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CITY OF SANTA BARBARA


COUNCIL AGENDA REPORT

AGENDA DATE:
August 14, 2007
TO:
Mayor and Councilmembers

FROM:
Housing and Redevelopment Division, Community Development Department
SUBJECT:
Inclusionary Housing Ordinance Revisions
RECOMMENDATION:
That Council consider the recommendations of the Housing Policy Steering Committee and the Planning Commission regarding several possible revisions to the City’s Inclusionary Housing Ordinance and refer the matter to the Ordinance Committee with directions for implementation.
EXECUTIVE SUMMARY:
Some Councilmembers and members of the public have expressed concern that the City’s current Inclusionary Housing Ordinance (“Ordinance”) does not go far enough in furthering its stated goals and purposes. Council referred the issue to the City’s Housing Policy Steering Committee and Planning Commission for public hearings, review and recommendations. Those recommendations for revisions to the Ordinance are set forth herein. Council is requested to review the recommended changes and reach a consensus on which changes, if any, Council deems appropriate. 
A simple majority of the Council may refer the matter to the Ordinance Committee for further public input and for drafting the amendments to the Ordinance and introduce the ordinance at the City Council. However, Section 1507 of the City Charter requires five affirmative votes of the City Council in order to approve an amendment of the ordinance.
DISCUSSION:
Background:

This report presents information regarding possible revisions to the City’s Inclusionary Housing Ordinance, which was adopted in 2004. This Ordinance requires that all ownership subdivisions of 10 or more units, whether new construction or condominium conversions, are required to provide 15 percent of the total units as “inclusionary units.” This requirement applies equally to residential zones and commercial zones. Inclusionary units must be sold at prices affordable to middle-income households (120% to 160% of area median income). Developers are entitled to a density bonus for the inclusionary units.  Projects such as apartments that may not be sold separately are exempt from the Ordinance.

Purpose and Intent: The Ordinance incorporates a number of findings that indicate its purpose and intent. These include the following (edited for brevity):
· A lack of new inclusionary housing units will have substantial negative impacts because, without more affordable housing close to employment centers, commutes will increase, traffic will worsen, and City businesses will find it more difficult to attract and retain the workers they need.

· Development of new market rate housing (and conversion of apartments to condominiums) encourages new residents to move to the City. This increases the demand for new services, and the service providers who are in the middle and upper-middle income categories cannot afford to buy homes here. These employees may feel forced to commute long distances. 

· Santa Barbara has very effective affordable housing programs, but 90 percent of the City’s long-term affordable housing is rental housing for very-low and low income residents. There is an increased need to create home ownership opportunities for middle income and upper-middle income households, but federal and state subsidy funds are not available for these income categories.
Are Goals Being Met as Fully as Possible? Some Councilmembers and members of the public have expressed concern that the current Ordinance does not go far enough in furthering its stated goals and purposes. For example, should the Ordinance be amended to apply to smaller projects than it currently does, and should the percentage requirement for inclusionary units be increased?
Threshold Number of Units: The current Ordinance does not apply to projects smaller than 10 units. But the majority of ownership housing projects, both new construction and condominium conversions, have fewer than 10 units. Dozens of new ownership projects and condominium conversions with between 2 and 9 units have been approved in the 3 years since the Ordinance was adopted. Several more are currently in the development review process. The pace of apartment-to-condominium conversions with fewer than 10 units seems to be heating up. The current Ordinance does nothing to help mitigate the impact of these projects on the demand for affordable middle income housing. 
The Ordinance findings summarized above state that new ownership housing increases demand for services provided by people who cannot afford housing in the City. These findings are just as true for new housing projects and condo conversions with fewer than 10 units. Council may wish to lower the threshold to 2 units and apply a pro-rated in-lieu fee to projects of 2 through 10 units. This would also address the problem of developers reducing the number of units to below the threshold in order to avoid the inclusionary requirement and providing fewer and larger units instead.
Inclusionary Percentage/ Financial Feasibility: 

Some Councilmembers have expressed interest in raising the required percentage of inclusionary units above the current 15 percent. However, local developers have repeatedly stated that too high of an inclusionary percentage would make projects financially infeasible and would constitute a de-facto moratorium. In response to this, Housing Programs staff undertook the development of a set of financial models that would demonstrate the financial impact of various inclusionary percentages on the “bottom lines” of various types of projects.
The following developers, architects and housing advocates volunteered many hours working with staff to review and improve staff’s financial models, and staff wishes to express appreciation for their time and expertise: Jay Blatter, Jerry Bunin, John Campanella, Jan Hochhauser, Mickey Flacks, Detlev Peikert, Rob Pearson, Lisa Plowman, Skip Szymanski, and Craig Zimmerman.
The models confirmed that the inclusionary requirement has a significant impact on the feasibility of residential and mixed-use projects. The current 15 percent requirement does not make most projects infeasible, but increasing this to 30 percent definitely would. The impact is proportionally greater on smaller projects than on larger ones. The impact tends to be less on mixed-use projects in the City’s Central Business District (“CBD”). This is because the reduced parking requirement inside the CBD results in lower construction costs per unit; therefore, projects in the CBD would remain financially feasible with somewhat higher inclusionary requirements. 
The Housing Policy Steering Committee considered these financial models in adopting their recommendations to Council described herein. For those wanting more information, the spreadsheet models and Steering Committee staff report are available for viewing on the City’s web site at the following location: 
http://www.santabarbaraca.gov/Resident/Major_Planning_Efforts/IHOR/

Who Have the Buyers Been? Councilmembers and Planning Commissioners have expressed interest in learning more about the employment of buyers of recently-sold inclusionary units. The following is a complete list of the jobs held by the adult members of the households that purchased the last 11 inclusionary units (in random order): City of Goleta employee, engineer, college instructor, waitress, university instructor, research analyst, university graduate student, tax appraiser, teaching assistant, academic advisor, administrative specialist, non-profit program officer, graphic designer, process development engineer, local bank employee, spa/massage therapist, hotel-front desk manager, technical illustrator, pre-school teacher, registered nurse, dental-front office manager, marketing warehouse manager, housekeeper, stocker-local grocery store, and family practice physician. Every one of these jobs is on the South Coast. 
Housing Policy Steering Committee Recommendations:

Council asked the City’s Housing Policy Steering Committee (“Steering Committee”) to review and make recommendations about possible revisions to the Ordinance. The Steering Committee members are: Councilmembers Brian Barnwell, Iya Falcone, and Helene Schneider, and Planning Commissioners Bruce Bartlett, Charmaine Jacobs, and John Jostes. The Steering Committee met on this matter on April 10 for two hours and again on May 24, 2007 for three hours, heard input from members of the public, and considered issues such as whether the Ordinance should be expanded to apply to projects with fewer than 10 units, and whether the inclusionary percentage should be increased from the current 15 percent.

After reading staff’s analysis and financial models and engaging in considerable dialog with developers, housing advocates and other members of the public, the Steering Committee adopted the following recommendations through a series of approved motions:
1.
Lower the Threshold: The threshold project size to which the Ordinance applies would be lowered from 10 units to 2 units. 
· Projects (including condo conversions) of 2, 3 or 4 units would pay a pro-rated in-lieu fee, with no requirement to provide an inclusionary unit. The manner in which in-lieu fees would be pro-rated is discussed on page 8, below.
· Projects and condo conversions of 5 or more units could choose between paying a pro-rated in-lieu fee or providing the required inclusionary unit(s) on site. 

2. 
Revise the Inclusionary Percentages: The current inclusionary requirement is a straight 15 percent in all areas. The Steering Committee recommended that the required percentage vary according to the number of units and the location in the City, as follows:

· For projects in residential zones, and in commercially zoned sites outside the Central Business District, the recommended inclusionary requirements are:

· 10 percent for projects of 2 through 9 units  

· 15 percent for projects of 10 through 24 units

· 20 percent for projects of 25 and more units

· For projects in the Central Business District, the recommended inclusionary requirements are:

· 15 percent for projects of 2 through 9 units  

· 20 percent for projects of 10 and more units 
Note: The Steering Committee applied these slightly higher inclusionary requirements to projects in the Central Business District because they found that the reduced parking requirements inside the CBD would enable projects to remain financially feasible with higher percentages of affordable inclusionary units.
3.
Density Bonus by Right: The Steering Committee recommended that the current policy of granting a density bonus as an entitlement for the required inclusionary units should continue for projects of 5 and more units. Projects of 2, 3 or 4 units would pay a pro-rated in-lieu fee and would not receive an entitlement to a density bonus. The developer could still apply for a density bonus for these smaller projects, but approval of the density bonus would be discretionary. Even for projects which receive a density bonus entitlement, the Staff Hearing Officer, Planning Commission and City Council still retain their discretionary review of any requested modifications (such as parking and setbacks), and still must make any required findings. 
4.
In-Lieu Fee Amount: The in-lieu fee should be kept high enough to encourage the building of units on-site. The method of calculation was not specified by the Steering Committee. 

Planning Commission Recommendations:
The Planning Commission held a noticed public hearing on changes to the Ordinance on June 21, 2007. Five of the seven members were present. The Commission received a report on the recommendations of the Steering Committee as outlined above, and also heard input from a number of speakers. Although no formal motion was adopted, each Commissioner had an opportunity to state preferences and recommendations. Chair Jacobs summarized the comments and recommendations of the Commissioners as follows:
· The majority of the Commissioners stated that reducing the threshold to 2 units is desirable. However, the in-lieu fee for projects of 2, 3 and 4 units should be a lower percentage than for projects with 5 or more units in order to reduce the financial impact on smaller projects. The financial impact could be further reduced if the Ordinance were to allow the in-lieu fees for smaller projects to be paid later in the process. 

· The majority of the Commissioners agreed with the revised inclusionary percentages as recommended by the Steering Committee.  One Commissioner thought that the percentages recommended for outside the CBD should apply inside as well.
· The majority of the Commissioners felt that it would be valuable to make these recommended revisions to the IHO at this time. However, 2 Commissioners preferred to postpone changes until Plan SB is further underway. 
A more complete summary of the Commissioners’ comments is included as Attachment 1.

Staff Recommendations:
Staff agrees with the recommendations of the Housing Policy Steering Committee and with the comments of the majority of the Planning Commissioners. Staff has summarized these recommended changes below and has included additional recommendations that are consistent with direction from the Steering Committee and Planning Commission. Staff recommends that Council accept these following recommendations (1 through 6) and forward them to the Ordinance Committee for drafting and further review and consideration of potential legal concerns. 
1.
Smaller projects (2 through 4 units): The best way to lower the in-lieu fee for projects of 2, 3 or 4 units (in order to implement the recommendations of the Planning Commission) is to lower the required inclusionary percentage for these smaller projects. For example, for projects of fewer than 10 units outside the Central Business District, the current Steering Committee recommendation is to apply a 10 percent inclusionary requirement. Based on Planning Commission input, staff recommends that this percentage be cut in half for projects of 2 through 4 units, to 5 percent. The percentage would remain at 10 percent for projects of 5 through 9 units outside the CBD. Likewise, for projects of fewer than 10 units inside the CBD, the current Steering Committee recommendation is to apply a 15 percent inclusionary requirement. Based on Planning Commission input, staff recommends that this percentage be cut in half for projects of 2 through 4 units, to 7.5 percent. The percentage would remain at 15 percent for projects of 5 through 9 units for projects inside the CBD. The in-lieu fee would be pro-rated as described in section 5 below. 
2.
Summary of Inclusionary Percentages: The following table shows the recommended inclusionary requirement percentages for various project sizes and locations: 
	# of Units in the Project
	Projects Outside the Central Business District
	Projects Inside the Central Business District

	2 – 4
	5%
	7.5%

	5 – 9
	10%
	15%

	10 – 24
	15%
	20%

	25+
	20%
	20%


3.
In-lieu fee adjustment:  Staff recommends that the in-lieu fee calculation be modified slightly to result in a lower, more reasonable fee. The amount of the in-lieu fee should be high enough to accomplish two goals:
· It should be set so that it is more cost-effective for the developers to build the required inclusionary units on site rather than pay the fee. Note, however, that  smaller projects, where only a fraction of an inclusionary unit would be required, will generally opt to pay the pro-rated in-lieu fee instead;
and,

· If the developer opts to pay the in-lieu fee, it should be of sufficient amount for the City’s Housing Programs office to provide a substantial community benefit through the construction and monitoring of additional affordable ownership housing.
Conversely, it should not be so high as to be disproportionate to the amount of subsidy needed to “buy down” a market rate unit to a price affordable to a moderate or middle-income household. 
When the Ordinance was adopted in 2004, the amount of the in-lieu fee was $310,000, based on the formula in the Ordinance. Since then, the fee has increased to $487,700 (nearly 60 percent higher). Staff is concerned that the fee has increased to the point that it is no longer reasonable. A fee of this amount might be a hardship on projects of fewer than 10 units, where construction of the inclusionary units on-site is more difficult.  
Staff recommends a one-word amendment to the Ordinance that would bring the fee to a more reasonable level. Currently the fee is calculated as the difference between the development cost of a 2‑bedroom condominium and the maximum sale price of a low-income affordable unit. Staff recommends that the words “low-income” be changed to “moderate-income.” This revision would result in an in-lieu fee of $370,400, as shown in the following table. 
	
	In-Lieu Fee Calculations

	
	LOW
(current)
	MODERATE
(proposed)

	Median Sale Price of Condo in SB
	$670,000
	$670,000

	Cost to Build (=85% of Sale Price)
	$569,500
	$569,500

	Minus the Affordable Sale Price of a Unit in the Income Category Shown:
	($81,800)
	($199,100)

	In-Lieu Fee
	$487,700
	$370,400


In addition to yielding a more reasonable in-lieu fee amount, the proposed change in calculation method will strengthen the relationship between the method of fee calculation and the potential use of the fee to assist affordable ownership housing. Because of the huge subsidies that would be required to make ownership housing affordable to low income households, the City does not subsidize low income ownership housing and instead uses its resources to assist affordable rental housing for low income households. Changing the Ordinance language from “low income” to “moderate income” would be consistent with the stated purpose of the Ordinance to create affordable ownership housing for moderate and above-moderate income households. 
4.
Expand the permissible uses of collected in-lieu fees. The current Ordinance states that collected in-lieu fees may be used for the development or rehabilitation of housing affordable to very-low, low and moderate income households. Staff strongly recommends that the Ordinance be revised to expand the allowable uses for collected in-lieu fees to include the following:

· The City’s purchase and resale of middle and upper middle income affordable units that are in default in order to preserve the long-term affordability of such units. The fund would then be reimbursed upon the resale of the units to eligible households. This is a crucial allowable use for collected in-lieu fees, because the City’s affordable housing subsidy funds (such as Redevelopment Agency housing funds and federal HOME funds) may not be used for above-moderate income housing, even for a short term purchase and resale.
· For the City to subsidize the creation of affordable middle and upper-middle housing. For example, in the future, the City may wish to assist a non-profit developer in building new affordable condo units for locally-employed middle and upper-middle income workers. None of the City’s sources of affordable housing subsidy funds may be used for above-moderate income housing. In-lieu fees would be the only source for subsidies at middle and upper-middle income levels. 
· Finally, allowing a portion of such funds to be spent on the City’s administrative costs of monitoring and enforcing the compliance of inclusionary units with the City’s affordable housing policies. Staff monitors each affordable unit annually as well as upon the initial sale, refinancings and re-sale. Again, these in-lieu fees would be the only available source for this important purpose, other than scarce general funds. 
5.
Pro-Rated In-Lieu Fees:  The current Ordinance provides that in-lieu fees would be pro-rated based on fractions of required units, and no change to this provision is being recommended. But, if the threshold is to be lowered, it is important to understand how this pro-rating will apply to in-lieu fees for projects of fewer than 10 units. For example, according to the table on the previous page, a 4-unit project outside the Central Business District would be subject to an inclusionary requirement of 5 percent times the number of units in the project. Thus the project would be required to pay [5% x 4 =] 20 percent of a whole in-lieu fee. Based on the recommended revised calculation method, the project would be required to pay 20 percent of $370,400, which is a pro-rated in-lieu fee of $74,080 (or $18,520 per unit). 
For more information, please refer to the tables in Attachment 2. These show the pro-rated in-lieu fees for various project sizes, both inside and outside the Central Business District, and are calculated using both the recommended revised method and the current method.
6.
Miscellaneous Other Revisions: Staff recommends that Council forward other minor changes to the current Ordinance provisions to the Ordinance Committee for consideration. These may include the following:
· Delay the payment due date for in-lieu fees for small projects until “prior to occupancy” rather than “prior to the building permit” in order to lessen the financial impact on these small projects.

· Eliminate the need for a lot-area modification for the inclusionary units that receive a density bonus by entitlement.
· In projects that include housing that is affordable to upper-middle income households per the City’s policies, exempt such affordable units from the inclusionary requirement. For example, an employer may sponsor a housing project that is 100% affordable to upper-middle income households (or below), and such a project would have no inclusionary requirement.  
· Allow the Community Development Director some flexibility in setting the minimum number of bedrooms in the inclusionary units.  The current Ordinance requires that average number of bedrooms in the inclusionary units must equal or exceed the average number of bedrooms in the market rate units. This may result in some rather harsh requirements in practice. The Ordinance Committee could revise this requirement if the Committee deems it appropriate. 
· Other minor changes deemed appropriate by the Ordinance Committee and subsequently by Council.
CONCLUSION:
Adoption of any amendment to the Ordinance will require approval by a five-vote supermajority of Council. Council is requested to review the recommended changes and reach a consensus on which changes, if any, Council deems appropriate. If a majority of the City Council agrees that such changes are desirable, then Council should refer the matter to the Ordinance Committee for further public input and for drafting the amendments to the Ordinance. The Ordinance revisions would then return to Council for introduction and subsequent adoption by a five-member supermajority. 
ATTACHMENTS: 
1. Summary of Planning Commissioners’ Comments



2. Tables Showing Pro-Rated In-Lieu Fees
PREPARED BY:
David Gustafson, Housing and Redevelopment Manager/Assistant Community Development Director/SBF
SUBMITTED BY:
Paul Casey, Community Development Director
APPROVED BY:
City Administrator's Office
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