incentives for developers to provide greater numbers of on-site
inclusionary for-sale units.

In addition, the report establishes the basis for an inclusionary housing in-lieu fee. In-lieu fees can
serve as a method of compliance that is an alternative to building affordable units within a market
rate project. Three different in-lieu fee calculation methods were analyzed, to allow the City to
evaluate the pros and cons of various fee levels and to identify the cost to replace the unit that
would otherwise have been built by the market rate developer. The residential prototypes are then
tested to identify the ways in which an in-lieu fee would affect the financial feasibility of
development. Based on these analyses, the report outlines the primary elements of an in-lieu fee
policy, namely the target income groups for affordable units and the corresponding in-lieu fee
amounts.

Stakeholder Advisory Panel

To provide for stakeholder input into the study process, SHRA organized an Advisory Panel that
included representatives from different areas of interest, including market rate developers,
affordable housing developers, land brokers, building industry representatives, and affordable
housing advocates. Appendix A contains the Advisory Panel roster.
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Rental Housing

Table 2 contains data on the City of Sacramento’s residential rental market, drawn from RealFacts,
a private data vendor that surveys apartment complexes with 50 or more units. The RealFacts
database contains data for projects containing 40,185 rental units in Sacramento.

The data show that the Sacramento rental market is relatively strong compared to the for-sale
market. Between 2006 and 2007, average rents rose from $894 to $908, a 1.6 percent increase. In
fact, the City’s rental market has experienced steady gains since 1999, with average rents rising by
41 percent over the last eight years. While for-sale housing has become more affordable over the
last few years, this information indicates that the same is not true of rental apartments.

The City of Sacramento also shows strong but varying occupancy rates. Between 1999 and 2002,
occupancy rates were above 95 percent, but dipped below this threshold starting in 2003 due to the
development of approximately 2,300 new units in 2003 and 2004. However, starting in 2005, the
market absorbed many of the new units and occupancy rates began to climb. Real estate
economists consider a 95 percent occupancy rate a sign of a “balanced” market, allowing sufficient
choice and mobility for tenants, while supporting adequate rents for property owners. As
occupancy rates rise above 95 percent, the market becomes increasingly tight, demand exceeds
supply, and rents rise. Year-to-date data for Sacramento show a 93.6 percent occupancy rate in
2007, indicating that the rental market is nearing equilibrium.

Sacramento County as a whole has also shown a stable rental market in recent years. Between
2006 and 2007, rents rose from $914 to $922, a 0.9 percent gain, while occupancy rates increased
1.3 percent from 91.9 percent to 93.2 percent. Although countywide average rental rates exceed
rates within the City, complexes in the City tend to have marginally higher occupancy rates,
indicating that renters are marginally willing to trade off newer units in the County to live in older,
less expensive units within the City.
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Housing Production

While housing production in Sacramento has fluctuated over the last decade, building permit data
from the U.S. Census indicates a marked decline between 2006 and 2007. Between 1998 and
2006, annual units permitted in the City of Sacramento increased from 424 in 1998 to 3,388 in
2006, with a peak of 6,016 units in 2003. During this time period, single-family homes represented
approximately two-thirds of the housing production, with multifamily housing representing the
remainder. By 2007, housing production had dropped to 1,973 units for the year (see Table 3).
Although this production level represents a substantial reduction from the peak of 2003, the total
was still greater than the annual totals from both 1998 and 1999.

Table 3: Residential Building Permits, 1998-2007

10 Year Tota
Building Type 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 Number __Percent
Single Family 350 prz f9s 270 3242 3603 3155  1.8% 178 1.7 20,43 E6.8%
2 Family 18 0 2 16 40 56 96 0 10 a 248 0.6%
3 &4 Family 0 8 15 8 3 4 12 kel 121 40 282 0.9%
5 or More Family 56 184 18 828 1,48 2,353 989 1,185 1,472 538 9,902  316%
Total 24 1114 2769 3,502 3,733 8016 4252 5,082 3,388 1973 REIETE) T00%

Sources: U.S. Census, 2006, BAE, 2005.

The City recently quantified the City’s housing unit production objectives as part of its 2008
Housing Element update. Estimates from the Draft 2008-2013 City of Sacramento Housing
Element project approximately 7,492 new single-family units and 7,199 new multifamily units in
the City through 2013, for a total current capacity of 14,691 new units, assuming no new rezoning
occurs.

This figure does not include additional capacity in North Natomas, as the Federal Emergency
Management Agency (FEMA) has declared that the North Natomas area is located in a flood
hazard zone following levee tests that indicated that the levees are not adequate to protect against a
30-year flood. Thus, development in the North Natomas growth area will be subject to a
moratorium effective January 1, 2009 until the levees can be repaired to a minimum 100-year flood
protection standard. Until the Federal Government removes the area from the flood hazard zone,
the moratorium will continue, resulting in fewer new homes being built in Sacramento.  Once
levee Rimprovements are completed, the Natomas Basin could accommodate an additional 7,310
units.

" Vellin ga, Mary Lynne, and Mall Weiser. “Levee Report Shocks City: Feds Plan Tough Restrictions that
could Halt Building in Natomas and Require Flood Insurance.” Sacramento Bee. January 16, 2008.

x Draft 2008-2013 City of Sacramento Housing Element, page H 5-13.
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Tahle 7: Primary Cost and Revenue Assumptions

| Flanned Unit Developments
Suburban SFR Suburbran SFR Small Lot/Cluster Suburban Condo Urban Infill
=30 units =100 units SFR, =100 units 100-200 units Condo, 100 units

Project Characteristics (a}

Number of Units 16 103 118 135 92
farket Rate 16 100 114 131 39
Affordable o 3 4 4 3

Site Acreage 34 19.8 11.2 4.5 1.1

Density (UnitsfAcre) 5 5 11 30 a5

Zoning R-1 R-1 R-1A R-3 RMK-UN

Lat Size 5,000 5,000 2,500 nia na

Average Mkt Rate Unit Size 2,200 2,200 1,600 1,200 850

Average Affordable Unit Size 1,500 1,600 1,300 1,000 650

Common Area nia nia nia 10% 10%

Perking Type Garage Garage Garage Garage Podium

Parking Spaces/Unit 20 2.0 20 20 10

Guest Spaces!15 Units nfa nia nia 1.0 0.0

Garage Sq. Ft. for SFR# Phg Spaces for MFR 400 400 400 400 g2

Sale Prices/Rents [b)

Market Sde Price/Rent 557,500 $387, 500 $350,000 $300,000 $300,000

Very Low (50% AMI) $131,048 $131,048 $131,048 $83,137 $56,528

Low (B0% AMI) $209.676 £200,676 $209,676 $153,803 $111,968

100% AM| $262 098 262,005 $262,0%6 201,080 $148,661

110% AMI $288,305 §288,305 $286.305 §224 706 $166,534

Maderate {120% AhI) £314,514 3314 514 $314.514 $248,331 $185,207

Annual HOA Fees $4,800 $5.400

Development Costs (a)

LandSquare Foot $10 35 S10 $10 %125

Wkt Rate Corstruction Costs (Per Sq Ft) $a0 5 575 $100 $240

Affordable Construction Costs (Per Sq Ft) $ao 575 §75 $100 $240

On and Off-Site Costs/Unit 40,000 $40,000 547,500 $55,000 $12,000

Fees/Unit $21,700 $48,500 48,500 $26,100 $12,500

Devdoper Contribution/Affordable Unit $29,050 $29,050 $29,050 $29.060 $29,080

Wrap Insurance/Unit nia nja nfa $18,000 $18,000

Other Scft Cests (AS % OF HARD) 20% 20% 20% 20% 20%

CestiSq. A or Cost/Parking Space S35 ®ms $35 535 540,000

Guest Parking CostiSpace nia nia nia $1,000 na

Construction Financing (b}

Interest Rate 7.5% T7.5% 7.5% 7.5% 7.5%

Period of Initial Loan (months) 12 12 12 12 12

Initial Construction Laan Fee (paints) 2.0% 2.0% 2.0% 2.0% 2%

Average Quistanding Balance 60.0% 60.0% B0.0% 60.0% 60%

Loan to Cost Ralio 70.0% 70.0% 70.0% 70.0% 0%

Minimum Required Return on Costs (b}, (c) 120% 12.0% 12.0% 12.0% 12.0%

Total Dev't Cost per Unit $403,658 $369,360 §323.259 317,228 $482,807

Total Dev't Cost Without Land $319.533 $327 475 5281,774 $302,708 $418,748

Notes:

(a) Based on developer inteniews, BAE research, and City of Sacramento and SHRA staff input.

Prototypes reflect recently built projects in Sacramenta, in addition to likely product types in future.
{b) Based on developer interviews and BAE market research
(&) Represents the minimum profit as a percentage of total costs that the developer would require in order to undertake the project. This number will decrease & the
market improves and developers become more opimistic about future home valuss.

Source: BAE, 2008
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and cash subsidies, developers currently contribute approximately $44,000 per atfordable unit, or
$7,000 per market rate unit. " This option would create the greatest parity in terms of the financial
contributions required of larger developers and the smaller developers, However, in order for this
fee to substitute for actual construction of required inclusionary units, SHRA would need to
continue to provide additional subsidies for affordable units. As the market recovers and land
values increase, the value of the contributions would increase, and the equivalent in-licu fee should
increase commensurately.

Option 2: Affordable Rental Unit Financing Gap

This option calculates the in-lien fee on cost to build an affordable unit, less the size of the
permanent mortgage loan that an affordable rental housing developer can obtain, less the equity
that they could generate by selling Low Income Housing Tax Credits (LIHTCs). Currently, this
option results in an in-lieu fee of $24,400 per market rate unit.

The following formula summarizes this method:

(Development cost of an affordable unit in Sacramento) — (Portion of costs that can be financed
through a permanent mortgage) — (Equity raised through sale of LIHTCs) = In-Lieu Fee

The development cost of an affordable unit was based on interviews with local affordable
developers, SHRA staff, and market information. This analysis resulted in a total current cost of
$254,400 per affordable unit.

The supportable loan for this affordable unit was then calculated based on the net operating income
(NOI) generated by the unit and typical financing terms encountered by affordable housing
developers. This calculation led to a supportable loan of $44,500 per unit. In addition, the project
could raise §56,100 per unit in Low Income Housing Tax Credits (LIHTC). This does not include
additional subsidies from SHRA.

The difference between the affordable unit cost and the supportable loan plus LIHTCs results in an
in-licu fee of $153,800 per affordable unit, or $24,400 per market rate unit. However, if liquidity
in the LIHTC market and the value of tax credits continue to decrease, the affordable unit financing
gap will increase. Appendix E shows the assumptions and pro-forma analysis that calculate the
affordable unit financing gap. '

Option 3: For-5ale Affordable Price Write-Down

This calculation bases the in-lieu fee on the difference between the cost to build a market-rate unit
(net of developer profit) and the weighted sale price affordable to very low- and low-income
households. It assumes that two-thirds of the inclusionary requirement is targeted to very low-

13

This is higher than the estimated current value of large-scale developers’ contributions to their affordable
housing developer partners under current requirements. This amount was calculated based on the value of
improved land, whercas under the partnership model, developers contribute unimproved land.
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affordable housing partners generate additional sources of revenue to subsidize the affordable units
that otherwise would have been required. Setting fees at higher levels may not be attractive to
developers of large projects who can currently partner with off-side affordable housing developers.
Even at the higher levels, an in-lieu fee option may be attractive to developers of smaller projects,
who do not currently have the option to partner with affordable housing developers. These smaller
developers may benefit from the extra flexibility an in-lieu fee would give them to comply with
inclusionary requirements.
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Five Percent Very Low, Ten Percent Low, All For Sale
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Five Percent Median, Ten Percent 110% AMI, All For Sale
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Appendix D-1: Affordable Rental Project Assumptions

Affordable Rental (a)

Project Characteristics

Mumber of Units (b} 168
Very Low (50% AMI) 168
Site Acreage By
Lot Size 378,972
Density {Units/Acre) 20
Average Affordable Unit Size, Sq. Ft. 1.000
Common Area 15%
Parking Spaces/Unit 2
Farking Type Surface
# Resident Spaces 338
Guest Spaces/Unit 0.07
Parking Type ) Surface
# Guest Pky Spaces 1
Net Operating Income
Annual RentVery Low {50% AMI} Unit $9,582
Annual Operating Cost/Unit (c) $5,800
Qccupancy Rate 95%
Development Costs
Land/L ot Square Foot (d) $10.00
On- and Off-Site Costs/Unit $30,000
Developer Fee (e) $1,792,334
Residential
Affordable Construction Costs (Per Sg. Ft.) $110.00 assumes prevalling wage
Fees/Unit {f) $26,100
Other Soft Casts as a Percentage of Hard Costs 20%
Grg Cost/Pkg Space $1,000
Guest Parking Cost/Space $1,000
LIHTC Equity
Taotal Eligible Basis (g) $11,948,885 (h)
Current IRS Rate 8.3%
Number of Years for Credit 10
Current Value of Future Tax Credit {% of total credit) 95%
Permanent Financing
Debt Coverage Ratio on NOI i
Mortgage Interest Rate (i) 5.0%
Supportable Debt Service {manthly) $43,740
Tarm of Loan (years) 25
Loan Amount 57,482,107
Loan Fees/Points (i) 1.5%
Notes:

(a) Low-rise construction consists of Type V, wood frame construction.

{b} All units assumed as three bedroom/one bath.

{c} Per LISC Operating Cost database 2008. This figure includes property management fees.

{d) Land value based on suburban Sacramento values.

{e) The maximum developer fee under a four percent project is the lesser of 15 percent of the eligible basis
or $2.5 millon. CTCAC Regulations.

{f} Based on multifamily developments in new growth areas, per City staff.

{g) The portion of the eligible basis avallable for sale as tax credits.

{h) Eligible basis per mid-rise unit exceeds TCAC specified threshold basis limits. Analysis uses TCAC
threshold basis imits adjusted 22 percent to account for location and prevailing wages.

{i) Community Development Loan Officers.

Sources: City of Sacramento Regulations; Local Brokers; Union Bank staff; The John Stewart Company staff;
HUD; CTCAC; SHRA staff; local affordable housing developers; LISC, 2008; BAE, 2008.
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Appendix E: In-Lieu Fee Prototype

Improved Land Value Plus Current Cash Contributions
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