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INFORMATION

SUBJECT: CITY COUNCIL POLICY PRIORITY #8: DEVELOPMENT FEE
FRAMEWORK AND IMPACT FEE DEFERRED PAYMENT PROGRAM
FOR HOUSING

The purpose of this information memorandum is to update the City Council on staffs work to
implement a Development Fee Framework (Universal Development Fee) and an Impact Fee
Deferred Payment Program for Housing. This report was originally planned for the March 23,
2020 Community and Economic Development Committee meeting. However, due to
cancellation of the meeting, the update is being provided as an information memorandum
instead.

Staff will continue to develop a fee framework that aligns significant existing, and potential
future development fees, through a uniformed approach, that supports the development of high
density housing throughout the City. Staff will plan additional community outreach, once
appropriate, to further the process of developing the framework.

BACKGROUND

On October 17, 2017, City Council voted on items that were considered “yellow” light relating
to the Mayor’s memorandum entitled “Responding to the Housing Crisis™ as a part of the
Council Priority Setting Session. One of the items moved forward to the Council Priority List
was Priority #21 - Impact Fee Deferred Payment Program for Housing. This priority directed
staff to consider allowing deferral of payment of impact fees on housing construction to better
align with project revenues. The priority also directed staff to explore financing mechanisms that
could allow for-sale housing projects to pay fees over time, at higher aggregate amounts than
currently, but reduce the up-front burden.

At the March 5, 2019 Council Priority Setting Session, the City Council added Priority #12 -
Universal Development Fee to the priority list. This priority directed staff to explore creating a
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universal development fee and structure for residential development that contains all current
development tax and impacts fees. The goal is to provide developers and the public with a
transparent view as to how fees are calculated so it is easier to estimate and understand fees. An
additional possibility may be to create a single point of contact within the organization where
builders can go to obtain fee estimates from various departments.

On November 5, 2019, staff provided a report and received feedback from the City Council on
the Universal Development Fee and the Impact Fee Deferred Payment Program for Housing. At
this meeting, staff recommended pursuing a Development Fee Framework that would align
existing major development fees rather than development of a new Universal Development Fee.
While possible that the City could undertake the work of a Universal Development Fee, this
would be both time and resources intensive and present potential legal challenges. Staff also
received additional direction from the City Council that the outcome of the Development Fee
Framework would not result in any increase or decrease to existing fees, and that fees must
continue to mitigate the impact of new development. Further, staff was directed to explore using
a metric of net rentable square feet and explore tying future adjustments to fees to indices based
on the cost of residential development.

At the February 25, 2020 Council Priority Setting Session, the City Council considered new
priorities and reranked existing priorities based on the completion of other priorities. As a result,
the Universal Development Fee was moved to Priority #8, and given the overlapping work
involved, was combined with Priority #21 — Impact Fee Deferred Payment Program.

ANALYSIS

The staff approach to the Universal Development has been to design a Development Fee
Framework that will be used as a guide for implementing planned changes to existing fees and
taxes. It will be primarily focused on the three major development fees further described below
(Inclusionary Housing Ordinance, Parkland Dedication Ordinance/Parkland Improvement
Ordinances, and Construction Taxes), as well as ensure that any future consideration of new
development-related fees or taxes would also be created in alignment with the Framework.

It is important to note that no fees or taxes are proposed to be increased or decreased as a result
of the Framework. The purpose of creating the Framework would be to provide a transparent and
predictable understanding of City-based costs to developers, as well as providing the City
Council with the ability to understand the impact of decisions related to fees and taxes in their
entirety rather than on a case by case basis. Developers analyze financial feasibility at multiple
points through the course of a project. The earlier that fees and costs can be realized in a
transparent and consistent process, the easier it is for a developer to account for these costs in a
pro forma, and make definitive decisions on whether to proceed with a project. The greater
certainty the City can provide to developers about the fees of their potential project would need
to pay provides an additional incentive for them to choose to build in San Jose.
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The initial focus of the Framework will be on multifamily residential development, and be
targeted at the three major development related taxes and fees. These three taxes and fees, as
evidence in the City’s most recent Cost of Residential Development Study, represent
approximately 60 to 80 percent of the City’s cost to residential development.

Summary of Major Development Fees

Inclusionary Housing Ordinance (IHO)

The City’s Inclusionary Housing Ordinance (IHO) was adopted on January 12, 2010 and became
operative on June 30, 2016. The IHO requires all residential developers who create new,
additional, or modified For-Sale or Rental units to provide 15 percent of housing on-site that is
affordable to income-qualified buyers/renters. If the developer chooses the in-lieu fee alternative,
then it is based on a 20 percent obligation. In the original program this fee was set at $192,946
per inclusionary unit in for-sale developments, and $125,000 per inclusionary unit in rental
development.

On November 5, 2019, the Council approved staff recommended changes to the IHO based on
findings from a financial feasibility study. Under these changes approved in November, the IHO
would be assessed based on a square foot basis rather than per unit. The fee would be set at $43
per square foot for rental housing and $25 per square foot for for-sale housing. However, based
on feasibility, the fee for rental-housing would only be set to the full amount in areas with strong
markets such as west San Jose, but developers can lower this higher fee to $18.26 per square foot
by building 5% of moderate-income affordable units onsite. The rest of the City, outside of
strong markets, would be set to a lower amount $18.26 per square foot rather than $43 per square
foot. The changes are in alignment with the proposed Development Fee Framework. The
changes to the IHO have not formally been adopted but will be brought before Council later this
year.

Parkland Dedication and Park Impact Ordinances (PDO/P10)
The Parkland Dedication and Park Impact Ordinances (PDO/PIO) were adopted in 1988 and
1992 to help meet the need to provide new recreational facilities, such as parks, trails,
community centers, or to improve existing recreational facilities. The PDO/PIO requires new
residential projects to:
e Provide at least three acres of parkland for each 1,000 new residents added by
development
e Make a payment of park impact in-lieu fee equal to the value of the required land
dedication
e Complete improvements to existing facilities, or construct new facilities
e Provide a combination of these through a negotiated agreement.

A 50% reduction in the fee is provided for deed restricted affordable housing units. Developers
can also receive credit to reduce parkland fees if they provide on-site recreational amenities such
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as picnic areas, publicly accessible recreational plazas, community gardens, community
gathering spaces, fitness rooms or swimming pools.

The Department of Parks, Recreation, and Neighborhood Services is preparing to issue a Request
for Qualifications for consultants to assist in evaluating PDO/PIO program. The consultant will
assist with evaluating the current framework and recommending modifications. A work plan for
this effort will be presented to the Neighborhood Services and Education Committee in 2020.

Construction Taxes

There are two significant construction taxes both based on construction valuation. The Building
and Structures Tax is a special tax specific to street enhancement. The Commercial-Residential-
Mobilehome Park Building (CRMP) is a general tax with no restrictions, but typically spent on
infrastructure. The Building and Structures Tax is 1.75 percent, and the CRMP Tax is 2.75
percent both assessed at 88 percent of the project valuation. The effective combined tax rate for
residential projects is 3.96 percent on 100 percent project valuation.

The PDO/PIO and the IHO require new development to provide land, facilities, or affordable
housing units to mitigate the impact of new development on existing recreational amenities and
the need to provide affordable housing. However, both allow the option of fulfilling these
obligations through payment of in-lieu fees. The Development Fee Framework is not proposing
to change this provision but make it so developers can more easily estimate what the maximum
fee amount a project could contribute in-lieu of meeting these requirements through the
provision of physical features.

Development Fee Framework

There are three universal elements being contemplated for inclusion in the Development Fee
Framework:

1. Metric of Calculation
2. Development Geography
3. Development Typology

Metric of Calculation

The IHO is proposed to move from a per unit calculation to a square foot basis under the changes
approved by Council on November 5, 2019. This change aligns San Jose with most other major
cities housing fees. Construction taxes have an existing basis in a per square foot feet. Feedback
from the development community has indicated that this is good metric, and that it should be
more specifically defined as “rentable” square feet. This means the square feet within each unit
that rent is paid for and does not count stairwells or other communal space. Staff is also currently
exploring a separate basis for co-living given its unique nature and design.

PDO/PIO in-lieu fees are currently charged on a per unit basis, with distinctions made between
different development typologies (single-family attached, single family-detached, multi-family
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2-4 units, multi-family 5+ units, high-rise etc.). Other cities have implemented different
methodologies to assess parks fees including per unit, per bedroom, and per square foot.
Additional work is required to understand the implications of transitioning the current PDO/P10
to this methodology that will be done as staff works to update PDO/PIO fees.

Development Typology

Currently the only fees that utilize development typology are the PDO/PIO, as explained above,
and the IHO specific to high-rise development in downtown. At this time, staff is not proposing
to include typology in the framework, but believes that it may need to be considered in the future
through further analysis of the market dynamics within the City. In re-evaluating the PDO/PIO
program PRNS will evaluate the typologies in the fee schedule and seek to eliminate or simplify
the categories used.

Development Geography

Prior to the approved changes, the IHO was assessed at the same rate citywide. PDO/PIO in-lieu
fees vary across the city geographically by MLS district. Constructions taxes are assessed the
same citywide. While MLS districts provide a common defined geography, it is not a geography
that is well known outside of the real-estate world nor do they align with any other geographic
boundaries utilized by the City.

Based on the findings from the IHO feasibility study, staff recommended differentiating the IHO
based on a geography and market conditions. Through the Framework staff will develop a
common geography, within which, fees can be analyzed regularly through updates to the City’s
Cost of Development Study. Staff will evaluate these concepts to implement a common
geography for inclusion with the IHO update.

Summary of Proposed Framework

Current Proposed
e |HO - Per Unit
Metric of calculation e PDO/PIO In-Lieu Fee — per Per rentable/leasable square
unit based on typology foot

e  Construction Taxes —
Percentage of building

valuation
e |HO - Applied citywide
Development Geography e PDO/PIO In-Lieu — based on Standardized geographic areas
MLS districts aligned with market conditions
e Construction Taxes — applied
citywide
e |HO — Exception only for
Development Typology Highrise in Downtown Not yet included in Framework

e  PDO/PIO In-Lieu — per unit
based on typology

e Construction Taxes — Building
type
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Timing of Payment

An additional element of the Framework, originally contemplated as a separate Council Priority,
is aligning the timing of the payment of fees. Currently, the City assesses and collects different
fees and taxes at different milestones in the development process. Some types of fees such as
development review fees or service fees, need to be paid at the time that department staff will be
conducting the work. However, the three major development fees do not need to be paid up
front. The IHO, for example, is already collected post-construction at Certificate of Occupancy.
As the major development fees are brought into alignment with the Framework, timing of
payment can be move to at, or just before, Certificate of Occupancy. Staff will continue to work
to implement this portion of the Council Priority.

State Legislation

Staff is also monitoring the current legislative session as there are numerous bills related to
housing impact fees. The topic of impact fees looks to be an area of emphasis in this year’s
legislative session in order to facilitate the production of more housing units throughout the state.
The goals of some of these bills, outlined below, align with the purpose of the Development Fee
Framework.

AB 1924 (Grayson): Requires jurisdictions to assess fees on a per-square-foot basis, giving
developers the option to build smaller, more affordable units without being penalized with
multiple fees.

AB 3145 (Grayson): Establishes a ceiling for development fees based on the median home price

in a jurisdiction. Cities and counties that exceed this ceiling will be required to seek approval
from the Department of Housing and Community Development, and justify the need to do so.

PUBLIC OUTREACH

The Office of Economic Development, the Department of Housing, and the Department of Parks,
Recreation and Neighborhood Services, created a public outreach strategy to inform and gather
input on the Development Fee Framework from the community. The plan is to meet with specific
stakeholder groups with an interest in the Framework as a first step and then hold a larger
community meeting as the framework is developed further. On March 4, 2020, staff conducted
an outreach meeting at City Hall with the development community. More of these smaller
stakeholder meetings had been planned or scheduled in early March, including a planned

meeting with parks advocates on March 19, 2020, but all were postponed due to COVID-19.
Staff intends to complete its public outreach strategy on the Development Fee Framework in the
near future, when appropriate, including possible utilization of virtual outreach meetings.
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CONCLUSION

Staff has done initial work to date to establish the Development Fee Framework and conducted
some public outreach on the topic with more planned when feasible and appropriate. The
intention is to further refine the Framework with a goal return to the City Council in fall 2020.

Is/
CHRIS BURTON
Deputy Director, Office of Economic Development

For questions, contact Jerad Ferguson, Housing Catalyst, at (408) 535-8176.



