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Re: Office of Economic Analysis Impact Report for File Number 151274

Dear Madam Clerk and Members of the Board:
The Office of Economic Analysis is pleased to present you with its economic impact report on file
number 15127, "Increasing Inclusionary Housing Requirements: Economic Impact Report." If you have
any questions about this report, please contact me at (415) 554-5268.

~~,
Ted Egan
Chief Economist

415-554-7500

City Hall• 1 Dr. Carlton B. Goodlett Place• Room 316 •San Francisco CA 94102-4694

FAX 415-554-7466

Increasing lnclusionary Housing
Requirements: Economic 1.mpact Report
Office of Economic Analysis
Item #151274
February 23, 2016

Introdu ction

•

New housing proj ects with more than 10 unit s are current ly required t o pay an lncl usiona ry
Hou sing Fee to fund affordab le hous ing.

•

The fee may be pa id through the provision of affordab le housing unit s on-site, off-site, or
by paying a fee in-lieu of directly producing t he housi ng, at t he option of t he developer.

•

At present, these inclusionary requ irements are defined in the Cit y Cha rter. The proposed
Charter amendment, which must be approved by t he vot ers, wou ld establ ish int erim
affordable housing requirements that are higher than those cu rrently in the Charter. In
addit ion, it would allow future changes t o the requirements t o be made by t he Mayor and
t he Board of Supervisors, without voter app roval.

•

The legislation would apply to all projects t hat have not recei ved a fi rst discretionary
development entitlement approval, and have not ent ered a development agreeme nt w it h
the city.

•

The Office of Economic Analysis (OEA) has prepared th is report beca use it has dete rm ined
the interim requirements it imposes might have a material impact on t he city's economy if
they wa s enacted.
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Economic Impact Factors

•

The proposed legislation is likely to create both benefits and costs to the local economy.
Increa sing investment in affordable housing wi ll tend to make housing more affordable,
particularly for low-income households, who currently spend half of their income on
housing.

•

On the other hand, increasing affordable housing requirements wi ll raise the cost of
developing market-rate housing. This may lead to a slowdown in the development of
market-rate housing, which would constrain supply and place upward pressure on housing
prices.

•

Assessing the net impact-the legislation's overall impact on housing affordability in Sa n
Francisco-therefore involves estimating if the benefits of increased funding for affordable
housing outweigh the cost of reduced market-rate housing development.
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Impacts of Discouraging Market-Rate Housing

•

Policy changes that make market-rate housing projects infeasible ra ise the value of
existing housing, by reducing the number of houses on the market at any point in time .

•

Previous OEA research has suggested that a policy change that result ing in loss of 1,000
units of market-rate housing would lead to a 0.3% increase in housing prices across the
city.
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Impacts of Investing in Affordable Housing

•

Permanently-affordable housing for low- and middle-income households creates two
kinds of benefits.

•

First, households that live in the affordable units get a direct subsidy, because their
housing payment is set to 33% of their income.
For San Francisco households at 80% of AMI or below, who now spend an average of
50% of their income on housing, th is subsidy would feel like a 34% price reduction,
based on their current average housing payments in the private market (according to
Census data).
For households at 120% or below, who spend closer to 40% of their income on
housing, t he subsidy would be worth less: equivalent to a 15% price reduction.

•

Household s with similar incomes that do not live in the affordab le unit get an indirect
benefit, because the new housing leads to fewer households competing with them in the
private market.
For low-income households, the indirect price benefit of 1,000 units of affordable
housing is a 0.8% reduction in their housing prices.
For low- and middle-income households, at 120% of AM I or below, the indirect
benefit is a 0.6% reduction.
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Impact of the Proposed Legislation on the Cost of Development

•

At prese nt, market-rate developers may meet their affordable housing requirement by
providing 12% onsite, 20% offsite, or paying an in-lieu fee at a 20% rate. Higher
requirements may apply in some areas of the city.

•

The propo?ed legislation would raise these requirements for projects having 25 units or
more. Projects with fewer than 25 units would be unaffected.
-

for developers selecting the fee option, the fee would be raised from 20% to 33% - a 65% increase.
Given the current fee level s, developers electing this option would face an average fee increase of
about $40,000 - $45,000 per unit, o.r about 4% of the average sales price of a new unit.

-

for the on-site option, at present, 12% of units must be affo rdable to households earning 90% of
Area Median Income {AMI) or less, among other requirements. The proposed legislation would
req uire t hat 15% of units be affordable to households earning 80% of AMI, and an additional 10%
be affordable to households earning 120% of AMI or less. The OEA estimates the additional cost of
th e on-site option to be slightly more than the additional cost of the fee option, about 5% of sales
price.

-

for the off-site option, at present, 20% of units must be affordable to households earning 90% of
AMl ·or less. The proposed legislation would require the 20% to be affordable to 80% of AMI or
below, and require an additional 13% to be affordable to households earning 120% of AMI or less.
Th e OEA also estimates the add itio nal cost of the off-option to be comparable to the additional cost
of the fee option, about 4% of sales price.
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Fee Increases and Market-Rate Housing Production

•

Economists genera lly believe that when production costs increases, some of the cost is
eventually passed on to consumers in the form of higher prices. Wh il e a housing deve loper
cannot genera lly raise the sa les prices or rents of their own new un its to make the customer pay
a fee increase directly, a fee increase w ill reduce what a developer can afford to bid for
development sites, and slow the overall pace of housing construction. The resultin g contraction
in hou sing supply will tend to drive up housing prices, so t hat all home-seekers, and not ju st t he
purchasers of new units, ultimately pay the higher fees.

•

On the other hand, housing development in San Francisco is sometimes held to be relatively
unaffected by fee increases, because of the strong demand for housing in the city, and because
changes in zoning make housing development profitab le on many parcels, even with re latively
high fees. According to this view, higher fees may reduce the value of land, but not enough to
significantly discourage new housing construction.

•

To empirically assess the impact of rising fees on housing construction, the OEA worked with data
on housing construction in the city over the 2001-2013 period, and estimated which site, zoning,
and market characteristics expla in ed why a given parcel added new housing during that period.

•

We then used those results to simu late how much housin g might be built over the next twenty
years, both with and without the proposed fee increase. The model is discussed in greater detail
on the next page.
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Details of the Simulation Model

•

The model was built from the following data sets :
a database of land parcels in San Francisco, including each parce l's area, zoning, maximum allowable
heights, and other site information was provided by the Plann ing Department.
a housing price index developed by the OEA based on Corelogic property t ransaction data. This index
is specific to Sa n Francisco and closely tracks other such indices, such as Zillow's.
a list of market-rate housing developments in the city from 2001 to 2013, prepa red from the
Planning Department's ann ual Housing Inventory reports.
an estimate of existing development, by type of land use.

•

The data was used to estimate which zoning, structural, and market facto rs statistically
explain whether each parcel in the city added new housing over the 2001-2013 period.

•

The results were used to create a baseline housing projection for the next 20 years. The
projection was then re-run using to reflect the costs of accommodating the higher proposed
requirements. The difference between the two projections is our estimate of the market-rate
housing that would not be developed as a result of the legislation .
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Results of the Development Modelling

•

The analysis of wh ich parcels in the city added housing over the 2001-2013 period indicate
that important variables include :
Height limits -parcels where the height li m its are sign ifi cantly higher than existing structures are
more likely to see new development.
Zoning - parce ls zoned for high-density residentia l development, or w ithout dens ity controls, are
more likely to be developed.
Current land use - parcels currently used for production, distribution, and repair activit ies, or
having historic resources, are less likely to be deve loped.
Housing prices - all other things being equal, a parcel is more like ly to be developed w hen prices
are high.

•

These model results were used in a series of simulation models that estimated the likely
number of new market-rate hou sing un its bu ilt in the city ove r the next 20 years, w it h and
without the proposed policy change.
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Impacts on Affordable Housing Funding and Affordability

•

The fiscal impacts of any tax or fee increase always reflect both the revenue gains
associated with the higher rate, and the revenue losses associated with discouraging the
activity that is being assessed. The net impact depends on how sensitive the activity is to
higher costs of production.

•

In this case, to consider just the new in-lieu fee option, which our analysis suggests would
be the lowest-cost alternative for developers, the proposed rate will increase 65%. Overall
housing development is projected to decline by 11% for developers taking the fee or offsite option, or 13% for the on-site option.

•

Accordingly, in lieu fee revenue is projected to grow. A similar situation is expected to occur
with on-site and off-site affordable units - the rate at which they will be produced
increases a great deal, while the number of projects producing them decreases by less.

•

However, resources for affordable housing is not the only re levant metric of housing
affordability. The loss of market-rate housing harms affordability for all income groups espec ially those for which no affordable housing subsidy is provided.

•

The tables on the next three pages indicate how hou sing prices are projected to change for
low-income households specifically, and for the city overall.
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Potential Impact on Affordability: On-Site Option

•

Act ua l housing production trends are difficult to predict, as they depend on future
housing prices. For this reason, we modeled the costs and benefits of the proposed
legislation for every 1,000 market r?te units that would have been built under current law,
and then calcu late net im pacts on affordabi lity for different income groups, for the onsite, off-site, and fee options.

•

The il lu stration below shows that 1,000 new units would, under current legisl ation, be
required to include 120 affordable (BMR) units. Under the proposed legislation, the
number of market-rate units would fall by 231, but the number of affordab le units would
rise. As shown below, the net effect would be somewhat lower housing prices for low-·
income house holds, and alt hough higher prices overall.
On-site units
@ 12%, 90% On-site units @

Without proposed legislation
With proposed legislatio n
BMR unit gain
Market-rate unit loss

Tota l Units

Market Rat e

AMI

1,000

880

120

865

649

Tota l

10%, 120% AMI

BMR
120

130

86

216

96
231

Net impact on housing prices, 80% AMI

0.002% decrease

Net impact on citywide housing pric es

0.040% increase
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Potential Impact on Affordability: Off-Site Option

•

Similarly, for developers who would choose the off-site option, an 11% reduction in
housing would lead to a 25% decline in the number of market- rate housing units
constructed, but close to a 50% increase in the number of affordable units.

•

The net impact is a housing price reduction for low-income households, and an increase in
housing prices across all income groups.

Off-site units
@ 20%, 90% Off-site units @ Off-site units @

Market-Rate
Without proposed legislation
With proposed legislation
BMR gain
Market-rate loss

Housing

Ma rket Rate

AMI

1,000

800

200

885

593

13%, 120% AM I

Total
BMR
200

177

115

292

92
207

Net impact on housing prices, 80% AMI

0.01% decrease

Net impact on citywide housing prices

0.03% increase
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Potential Impact on Affordabi lity: Fee Option

•

For the fee option, we cannot directly compare the creation of affordable and market rate
units. In stead, we estimate the in-lieu fee revenue that would be rai sed from a higher fee,
and compare that to the market-rate units lost.

•

An 11% reduction in market-rate housing is projected to lead to close to a one-third
increase in affordable housing fee revenue, with a revenue-per-unit lost ratio of $270,000.

Ma rket- Rat e Average f ee per
Without proposed legislation
With proposed legislation
In-Lieu Fee revenue ga in
Market-rate unit loss
fee revenue per unit lost

Controller's Office • Office of Economic Analysis
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Housing

unit

1,000
885

$68,310
$112,712

Fee Revenue,

2016-35 ($M)
$68
$100

$31
115
$272,212
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Caveats and Cautions

•

The model discussed in this report has a number of limitations, which largely stem from
the fact it was developed in response to legislation introduced five weeks prior to the
report's release. These limitatio ns lead us to apply an unusual leve l of caution to the
conclusions we draw from our analysis.

•

First, the underlying data is subject to a variety of errors, particularly the data on the
existing uses on each parcel, which is an important determinant of whether the parcel will
redevelop as housing. In addition, the data on housing construction covers a relatively
short 13 year period. It is possible that additional research could produce higher-quality
data, covering a longer period of time.

•

Secondly, the model itself could be refined in a variety of ways that would probably
improve its predictive power, and the reliability of its results. Currently, t he model does
not take into account that many development sites covered by the legislation are already
required to bu_ild more than what the law generally requires. This limitation in the model
tends to over-state the benefits of the proposed legislation.

•

The model also does not distinguish between ownership and rental properties. Renta l
properties tend to have a far lower sale price than condomini_ums, and changes to the fee
option, in particular, could have a more discouraging effect on rental housing production
than the model currently recognizes.

Controller's Office• Office of Economic Analys is
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The Cost of Uncerta inty

•

The proposed legislation removes the inclusiona ry requirem ent from the City Cha rter,
w hich can only be changed by the vote rs. The impact of making it easier t o change the
requ irement, through t he normal legisl ative process, could be sign ifi cant.

•

Although the proposed interim changes "grandfather" projects t hat ha ve al ready re ce ived
entitlements, thus protecting some develope rs from an unexpect ed increase in t hei r
requirements, the possibilit y of future increase s could lead developers t o reduce th eir
bid s for properties to insure themselves. This co uld limit t he sa le of potenti al housing sites
to developers.

•

Should developers behave in this way, it would further slow the pace of market -rate
housing w ithout providing any affordable hou sing benefits. Developer unce rtainty itself
would raise housing prices, at all income levels.

•

The City can minimize this risk by taki ng a deliberate, w ell-resea rched approa ch t o futu re
changes to the inclusionary requireme nts, t hat leads t o a ma xim um of confiden ce amon g
all stakeholders that an optimal decision has been reac hed . In this w ay, fu t ure ad hoc
changes may be avoided, and the cost of unce rta inty can be red uced .
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Conclusions

•

Raising the cost of development would norma lly result in the market producing less
housing, as marginal projects become financially infeasible. However, this analysis suggests
this is unlikely to happen in San Francisco to a great degree as a res ult of the proposed
increase, and the reasons why are worth exploring.

•

A main reason is that, as a result of the city's zoning po licies, t here are relatively few
margina lly-feasible hous ing projects to begin with. Housing prices are less im port ant than
la nd use controls in explaining whether a parcel will develop new housing over the next
twenty yea rs.

•

As a consequen ce, this analysis suggests that the City may well be able to expand its
affordable housing resources in ways that improve housing affordability for low- and
middle-income households, despite some loss of market-rate housing construction.

•

However, this analysis hinges on data that is imperfect, and a modeling approach that
could be further refined. The benefits of future changes to the inclusionary requirements
could be enhanced by better data and a more refined feas ibility study.
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