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EXECUTIVE SUMMARY

Even with the significant price appreciation
meets the standard def i ®hdausquices i Philathelphianage c | a s s
within the range of beimgetothreeanda-half times medisnmctome.

In an effort to promote the development of more affordable new housing in Philadelphia, the City o
Philadelphia has passed Bill No. @X1005his leglation requires that all new residential
construction above a certain number of units allocate a specific percentage of those units for
affordable housing, or otherwise compel the developer to fulfill other options that would increase the
amount of affatole housing in Philadelphia.

The burden of providing the affordable units is on the privatesactstdieedevelope)is
report attempts to provide an understanding
market dPhiladelphiarl he following points are explained in greater detail in the full report.

¢ In most of Philadelphia, housing is priced below its replacement castar&et most
ratetypes of new construction would be sold or rentedcathe Idsselep

e In those specific instances where residential development could be profitable, the
requirements lofclusionary Zonihg areburdensomenough to drive the financial net
return from new development @a/n

e Because of the way the legislatioritien, the paymandieu option is always and
everywhereraore costlyption for the develop&s such, it is unlikely to ever be used.
This should serve as a cautionary warning to affordable housing adwtdghtes who
expect thdhis legislationll result in a windfall transfer of wealth from private developers
to city housing agenairdbr housing nqumofits.

o Cities that have implemented IZ differ from Philadelphia in very fundamental ways. Their
house prices are much higher, and tisnuction costs are often much lower. The
average ratio of hogpsieeto-constructiecost in the ten citiegh 1Z thate examined
closely is 1.28, whereas in Philadelphia it is 0.25.

o Cities with 1Z also offgniicanihcentives to developersffget the cost advelomg
affordable housingThe current legislation would need to incorporate substantial
incentives along wstgnificant modificationgst@ffordability requirements in torder
make the currentblil cosheutral

e The primary obstacle to the successful implementation of 1Z in Philadelphia is that we have
among the highest construction costs in the country, but among the lowest house prices
and incomes among major U.S. cities.

Econsult May,2008
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e An unfortunatdikdy net result of the 1Z legislateaid be not to promote the
construction of new affordable housing in Philadelphia. Perversely, ¢sultet result
likely be NO new residential construction in Philadeltlg@eokither affordable nor
market rate.

e The academic research on 1Z is decidedly Eviattie most pi@ study we could
find admittedthaz 6 s net I mpact on t higquiewmepdpst,y of
and thafiZ policies are most éifecwhen they are part fgulatory climate that is
friendly to new developm@mphasis ours)

e There does not appear to exisbma@ysingilarincentive (e.g. tax crexditpublic
subsidythat can be offered to make the bileatstl in a market settifugy incentive
package that would be included in the legislation will have to be both extensive and
numerous.

e Philadelphias b e st o pt ipooductibmd neyw affortable @dousing s to
address the issue of its exceptionaltpigfidevelopment

Econsult May,2008
Corporation
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A. INTRODUCTION

In an effort to promote the development of more affordable new housing in Philadelphia, the City o
Philadelphibas passed Bill No. 074005This legislation amends Title 7 of the Philadelphia
Housing Code by requiring that all new residential construction above a certain number of units
allocat@ specific percentage of those units for affordable hailsmgs®icompible developer

to fulfill other options that would increase the amount of affordable housing inrPhiladelphia.
essence, the legislation obligates the developer to either seflesceatt ald units in a new

residential developragna discount from what they would otherwise get in the market, or to pay a
fee to the city that is equal to the total value of that discount.

Whilethe mandate for the provision of new affordable housing comes from City government, the
burden of proviglitne affordable units is on the private sector (i.e. real estate degelcipgis).

is worth examining the capacity of this segment of the local economy to be able to effectively provid
such units, and subsequently try to characterize theolquiidstial impaoh the overall

housing market of Philadelphia.

Calculating and projecting the efficacy and effect of this legislation is the objective of this report. A:
such, it is structured as follows:
e Part Aprovides an introduction tsslie of 1Z in Philadelphia
e Part Bdescribes Inclusionary ZohiegdftenZ) policies in other U.S. cities in order to
provide an instructive comparison to Philadelphia.
e Part B describes the economic context of developing residential rieitd@slaiéain P
e Part Cexamines the likely effect of the 1Z legislation by computing a pro forma for a
representative residential development project in Philadelphia, both with and without the
obligations imposed by 1Z.
e Part D compares the urban indicdtoousingo those of other U.S. cities that already
have significant IZ policies in place.
e Part E identifies and discusses those conditions which impede the development of affordable
housing in Philadedphi
e Part F lists and summarizes acadeen@res h on | Z6s effects in c
place, and the implications of this research for Philadelphia.
e Part G itemizes and quantifies what incentives could be added to the legislation to make the
development of affordable housifgeobesit
e Lastly, Part H provides a sunuhting findings

Econsult Corporation
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B. INCLUSIONARY ZONINGCKGROUND AND TBNXT

As many communities across the country have seen house prices appreciate faster than local
incomsg there has been growing public concerwidbspteachallenges to affordabiftince

housing is generally a lepedlyided gopasignificamumber ahunicipalities have implesdent
specifipolicies to promote greater housing affordability. One approach thahbesabiagiyne

poplr i s Al n c.blaessentiallyanmaydates that davejopers provide new units at below
market rates, either in the form of reduced prices or reduced +anid, todenaiecome

households. Although the particular details of these vaandegeificantly across communities,

such initiatives are typically seen as attractive by both local politicians and households because the
onus of providing these affordable unisivataievelopsy and thus éenot require increased

taxes oexpenditure of public mdhegswvould fall on the citizens and taxpayers of the community

Howevelust as the size and scope of IZ initiatives differs considerably from one community to the
next, so twdo the local market conditions which detemnswedessful such initiatives can be.

One critical aspect of most 1Z ordinancemisititition to the affordability maritetespically
offerincentives tocal developers in order to help (at least partially)lofses theurred from
providingpousinginits at belemvarket prices or rentdiese incentives typically take thefform

allowing an increased density of development than what the local zoning code may allow, as well a
the option to make a dollar payment to the municipal government in lieu of developing affordable unit:
As such, examinspecific examples of existingtia@ives already in place, and compare both the
legislation and market conditions in those localities to Philadelphia. Table 1 outlines 1Z policies ir
several U.S. cities that are relatively comparable in size to Philadelphia:

Econsult Corporation
April 2008
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Table 1
Existing Infusionary Zoning Ordinances in Other Large U.S. Cities

Affordable

Housing In-Lieu Fe _
: Payment Developer Incentive(s)
(Required Allowed?
Percentage i
Boston, MA 15% Yes None
Chapel Hill, Nj 15% Yes None
Chicago IL 10%20% Yes Fee waiversnarketing and landscaping assis

and possible density bonus
Expedited review process, reduced

Denver CO 10% ves requirements, 10% density bonus
Varying density bonuses, reduced park deg
requirements and pdegvelopment fees, exped
Madison WI 15% No review process, increased ability for-use
development, reduced street widths, possil
subsidies
New York NY 20% No 33% density bonus_,_property tax _breaks, us
exempt bonds, additional tax credits
SanFrancisco 15% Yes 35% density bonus, refunds for environmentg
Santa Fe NM 1530% Not often 15% density bonus, waiver of building fe

impact fees for affordable units

Santa Monice

CA 2025% Yes 35% density bonus, reduced parking
25% density bonus, expedited review proces
0
Tallahasseel 1015% Yes flexibility (allow mixed use, reduced setbacks
Philadelphia P 10% Yes TBD

Sourcetnclusionary Housing: Lessons from the National EXfiehielase]. Brunick, 2007.

As the table indicates, the percentage of h
significantly across cities: from a low of ten percent to as much as thirty percent. In this context,
Phil adel phiabds | Z r eange, witk anaffotdabilitysreqairement bfenlyl o w
ten percent.

However, the options and incentives available to developers also vary significantly across these cities
Most localities offer the option of mgbaygnertHielwd paying &@¢é to the ty rather than selling

or renting the required units at-iveldwet prices or rents.all cases, the payment is typically

indexed to what it would cost the developer to provide the affordable units, so as to provide some
degree of equivalence betieentd evel oper 6s opti ons. As for
a density bonus that allows new development to be denser than what the local zoning code woulc
allow otherwise. Typically, this takes the form of an increased FAR, mocedssrtbackedu

Econsult Corporation
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etc. Other incentives include allowing mixed use development, reduced parking and street width, a
expedited review and permitting process, and various tax credits.

By comparisotine compensating incentives that woul® itmakeé a dzZpblipylcoseeral

has yet to be determined/hilehe ordinancéoes allow a paymedieu option, the only

incentive #t has been considetedelpdeveloperdefray the cost of providing affordable

housing is aventyfive percemtr e di t agai nst t hé NOtablyywndsng Busi ne
from the public discusgaany form of density bamusther incentive allowing flexibility in the
devel opme Bdactiors-1 @4 so fgnt he Angy gfiorsldbla dwdhgrunits t at e s :
created shall be comparable in size, bedroom mix and quality of construction to the

average market rate unit in the developmenihis requirement would seem to severely

restrict any flexibility in the desigiuoé housirdpvelopmentthatcouldaccommodate the

inclusion of affordable units in ®féestive way. As such, it stands in sharp contrast to the 1Z
policies of other U.S. cities, who explicitly acknowledge that the requirements of IZ must also be
accompanied by suffiéiemd d&-setting incentives, in order to encourage the production of

new affordable housing.

In summarywhileP hi | adel phi a&Gasem te@tivelymdpst comegare@ to mast
other U.S. cities, théentificationof offsetting incentive® make the legiationcostneutral
remains a critical and unfinished part of the procEssinclusion of sufficiertompensating
incentivesinto the legislation is central to making 1Z work succesafytisovidng new
affordable housing in Philadelphia.

C. NCLUSI| ONA R ¥FFECINONNGW DEVMEMENT IN
PHILADELPHIA

We now try to examine how the current legislation would affect the production of new housing in
Philadelphia.

First, a uni-t i tise cabteof dcaumyidg censumndsobef tHam thidl @agb | e 0 1 f
househol dbds i ncome, for a househAvdatMedian t h an
Incom&(AM). This definition is stangaedticeand isupportedy t he Ci tyo6s Of fi
and CommupnitDevelopment (OHGB)well as the U.S. Department of Housing and Urban
Development (HUD)

c

! Souce: Bill No. 080212

’fArea Median Incomeod is the midpoint income for a (ge
have salaries exceeding the median, while the other half have less. Each year, the Department of Housing

and Urban Development (D) determines and reports AMIs for metropolitan areas in the U.S. Currently,

the AMI for the Philadelphia region (MSA) is $71,600. This number varies by household size. Source:
www.efanniemae.com

Econsult Corporation
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Under the new legislatiorarfgrnew residential development project exceeding twenty units, the
developer is obligateithéofollowing

1) Make Hercenof all units affordable to househildencomes belowpgdcenof
AM] such that the median prices# tinits is affordable to a household with income at
40percenbf AMI; and make anothserbenof all units affordable to households with
incanes below 1pgrcentf AMI, such that the median ptioseotinits is affordable
to a household with income at AMI;

Or

2) Construct affordable units in a number equal to a greater than the total number of units in
the original development, mulbgliéd 5, elsewhere in the City, such that those units
comply with the same affordability guidelines outlined in 1) above.

Or

3)y Pay an fnAAffordable Housing Feedo to the C
Market Rate Price, times the nunidéoraable Units (if the units are for sale), or the
15Year Affordable Rent minus théed5Market Rate Rent, times the number of
Affordable Units (if the units are for rent).

In essence, the legislation obligates the developer to eitherGedroendhtuits at a discount
from what they would otherwise get in the market, or to pay a fee to the city that is equal to the tota
value of that discount.

To examine how this will affect new residential development in Philasietplsis)izde

example that is representative of a tgpidehtiadlevelopmemirojecin Philadelphia. We

begin by examinimgew development in the absence of the IZ requirements, and then examine
how the outcome would change once the IZ requirements are added.

Consider a typical muiit development that will contain 100 units (e.g. an apartment or
condominium buildimpich are 1,200 square feet (hereafter, sqft) eaci imssiz#l be an
economylass structure, with basic finishes in all obthk wilitbe one structure with a height

of five storiefocated in a neighborhood that is adjacent to, but not in,.CAnterdiity to

various public soufcasd conversations with local developers, the typical construction cost for
such a stature is 30/sqft This cost is-aitlusive of lardksignmaterials, labor, marketing

and general overhead (legal, insurance Aetegsonable cap ratarfoltifamily housing is

1%, so the developer will expect to sell these units fmganpaee of330dsqft each.

Hence, each unit will cost an avera8@® 0P to build, and will sell for an expe2tOO®

each. At each stage of the development process, the developer appogyidtee

% Sources: R.S. Means, McGraill Construction www.Building-cost.net
* This is above the average construction cost of approximately$AZ%/t for a singldamily home
because the building is denser and gfeater height than a singl@mily home.

Econsult Corporation
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Philadelphia taxaistheir currenpyevailing rateimcluding wagé.219%)ransfef3%) gross
receipt$0.1415%@nd neincom&6.5%jaxes.

In the absence of any 1Z requirements2$able ws what the devel opment
look like in the form of a simple pro formastatement:

Table 2
A Real Estate Developmentds Cash Flow ir

Total Per/SqFt
Gross Revenue $39,600,00 $330.0C
-Cost of Construction  ($36,000,00( ($300.00
=PreTax Profit $3,600,00! $30
PreTax Profit Margin 9.09%
RETransfer Tax ($1,188,00C  ($9.90)
+Gross Receipts Tax ($56,034  ($0.47)
+Net Income Tax ($234,000 ($1.95)
=Total City Tax Bill ($1,478,03¢ ($12.32
Effective City Tax Rat 5.48%
=PreTax Profit $3,600,00¢  $30.00
-Total City Tax Bill ($1,478,03¢ ($12.32
=Net Profits $2,121,961 $17.68
PostTax Profit Margir 5.36%

The project costearly36m to buildandthe developsells fonearly $396, leaving a piax
profit of 6m (80'sqft) which is a profit margin of &ty The total tax bill owed to the city
is nearly$l.5m ($1232sqgft). This amounts to an effective City tax 5486 obnthe
developér After deducting this fromtgreprofits, the developer is left 2ty $or a final
aftertaxprofit main 06.36%.

The5.3B84final returmould generally be consider@dowor most developeis undertake a

project However, it does reflect current market conditions at the time of writing of this report.
While financing (both construction atghgeoloans) has gotten more difficult and prices
continue to decline, neither tax rates nor construction cost have declined commensurately. The

® Although the wage tax is paid by the individual receiving the wages, it is widely accepted that this tax is
passed on to local employers in the form of the higher wages they must offer to induce employees to be
willing to work in Philadelphia.

® Computed by dividing the tax bill into gross revenues, and then adding the percent premium in wages,
due to the wage tax, to this number because it was incurred in the form of higher construction costs (i.e.
| abor Gaes)wa g e

Econsult Corporation
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result is that the current difficult market conditions have compressed both profit margins and
financial rens.

We now recalculate these numbers with the cpneNtaoingg from the 1Z legislatioims
requires us to first deter mione HWIDatcupmiend | wo
the Philadelphia AMI is $71,600. Foll owi ng
is affordable if It C 0 n s uameasonablendpproximatian koi r d o
this condition is that the price eft uni t be no more than three
income. With this guiddles a unit would be considered affordable to a household making
100% of AMI if it were priced at $238,667 (=$71,600/30%), and affordable to a household making
40% oRAMI ($28,640) if it were priced at $985287640/30%-urthermore, the legislation

mandates that 5% of units go to the former group of households (making 100% of AMI) and that
another 5% go to the latter group (making 40% of AMI). Sincedizmef a@Daunits in the
property, this translates to 5 wunits for ea
Lastly, since the legislation also mandates that these affordable units cannot differ in size or quality
from the other maskae units in thprojet we assume that they will have the same square
footage and cost of construction as the ot h
cash flows under IZ requirements are computed in Table 3:

Table 3
ARealEstaPevel opment 6s Cash Flow in the Pre

Total Per/SgFt
Gross Revenue fromRite Units $35,640,00 $330.0C
+Gross Revenue from Affrdble Un $1,670,66° $139.22
=Total Gross Revenue $37,310,66 $310.92
-Cost of Construction ($36,000,00( ($300.00
=PreTax Profit $1,310,66° $10.92
PreTax Profit Margin 3.68%
RE Transfer Tax ($1,069,20C ($8.91)
+Gross Receipts Tax ($50,431 ($0.42)
+Net Income Tax ($85,193  ($0.71)
=Total City Tax Burden ($1,204,82¢ ($10.04
Effective Ciiax Rate 4.98%
PreTax Profit $1,310,66° $10.92
“Total City Tax Bill ($1,204,824 ($10.04
=Net Profits $105,84: $0.88
PostTax Profit Margin 0.28%

The affordable units sell at a diswfouearly 60%0om what they would if they warietate
units (an average of $167,067 each, v. a markeBe#f@00f éach). Note that this is well

Econsult Corporation
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below what they cost to const@@9Q80 each)As a result, the gaex profit is novt.3m
($1092/sgft) compared to-f@revhen the praxprofit was3m (80'sqft). Theobligatiors of
IZ have cut the ptaxreturn to building new housibg twaethirds.

The developerdos tax bildl is also | essened by
are lower because both the value ofphr oper ty and t he Théppsti£Z2]| oper 06s
tax burden jsistabove$l.2 ($1004'sgft)compared to the {fifetax burned of ne&ly5m

($1232sqft)

But hereduction in taxes is insufficient to offset the losses from ther@tfolsatalase the
devel oper 6s net Oneeofteemeasers thataxeburdeo is/reducedvie iecause
thelZ requirement redsit®th gross and net revenues. Consequently, the net profit to the
developer under this 1Z scenario is ndMOGkKH38sqft) versuHA m($L7 68sqft) prior to

IZ, and the proj@gbrofit margisia scan028% dowrfrom its prZ level d.36%.

The presence of Inclusionary Zoning obligations has reduceettbirn tobuilding new
housingin Philadelphigo 028%; a drop 035%.

Currently in Philadelphia, construction costs exceed prices in most categories of residential real
estate.For lowdensity development (sifagteély homes), average construction costs are in the
$175$225/sqgflange while prices for new construction are in-#20@s5@ range. For-high

density development (e.g. condo towers), average construction costs a®800'shé $400

range, with average prices in the$$238qftrange. As a result, most of the hypothetical

projects we considered would be in the red, with construction costs exceedibgfitkely prices,

the additional costs of 1Z were added to the prd lerexeample presented here (asaid

100unit buiidg built adjacent to Center City) whsdtexample we could findhis has

additional important implications for the legislation because it implies losses would be even greate
for most projects than what is presented here.

With construction costsurrently exceeding prices in most of Philadelphia, the 1Z bill in its
current form would actually worseanditions inthe already strugglindocal housing
marke.

We now examine how the presence of the jralyenierptionouldaffectthe outcomeSince

the mandated inclusion of affordable units has dramatically reduced the profitability of any market
rate residential development in Philadelphia, it might make sense for the developer to take
advantage of paying a fee tcCilyerather thadeveloping the affordable units at a loss.
According to the legislatianfehn iscalculated at he di f f er encepricket ween
and the market rate price (but not more than the cost of construction of an affordable unit),
multiplied by thember of affordabietsr e qui red [ By the |l egislation

’ An analysis of this project if the units were for rent instead of for sale revealed a similar outcome. Details
available from the author upon request.
8 Source: Bill 071005, Section 7104, Paragraph C.

Econsult Corporation
April 2008



Building Industry Association: 9
Philadelphia Tax Abatement Analysis

For the example used in our representative development, the fee per unit that would be occupiec
by households earning 100% of AMI wolfd, B@3%=396000 market price minus $238,667

affordale price). For units that would be occupied by households earning 40% of AMI, the fee
would be3PQ533 (=$96000 market price minus $95,467 affordable price). Since there are 5
units for each affordability category in this example, we multgpfeebdsads/five and then

sum to get a total paynmelntu of $,28933. In this scenario, the developer now sells all 100

units at market prices, but is then obligated to pay Thes dash flows from the project is

described in Table 4:

Tabled
A Real Est at e Dewith PaghnerneisutOpton Cash FIl ow

Total Per/SqFt
Gross Revenue $39,600,00 $330.0C
-Cost of Construction ($36,000,00( ($300.00
=PreTax Profit $3,600,00¢  $30.00
PreTax Profit Margin 9.09%
RE Transfer Tax ($1,188,00C  ($9.90)
+Gross Receipts Tax ($56,034  ($0.47)
+Net Income Tax ($234,000 ($1.95)
+1Z PaymeittLieu ($2,289,33%  ($19.08
Total City Tax Burden ($3,767,367 ($31.39
Effective City Tax Rate 11.26%
PreTax Profit $3,600,000  $30.00
-Total City Tax Bill ($3,767,367 ($31.39
=Net Profits ($167,367 ($1.39)
PostTax Profit Margin 0.42%

The preéax numbers are the same as in the grenarioThis table now incluties £.3m

PaymenttLieu tdhetax payments to the City following completion and sale of the project. This
changes he Cityds effect i vod@todl26806adoubling ofthetaxh e de v ¢
burden There is no profit to the developer under this 1Z scendassdiutl&7k for a

negativenet return 60426. The Paymandieu option, then, actually makes the developer

worse off thdnilding th&ffordable units

It is worth asking why this option actually ends up making the developer worse off (and the
devedpment hence even less likely to he Détreason is actually quite simple, and it lies in
the way in which the legislation waa:writt

e If the developer supplies affordable housing by building it herself, the loss she takes is the
difference betweehe affordable price and the cost of constructing those units
(=affordable priceonstruction cost).

Econsult Corporation
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e However, if the developer supplies affordable housing byptakirepikeieu, the
loss she takes is instead the difference between thie aficedand the market price
of those units (=affordable pricarket price).

Since a developer will not develop a project unless it makes money, the market price has to
exceed the constructtmat (market priagonstruction cost), which it does in this example.

Hence, the difference between the two is bigger, and the loss to the developer is now larger in this
scenario.lt is very difficult to envision under what circumstances any developer would take this
optor?.

Because of the way the legislation is written, the payment option is always and
everywhere a more costly option for the developer. This should serve as a cautionary
warning to affordable housing advocates who might expect that this ¢eggilhtiesult in

a windfall transfer of wealth from private developers to city housing agencies and/or
housing norprofits. The way irwhich the legislation was written into lkessentally

ensures that no such transfer will occur.

In fairnest the legislatiatmelZ obligations dfrectly providing affordhblesing unitse not

sooneroussto make thstylizedexample afevelopment be unprofitable (negative profit)

For that scenarithe developer may take a loss on the bfferdab ni t s , but s st
after all taxes and expenses. Supporters of this bill may then be temptdctisquuaitiue

for this legislation in its current form. Aftencafiagesn affordable housing come at the

expense of ordyfewargedevelopers, théme political and moral calculus of thisftradey

seem toneritheirsupport for this.bill

However, the development of real estate is betloastimeng and risky venture. Moreover, it

is very expensive aalthost lavaysrequiresaisingextensive capitaMost developers must

raise capital (either via loans or private equity) to brivjgdtsiiorprconceptioa fruition.

This requires doing a pro forma analysis that islséiilagra detailed, than ghabnen

this report. If the hypothetical returns from the proposed project computed in the pro forma are no
competitive with other projects or even other types of investieneitprttegpiroject(s) will

be unlikelto obtairthe financing necessary to make them happen. By way of example, historical
returns on the stock market-8% f@er annum while the historic return from federal government
bonds are 5% per anHfuriMoreover, holding a portfolio of stockssoissiguificantly easier

and less tirmnsuming than developing real estagyefore, developers typically require
higher returns to offset the greater risks and time required to develofireze gstal2.bill

drives returns from real egtagstment to3%®x6, capital will flow to higheding investments

and away from Philadelphia real eSthteeverfuture demarfdrresidential housing in the
regiorexistswill be disproportionately drawn to suburban locations outsideTdfetmestity .

° The legislation caps the total paymémieu to be no more than the cost of construction.

Mathematically, then, it could be viable for a developer to take this option if market prices were several
times the cost of construction. However, this implie an opportunity existed for a developer to make
triple-digit returns on a project, which is an exceptionally rare event. Hence, it would be very rare for the
paymentin-lieu to ever be the preferable option instead of providing affordable units.

19 Source: Wharton Prof. Jeremy Siegéittp://www.econlib.org/LIBRARY/Enc/StockPrices.html
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willlikelybe that there will be no new housing construction in Philadelphia as long as these current
regulationgrevail.

Thelikely net result of the 1Z legislation will i@ to promote the construction of new
affordable housing in Philddeia. Perversely, its net result will likely be NO new
residential construction in Philadelphiamftype either défordable or market rate

D. COMPARISON OF PHIEABPHIA TO CITIES WIEXISTING
INCLUSIONARY ZONMN®ICIES

As the analysis in firevious section illustrated, the 1Z ledisatigast in its current fibrm

does not work to promote the production of affordable housing. Rather, it works in the opposite
directiod to curb the production of all new housing. On the face ofan thesirmate: the

difference between sale prices and construction costs is too small. As a consequence, any profits
from markeate units are too small to cover the losses from the affordable units. However, as the
analysis in the first section imidiagyuld seem to work in some cities.

As such, it may be useful to compare key metrics about the housing markets and economies in
those cities to Philadelphia, and subsequently examine the magnitude of the differences. Such ar
exercise has the benaffimeasuring the extent of change that must occur to make IZ work in
Philadelphia, and thus helps to inform ways to modify the current legislationrteutrake it cost

By examiningetiieasons which inhibit 1Z in Philadelphia, this can hopefiélypaidsa

discussions aimed at improving the quality and affordability of housing in Philadelphia.

For the ten cities with existing 1Z policies enumerated B) ®ectiollected the following
information: % change in population frorfR0@890nedian household income, % of the
population living at or below poverty, % of adults with less than a high scteatihmlegree,

house price, average monthly aedtaverageonstruction costs (per sqft) for-&nglg

homes. We then computed the averages of these values across each of the ten cities. Table 5
reports these averages alonglwith Phil adel ph

™ The full table reporting these numbers for each individual city is givémeiappendixto this rert.
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Table 5
ComparingJrban Housig Indicatorgor Cities with IZo Philadelphia
Characteristic 10City Avg. Philadel
% Population Growth, 179315 11.0% -8.7% -19.7%
Median Household Income $47,57C $33,224 -30.1%
Estimated Avg. Tax Burden 9.1% 12.5% 37.4%
%Pop. Below Poverty 17.3% 25.1% 44.9%
% Less Than High School Diplon 13.5% 22.5% 66.7%
Median House Price $553,91( $115,00 -79.2%
Average Monthly Rent $518 $393 24.1%
Avg. Construction Cost/SqFt $175 $193 10.3%

Sources: 2006 UCRnsus, MLS, RS Me&ites Ranked & Rated: More than 400 Metropolitan Areas Evaluated in
the U.S. and CanaBg Bert Sperling and Peter Sander, Wiley Publishing, Inc., 2007

The contrast between Philadelphia and these other cities withRHilsdsiptka lags these
cities in every category thailitates theuccessful implementatibl?, and leads in every
category thatresents obstacles to the successful implementation of 1Z

e The other cities have grown in population by an average of 11%0@6mwite0
Phil adel phi ads popul ation has fallen by n
0 A growing population supports appreciating house values

¢ Median household income in the ten cities is, on a¥eraglkeeBthan in Philadelphia.
o Higher incomes support higher house prices.

e The average tax burden in Philadelphia is 37.4% higher than the average tax burden in the

ten cities.
0 Higher taxes are capitalized into lower house priles adtt to higher
construction costs.

e Phil adel phi ads poverty rate is 45% higher
0 A poorer population is less able to pay prices or rents suffierdhetoost of
construction.

e Phi | adel pabdpapdlationviscsigrificantgethscated than in these ten other
cities: 22.5% have less than a high school diploma here v. 13.5% elsewhere.
0 A lessducad population is poorer.

e The difference in median house price is especially dramatic: $115,000 in Philadelphia v. an
average 553,910 in the ten other cities.
o Low levels of house prices are insufficient to cover the cosistfucton.
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e Average monthly rent in Philadelphia is 24.18f liesthése ten other cities.
o0 Low levels of rents are insufficient to cowest tifenew construction.

e Construction costs in Philadelphia are 10.3% higher than the average construction cost in

these ten other cities.
0 High construction costs make it more challenging to build affordable housing.

In summarythe factors that are conducive for successful 1Z that promotes the production
of affordable housing do not exist in Philadelphia.

Two key metrics that measure the need and likely sdeceSffafrdability and Profitability.
Affordality is comped as the ratio of average house price to average household income. The
higher thiratio, the higher house prices are relative to incomes, and thus the less affordable
homes are in a particular market. If this ratio is high, there is a greater need for affordability
initiatives such as 1Z. Profitability is computed as the ragje bbase price to average

house construction cost. The gtieaxtatio, the higher house prices are relative to what it costs

to build them. If this ratio is high, it is more profitable to build homes and IZ is likely to be more
successful because gnofits from building market rate homes can cover the losses from building
affordable homeghese ratios are computed using the data in Table 5, and cities are ranked
accordingly.
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Figure 1

Housing (Un)Affordability in Cities with
Inclusionary Zoning

New York NY 27.86
Santa Monica CA
Chapel Hill NC
SantaFe NM

San Francisco CA

Boston MA

Affordability is measured by the ratio of
the average house price to the average
household income. High values of the
ratio indicate that housing is less

Chicago IL 7.17

Tallahassee FL

Denver CO affordable, because prices are high
relative to incomes, and hence there is
Madison W greater need for affordability initiatives
such as|Z.
Philadelphia, PA
0.00 5.00 10.00 15.00 20.00 25.00 30.00

Source:

As the chart indicates, Philadelphia ranksahoaregthese cities in terms of unaffordabillity.

New York is the most unaffordable, where average dwelling prices are nearly 28 times average
income. Santa Monica is second, with an average house price that is nearly 17 times average
income.The fact "#thousing is so unaffordable in these cities supports their decision to adopt
preaffordability initiatives, sudé.as

By contrast, the average dwellingaideRhias priced at only 3.46 times the average income.
Notably, this is withinafi@dabilitgefinition used by OHCD and HUD, which implies that

d we | pricerstgpdldsbe three to tangla-half times incoieSo, for example, a household
making the AMI$3TL,600 can afford a home in the $28%500000 range. This is well above the
$115,000 median house price in Philadéiighimplies that not only is Philadelahizely

different from other cities that have IZ policies, but thabgdstelgtifferent because it

Al though OHCD Athree times incomed is used to deter
threeanda-half times income is widely considered the standard range of affordability. As the book

Sorting Out Your Finances for Dummistates fABef ore you can actwually buy a |
out whether you can afford to do so. Typically, you can borrow three or three and a half times your annual
income if you buy Soaccehouse] on your own. 0O

http://mww.dummies.com/WileyCDA/Section/Borrowitig-Buy-a-House.id280183.html
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woul d generally be cBythesnseastre of tidelgusedretnc, ifaf f or d a
Phil adel phia would be classified as an AnAffo
for housing affordabilitiatives such as I1Z.

The fact that Phil adel phia meets the standar

that 1Z is a policy solutidar a
cities with 1Z

probl em

Figure 2

Housing Profitability in Cities with Inclusionary
Zoning

New York NY
Santa Monica CA
Chapel Hill NC
SantaFe NM
San Francisco CA
Boston MA
Tallahassee FL
Chicago L
Denver CO
Madison WI

Philadelphia, PA

1.13

251

Profitability is measured by the ratio of
the average house price to the average
house's replacement (i.e. construction)
cost. High values of the ratio (i.e. >1)
indicate that it is profitable to develop
new homes because prices are high
relative to the cost of building them. ,
whilelow values (i.e. <1) indicate it's
unprofitable to build.

1.00

1.50 2.00 2.50

3.00

Source:

t Mhexdto the same axtént as etker s t

Thenext metric is the Pt@€ost ratiolt measures the likely effectivenessabfopdability
initiatives, such as alues greater than one indicate a greater ability-cditenarkes to
cover any losses from afforgaickd units.
among cities with M/ith a value of 0.25, this intplééghe typical new home in Philadelphia
can only be sold for 25% of what it costs to build, leaving the developer W#thCGth#5% loss

Once iag@hiladelphia ranks at the bottom

3To be fair, this number and others in the chart are almost certainly biased downwards because they
include sales ofbasting homes in the computation of average price. In older cities (Philadelphia, Boston,
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cities with simileonditions are Tallahassee, Chicago, Denver and Madison. By contrast, the
Profitability metric indicates that the remaining cities in the sample have sufficiently low
construction costs and/or sufficiently high sales prices to allow the profgidesthahew re
development to be able to help absorb any losses from constructing affordable units.

In general, constructing new housing in Philadelphiarentlyunprofitable. As long as
this condition prevails, any policy that decreases the profitabildgidential development
will act to inhibit the construction of new housing in Philadelphia.

These results are based upon citywide averages. However, it may be the case that conclusions
presented here do not hold for the entiBecéyse housdqes, incomes and housing quality

exhibit greaariation from one neighbortwotbet nexth Philadelphid may be the case that

certain neighborhoods would be able to support the construction of new affordable housing. To
examine if this was trueaby we compute the Price/Cost ratio for each Census tract to see if

there were any areas where existing prices could make the construction of new housing affordable.
This was done by computing the aandgthemge dwel |
computing the average cost of constturctioat tract-igure 3 displays a map of Census

Tracts in Philadelphia, with each tracioc@drby its PriteCost ratio:

Chicago) the stock of housing is also generally old, depreciated and dated in terms of design. A more
accurate profitability metric would compute the ratio of therage price of new homes to prevailing
construction costs. But, this data is much more difficult to obtain. However, while the ratio may be too

low in some cases, we believe it still accurately captures the essential fact that most dwellings in
Philadephia would sell for less than their replacement cost. Additionally, the previous section also found
that most examples of new residential construction would be unprofitable, either with or without the
obligations of | Z; i .yé¢hat PHilddelphip developers ke i58orlossesos all6t t o i m
new development, but rather that price/cost ratios here are much less than in other cities.

14 Because both price and cost vary significantly with the density of structures, we indexed both numbers to
the density of each tract. This was done by first computing the Floor Area Ratio (FAR) of each tract as the
ratio of total residential square footage to the total land area of residentially developed sites. House prices
were blended with condo prices, bdsgon the percent allocation of each to the housing stock of each

tract. A cost function was then developed which indexed construction cost (per sqft) to the density of the
tract. See the Appendix for details.
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Figure 3

= Price-to-Cost1a - Windows Picture and Fax Viewer

Philadelphia Census Tracts
Color-Coded by Ratio of Avg. Dwelling Price to Construction Cost

Price/Cost

B Incl_Zoning i ~ 9 Inteme... ) .. | Phizreport4.. | T) zaticles-.. | T Documentd... | (@ Inbox - Mic... 2 4Reminders B 7 &) szsem

Sources: MLS, RS Means

Gray tracts indicate neighborhduoel® it is, on average, unprofitable to develop new housing
(price/cost<1)Green tracts indicate neighborhoods where it can be, on average, profitable to
develop new housfpgce/cost>1)As the map indicates, there is indeed significantvariation i

the Profitability metric across the cityods |
build in Center City, Northwest Philadelphia and parts of Northeast Philadelphia. And the fact that
the recent housing bdas seen significant rm@mdo and apartment construction in Center

City and its nearby environs supports the results suggested by this metric.

However, these neighborhoods are in the more affluent areas of Philadelphia, where both incomes
and house prices are the highestcitythef t he | Z | egi sl ati onbés goal
housing, it will not affect those neighborhoods where affordable housing is heeded the most.
Pricegand incomeaje simply too low in those neighborhoods relative to construction costs.
Housdolds in needill likely need to relocate from their current neighborhoods if they are to

occupy an affordable unit.

Moreover, the results suggested here are actually less than they seem. For those areas of
Northwest and Northeast Philadelphia velesrexméed construction costs, they do so by very
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small margins. Most of those tracts have Price/Cost ratios less than 1.05. Since real estate
development is a risky anddonsuming process, most developers require a return greater than

5% to induckdm to undertake a progectvell as to convince investors and lenders to lend

them the capital necessary to bring the project to fruition. And anecdotal evidence supports this.
The new construction of the last few years has been overwhelnatgy coGestier City,

with only modest amounts in the Northwest or Northeast because profit margins are much tighter
there.And, even the significant amount of new construction in Center City is modest compared to
how many units were built in manyitdseduring the recent boom. By the estimates of the

CCD, the most recent boom will havesaddea thousande w uni t s to Center C
stock. Under the provisions of the IZ bill, if 5% of these units were affordable, that would only help
several hundredo u s eh ol ds . Co n s i -theomd popylatibnhisaestimdtddi | a d e |
to be about 364,000 pesstmdegislation will helponyar y smal | fraction of
lowincome population.

Prices are insufficient to cover construction costs in most Philadelphia neighborhoods.

Even in neighborhoods where it is profitable to build, the margin has been just large enough

to support only modest levels of new construction. As such, the &itagisl its current

formwould likelyon | y hel p a f r apogulatomseetifig affofdablead el phi ad
housing

E. OBSTACLES TRCLUSIONARZONINGN PHILADELPHIA

As the data indicate, IZ policies in Philzatelpimbkely fsomad the supply of new affordable

housing because the difference between house prices and their construaigancalts is

(and even negative many casgs. To many peopl e, includi ngq
understandable that this may seem gdotuitige. After all, it is bothkmaNn and widely

perceived that house prices have risen dramatically over the last several years. Less is generally
known about trends in construction costs.

| examine data on recent trends in both house pcoestamnttion costs, in order to identify

why the difference between the two is so small. If the cause can bendeotiffeatating

additional policy solutions into the current legislation may be able to make the adoption of IZ more
successful Philadelphia.

We begin with the price trends in market rate housing. Econsult publishes its own quarterly house
price indefHPIYor Philadelphia. The index is derived by running a regre&ssioat meeke|

the comprehensive population of aleagtishome sales in Philadelphia. The resulting index is
anal ogous to a fADow Joneso index for Phil ade
the general movement in house values in th® compare Philadelphia to other large U.S.

cities, & chose the CaSailler ity composite house price index. This is-eeaddahd

> The model regresses (the natural loghoiiise prices on a vector of characteristics affecting their value
(e.g. size, age, physical condition, location, etc.) plus a vector of variables denoting the year and quarter the
property transacted. Details of the regression are available from tloe aptin request.
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respected house price index that is estimated via a similar regression as our own HPI, and it
characterizes average house price movements in ten largels.Mositiesportantly,

Philadelphia is not one of the ten cities included in their index, so this allows a true comparison of
house price movements in Philadelphia to those in other large metropolitan markets in the U.S.
Figure 4 plots these two indices agadhsbther, normalized so that both indices have a value

of 100 in the base year of 1987:

Figure 4
House Price Appreciation 1987-2008:
Philadelphia v. 10-City Composite
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Sources: Econsult, S&P Glslier MacroMarkets

The plot of house price moveneeimtstructive. First, note that Philad@iptiidinehas
significanthagged othéarge U.S. citig¢slack lingh terms of houpéce appreciatioRrom

1998 to the peak of the index i@ i 7 , Phil adel phi ads homes hav
146%. However, from 1998 to its peak i2006d the Ocity composite index appreciated

173%. The analysis of the previous section showed that Philadelphia homes are significantly
cheaper than most other large U.S. cities. This analysis thleotypitiahtPhiladelphia home

®The 10 cities are: Boston, Chicago, Denver, Las Vegas, Los Angeles, Miami, New York, San Diego, San
Francisco and Washington DC.
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is not only priced cheaperhibares in other comparable cities, but that it appreciates at a slower
rate as well.

The data indicate that Philadelpimaerperformsother large U.S. cities in terms of house
price appreciation.

However, the indices also indicate that | a dheuksimghmar&ed lsas peaked later than the

10city composite. While those cities peake@@6nighiladelphia did not peak until a full

year later, in i2d0 0 7 . As a result, Phil adel phi ads de
10city composit While house prices in those cities have fallen by #83% tB Hat | adel phi
home values have depreciated by only 5% to date.

The currently declining market has important implications for both affordable housing and IZ. First
the fipside@fdecreasing house prdceb®d iIs Widelrgaasac
documented that Philadel phiads house prices
boom. The consequence of this is a decrease in affordability: lecgnemesof reach to

a larger number of residents because they could no longer afford to buy these homes and/or
qualify for a sufficient mortgage amount to purchase.

With declining prices, this dynamic is reversed, and more homeswaitehecesséle and

affordable to local residents. Of course, this mitigates against the need for an 1Z bill. With
affordability on the rise, the need for policy interventions to promote greater affordability is
lessened. Secondly, falling prices work againsessful implementation of 1Z. As previous
analysis has illustrated, the gap between prices and construction costy israhiady ver

even negatien most areas of the cidalling house prices exacethat@roblem. The more

that housprices fall, the less able are the sale of market rate units able kumssedenrthe

affordable units. This will effectively work against not only the construction of affordable units, bu
the construction of any new housing whatsoever.

Philadelph ads r el atively | ower rate of house pric
implementation of 1Z because the price of market units is insufficient to cover the losses

from affordable units. Moreover, the current depreciation of house pricey metioces

the needfor IZ falling house prices make existimgusing more affordable) but algorks

againstl Zds successf bdcausethemégativegap beivieerconstrugtion
costsandhouse prices isurrentlygrowing).

We now examisinilar trends in construction ddstang already established that construction
costs in Philadelphia are very high, we now examine whyHillMe@rstnuction publishes
construction cost indiéestwenty major U.S. citieBhey measure the rnlgnthange in
average costs in particular mérkéis first compare construction cost trends in Philadelphia to
the 2&ity U.S. average, which is shown in Figure 5:

" The indicegrack the collective price &00 hours of labor dbcal union wages plus fringeslus 25 cwt
of standard structural steel shapes antiteonal average price for structural stgdlis 1.128 tons of
Portland cement at tHecal price plus 1,088 boarft of 2 x 4 lumber at théocal price.
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Figure 5
Construction Cost Indices: Philadelphiav. U.S.
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The indices are normalizedtoavdlue 6f i n 197 8. Phil adel phi abds
the red line while thecR® average is represented by the blue line. They indicate that
Phil adel phi aés average cost of construct.i
Thereafter Phi | adel phiaés construction costs
average. Currently, Phil adel phi abscityi ndex
average. This indicates t ha#47% turing thelpastp hi aod s

thirty years, while they increasediyi}92% in the 2ty U.S. average. Consequently, these

indices indicate that Philadel phiabs
urban average. Lastly, notor®/ldid | adel phi adés construc-ti

city average, they also @&wfaster than inflation.

Over the past 3 0 vy e ceost ofconsRuctionhas cthadaged by ard s
average of 4.3% per year. This is faster than bo#lvehegerate of inflation (3.5%er

year) and the national averajeonstruction costfor large cities (3.7peryear).

Source: http://enr.construction.com/
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