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1. INTRODUCTION 
 
The following report contains Analyses to Support the City of Palo Alto’s Below Market Rate 
(BMR) Housing Program Update, prepared for the City of Palo Alto. The report has been 
prepared pursuant to a contract, executed in August 2004, between the City and Keyser 
Marston Associates, Inc. (KMA) prime contractor, and Anderson & Associates (AA), 
subcontractor. The City had solicited the services of housing and economic consultants with 
experience in inclusionary housing programs, affordable housing program administration, real 
estate finance and market economics to provide independent and objective analyses and 
recommendations on specific questions and issues to serve as input to the City’s BMR Program 
Update. 
 
History and Context 
 
The City founded the BMR Program in 1974, making the Program one of the first of its kind in 
the United States. As of 2005, the Program had produced 169 owner occupied units and 101 
rental units. The program as applied to new development projects is administered through the 
Department of Planning and Community Environment. Sales and resales of BMR units are 
administered by the Palo Alto Housing Corporation (PAHC), a private non-profit corporation 
under contract to the City.  
 
The BMR Program has generated approximately 7.5 BMR or inclusionary units per year, on 
average, since initiation of the Program. In addition, units have been produced through use of 
in-lieu fee revenues. This rate of production has not been sufficient to meet the City’s need for 
affordable housing. To increase production, the updated Housing Element of 1999-2006 
increased the percentage requirements and made other modifications to the Program.  
 
The City, with PAHC, has been administering the BMR Program and its inventory of units for 
roughly 30 years now. Over this period, considerable experience and expertise has been 
developed in areas of marketing, selling, maintaining and reselling BMR units, as well as 
enforcement of deed restrictions. Over the course of time, a variety of conditions have evolved 
and challenging administrative issues have arisen, which the City and PAHC have met with 
creative approaches and measures.  
 
While updating the City’s Housing Element in 2002, the City determined that a comprehensive 
evaluation of the BMR program would be in order. The City prepared a list of specific issues and 
questions for which it would seek outside independent evaluation, research, and the experience 
of other jurisdictions that have faced similar issues. An expected outcome of the BMR 
evaluation is an update to all aspects of the program, including revisions as appropriate, ranging 
from administration and monitoring, to deed restrictions and resale provisions, to 
implementation procedures as applied to new residential projects.  
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Scope of Services  
 
The City of Palo Alto prepared a scope of services, identifying a range of specific questions and 
issues that the KMA/AA team was asked to address and explore. The organization of this report 
generally follows the City’s Scope of Services.  
 
The major tasks are as indicated below. Also indicated is the authorship of the section, since 
some of the tasks were prepared by Keyser Marston Associates, some by Anderson & 
Associates and some jointly. 
 

BMR Inventory, Equity, and Homeowner’s Survey: KMA and City Staff 
BMR Unit Value and Maintenance:   KMA and AA 
BMR Deed Restrictions:    AA & KMA 
BMR Purchase Program Implementation:   AA 
BMR Policy Analysis:      KMA 
Summary of Consultant Recommendations  KMA and AA 

 
Underlying Goals and Assumptions for the Analyses  
 
The analyses and recommendations prepared by KMA and AA address the City’s following 
objectives: 
 

• Strengthen the City’s BMR Program as contained in Policy H-36 of the Housing Element 
of the City’s Comprehensive Plan; 

 
• Improve program effectiveness in meeting the affordable housing needs of the 

community and the workability of the overall program. 
 

• Update the structure of the basic deed restriction used by the BMR program to reflect 
the best practices being employed by other communities and improve the enforcement 
of program requirements; 

 
• Modify program elements to ensure that the BMR units are adequately maintained and 

to encourage homeowners to undertake capital improvements to their homes; 
 

• Update implementation practices to reflect the best practices employed by other 
communities to enhance communication with BMR homeowners and lessen the 
administrative burden whenever possible. 
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Work Program Guidance Process 
 
Throughout the work program Keyser Marston Associates and Anderson & Associates 
personnel met periodically with several members of City staff and with PAHC. A number of joint 
work sessions were held to guide the consultant work program.  
 
To perform certain tasks that required more work within City offices and in Palo Alto, the City 
hired a research intern to administer surveys, summarize survey responses, compile an 
inventory database, research City files for deed restrictions and other documents, and 
undertake other assignments as part of the overall BMR update work program. Consultants 
assisted with guidance in defining the needs and parameters of the tasks performed by the 
research intern.  
  
Regular monthly telephone conferences were held throughout most of the work program to 
coordinate among the City staff participants, the research intern, PAHC representatives, and 
other affected parties to discuss issues, findings and schedule of performance. 
 
Drafts of report sections were periodically submitted to the City. The City reviewed the drafts 
and made requests for modifications. As a result, some of the material is the result of several 
iterations of review and coordination among the parties.  
 
Timing of Research and Report Publication  
 
The timeline for the preparation of the materials in this report has approximated two years. 
Many tasks were interrelated and required the completion of surveys and other tasks 
undertaken by the research intern. Two surveys were conducted by the City with the assistance 
of the research intern, one of all owners of individual BMR units, and one of Homeowners 
Associations. As is typical of such surveys, responses from participants entailed extended time 
frames and resulted in a long study timeline overall for the completion of all tasks.  
   

• Much of the research and analysis, particularly the market research, was conducted 
early in the work program, or the winter of 2004 and early months of 2005. The 
significant time period between the start and completion of this study has had two 
impacts on this report: 

 
• Market conditions and sales prices of market rate units contained in the report reflect 

values that have increased (by mid 2006) significantly since the research was 
conducted. All findings and recommendations have been reviewed in light of trends 
since the research was conducted. KMA believes that none of the findings and 
recommendations contained in this report are undermined or invalidated by the use of 
the early material. Most findings and recommendations regarding matters of valuation 
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have been rendered more conservative (or lower) than would be the case using data at 
this time, late spring 2006, when the complete report document is being assembled. 

 
• Some implementation practices of Palo Alto’s BMR Program have changed since the 

study was initiated. Some of the consultant team’s early recommendations (which are 
included in this report) have already been incorporated into the City’s program. Also, 
some program aspects that are evaluated in this report may not be fully current.  

 
Additional Limiting Conditions 
 

• The analyses in this report have been prepared using the best data available. Secondary 
sources such as the U. S. Census, and surveys by commercial research firms such as 
the Meyers Group were used. While KMA and A&A believe these sources of data are 
sufficiently accurate for the purposes of the analyses, KMA and AA cannot guarantee 
their complete accuracy. As a result, KMA assumes no liability for conclusions drawn 
from these sources.  

 
• As with all economic analyses, the findings and recommendations for the future of the 

program assume no major prolonged downturns in the local, regional or national 
economy. 

 
• The issues, options, and recommendations contained in this report have not benefited 

from input from the City’s legal counsel. While the recommendations contained in the 
report have either been successfully implemented in other cities or are believed to be 
legally permissible, given the preexisting context of Palo Alto’s BMR Program, KMA 
does not make any representations regarding the legal implications of revising the BMR 
Program. 

 
• Keyser Marston Associates and Anderson & Associates both have extensive experience 

with affordable and inclusionary housing. This experience is drawn from consulting 
experience for many jurisdictions, and, in the case of Anderson Associates, experience 
as a public sector staff person in the administration of affordable housing programs. In 
addition to drawing on past experience, for this assignment, the Consultants assembled 
the ordinances from over 20 jurisdictions, jurisdictions selected for their long track 
record, their active and more aggressive programs and their known creative approaches 
to certain issues. Staff persons from other jurisdictions were also contacted for input on 
specific topics.  

 
 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 2-1 

2. BMR INVENTORY, EQUITY AND HOMEOWNER SURVEY 
 
2.1 BMR Inventory 
 
A description of the BMR Inventory is to be prepared by City and/or Palo Alto Housing 
Corporation Staff. When complete, this description will be provided as Appendix A of this report. 
 
Currently there are 169 owner-occupied units in Palo Alto that are regulated by the City’s Below 
Market Rate (BMR) Program.  A complete inventory of these units is found in Appendix A of this 
study.  Sales and resales of the BMR inventory are currently administered by the Palo Alto 
Housing Corporation (PAHC).  Preference for ownership of BMR units is given to applicants 
who live or work in Palo Alto.  In addition to the ownership units, the BMR program also has 
generated 155 rental units. 
 
2.2 BMR Program Equity 
 
This section addresses the issue of the general magnitude of equity that has accrued within the 
BMR program. For purposes of this analysis, “equity” is defined as the difference between each 
unit’s estimated fair market value (assuming that the unit is not encumbered with affordability 
restrictions) and the purchase price paid by the homeowner. The estimate of equity is, however, 
a theoretical figure that cannot be realized because the resale price (value) of each home is 
limited by the requirements of the BMR program. Given the terms of the BMR program, the 
accrued equity is shared between the City of Palo Alto and the homeowners, with the majority of 
the equity accruing to the City.  
 
A precise estimate of both the amount of equity that has accrued within the Program and the 
distribution of the equity between the homeowners and the City would require the preparation of 
a formal appraisal of each home and that the specific terms of each deed restriction be applied 
to the implicit sales transaction to determine the distribution of equity. Such an endeavor is 
beyond the scope and intent of this assignment.  
 
2.2.1 Summary of Approach 
 
To estimate an order of magnitude theoretical fair market value of each of the 169 BMR 
ownership units, KMA first collected and analyzed recent sales of unrestricted market rate units 
within the BMR complexes. The values of the BMR units within those complexes have then 
been estimated based on the values of the market rate units within the same complex. In 
recognition of the general experience that market rate units have typically been upgraded to a 
greater extent than BMR units, for purposes of this analysis it has been assumed that the 
market rate value of BMR units generally approximates 80% of the value of unrestricted market 
rate units.  
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We were not able to identify comparable duplex market rate sales for 12 of the BMR units. The 
market values of these 12 homes have been estimated based on the estimated value of similar 
sized units within the entire BMR database. 
 
2.2.2 Recorded Prices of BMR Units 
 
Chart 2.2. - A, presents a summary of the database for the 169 BMR homes. As shown, the 
most recent recorded sales prices for the homes average approximately $85,000. The average 
recorded price by bedroom count and age of home is as follows: 
 

Chart 2.2-A. Recorded BMR Sales Prices1 
Type of BMR Unit Average Most Recent Recorded BMR Unit 

Sales Price (2005) 
  
All BMR Units $85,000 
  
One Bedroom $59,000 
Two Bedrooms $89,000 
Three Bedrooms $106,000 
  
Built in 1970s $62,000 
Built in 1980s $86,000 
Built in 1990s $106,000 
Built in 2000s $197,000 

 
 
2.2.3 Prices of Market Rate Units in BMR Complexes 
 
Appendix A Table summarizes the sales since 2002 of unrestricted market rate units within 
BMR complexes. Through the published data source of “DataQuik” we identified a total of 327 
market rate unit sales within 33 of the 38 of the BMR complexes. As you will note, given the 
voluntary nature of the sales database, the data are not necessarily complete for all of the 
transactions. As shown, the market rate units sold are estimated to have an average value as of 
2005 of approximately $623,000. The values of the market rate units within the BMR complexes 
can be summarized as follows: 
 

                                                 
1 The “most recent recorded price” includes some homes at their original purchase price and some homes 
that have resold at their most recent resale price. 
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Chart 2.2-B. Sales Prices of Market Rate Units within BMR Complexes 
Type of Market Rate 
Unit 

Avg. Recorded 
Price

Est. Avg. 2005 
Value of Market 

Rate Units

Est. Avg. 2005 
Value/SF

 
All Market Rate Units in 
Complexes with BMR 
units 

$555,000 $623,000 $502

 
One Bedroom $378,000 $443,000 $534
Two Bedrooms $515,000 $590,000 $503
Three Bedrooms $677,000 $739,000 $467
 
Built in 1970s $474,000 $505,000 $459
Built in 1980s $535,000 $619,000 $506
Built in 1990s $648,000 $739,000 $531
Built in 2000s $795,000 $914,000 $550
 
Average annual home price escalations for the market rate units in the BMR complexes 
approximated 4% between 2002 and 2003, and 9% between 2003 and 2005. Given that Palo 
Alto’s BMR program through 2002 required all new developments with more than 10 units to 
include BMR units it is believed that the attributes of these 33 complexes are representative of 
the last 30-years of multi-family ownership development in Palo Alto. There are no relevant 
market rate transactions for Ashby Court, Bautista Court, Foothill Green, Ortega Court, and 
Talisman Drive because these are duplex units within single family detached subdivisions. 
 
2.2.4 Estimated Equity of BMR Program 
 
While the values of the market rate homes in the BMR complexes are the best available 
indicator of the unrestricted market value of the BMR units, they are believed to be somewhat 
higher than the value of the BMR units. This is due to a number of considerations, including that 
BMR units are often located at the least desirable location within a complex and that the 
appliances and finishes within the market rate units will typically be upgraded more frequently. 
In recognition of these considerations, the values of the market rate units have been discounted 
by 20% to establish “order of magnitude” estimates of the market value of the BMR units. The 
fair market value estimates for individual homes are considered “order of magnitude” indicators 
of value rather than appraisal estimates. The value estimates are based exclusively on the 
prices of other homes within the complex or within the BMR database and not on the individual 
attributes of each home. 
 
Based on this approach, it has been estimated that the average market value of the BMR 
homes is approximately $472,000. Given that the average most recent sales price is $85,000, it 
is estimated that the amount of “equity” in each home is approximately $386,000.  



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 2-4 

   
As shown on Chart 2.2-C and Appendix Table 3, it is estimated that the amount of aggregate 
equity that has accumulated within the entire BMR inventory is approximately $65 million.  
 
The equity estimates are summarized in the following chart: 
 
Chart 2.2-C. Order of Magnitude Estimates of Accrued Theoretical Equity in BMR 
Program 
 Avg. Most Recent 

 BMR Price 
Est. Avg. Fair 

Market Value of BMR 
Units 

Est. Avg. Equity 
 per Unit 

All Units, Per Unit $85,000 $472,000 $387,000 
All Units, Total Program $14,400,000 $79,800,000 $65,400,000 
    
One Bedroom $59,000 $342,000 $284,000 
Two Bedrooms $89,000 $464,000 $375,000 
Three Bedrooms $106,000 $617,000 $511,000 
    
Units Built in 1970s $62,000 $422,000 $361,000 
Units Built in 1980s $86,000 $458,000 $373,000 
Units Built in 1990s $106,000 $582,000 $476,000 
Units Built in 2000s $197,000 $683,000 $487,000 
 
2.3 Homeowner Survey 
 
The Homeowner Survey is a key part of a comprehensive review of the Below Market Rate 
(BMR) Program.  The survey was designed by the Department of Planning and Community 
Environment to provide insight into how well the BMR Program currently meets the needs of 
moderate-income families and ways in which the Program may be revised and updated.  The 
City also hired a consulting firm (Keyser Marston Associates, Inc. working in conjunction with 
Anderson and Associates) to review economic and legal aspects of the program and offer 
recommendations for improving administrative efficiency and program effectiveness. 
 
The survey was conducted between December 2004 and February 2005.  At that time, there 
were 169 BMR ownership units.  In total, 124 surveys were received, for a response rate of 
73%.  The detailed analysis of the survey is available in the document “Survey of Homeowners: 
Analysis of Responses.”  See Appendix C. 
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3. BMR UNIT VALUE AND MAINTENANCE 
 
3.1 Initial Sales Prices of New BMR Units 
 
This section addresses the BMR program’s current policy for establishing the initial prices of 
newly constructed BMR homes, including the following: 
 

• A summary and evaluation of the City’s current policy,  

• A comparison of the approach taken by the BMR programs of other communities, and 

• Recommended revisions to the City’s formula for establishing initial prices.  

3.1.1 Summary of the BMR Program’s Current Initial Pricing Policy 
 
It is our understanding that the current program requires from two-thirds to four-fifths of  
units to be priced at levels affordable to households earning between 80 and 100 percent of the 
Santa Clara County median income, taking into consideration the following estimated housing 
expenses: mortgage payment, taxes, insurance, an allowance for capital replacement, 
maintenance and association dues. The remaining BMR units must be available to households 
earning between 100 to 120 percent of the County’s median income. The percentage 
requirements are contained in Policy H-36 of the Housing Element of the City’s Comprehensive 
Plan, and are a function of the overall size of the project, as follows: 
 
Chart 3.1-A.  City of Palo Alto BMR Inclusionary Requirements 

 

Projects 
with less 

than 5 
units 

Projects with 
5 or more 
units and 

site is less 
than 5 acres

Projects with 5 
or more units 

and site is 
greater than or 

equal to 5 
acres

Projects that 
cause the 

loss of 
existing 

rental 
housing 

Density Bonus 
Units (Housing 

Element 
Program H-38)

BMR Requirement 
None 

required 
15% of total 

units
20% of total 

units
25% of total 

units 

25% of all 
density bonus 

units

Percentage of units 
priced from 80% of 
100% of County 
Median Income NA 

Two thirds of 
15% or 10% 
of total units 

in project

Three fourths of 
20% or 15% of 

total units in 
project

Four fifths of 
25% or 20% 
of total units 

in project 

All must be 
affordable to 

Low to Moderate 
Income 

Households
Percentage of units 
priced from 100% to 
120% of County 
Median Income NA 

One third of 
15% or 5% of 

total units in 
project

One fourth of 
20% or 5% of 

total units in 
project

One fifth of 
25% or 5% of 

total units in 
project See above

Source:  Palo Alto Comprehensive Plan Chapter 4: Housing Element, Adopted December 2002. 
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To implement this policy, the City annually establishes underwriting assumptions and publishes 
price guidelines for newly constructed units. The current guidelines are presented in the 
following chart. Generally, developers are required to sell new BMR units at the “BMR Unit Price 
Guideline”, which represents an average value between the minimum and maximum price in the 
income range. However, there is latitude in the BMR program for developers to negotiate pricing 
with City staff on a project-by-project basis. 
 
Chart 3.1-B. Palo Alto BMR Ownership Program – 2004 New Construction Maximum Price 
Guidelines 
 80% to 100% of AMI 100% to 120% AMI
Studios $190,200 $243,650
1-bedroom units $209,300 $266,650
2-bedroom units $262,750 $331,600
3-bedroom units $308,700 $387,450
4-bedroom units $354,500 $443,250
Source: Planning Division Memorandum, March 24, 2004, “Updated Price Guidelines for New BMR Units” 

 
The City’s policy as stated in the BMR Program H-36 of the Housing Element also provides a 
cost-based minimum floor price for BMR units based on the actual cost to the developer of 
constructing the BMR unit. It is the City’s policy that “in all cases the sales price should be 
sufficient to cover the estimated cost to the developer of constructing the BMR unit, including 
financing, but excluding land, marketing, off-site improvements, and profit.”  To implement this 
policy, the City has established a list of cost elements to be excluded in the cost-based 
calculation. Please refer to “City of Palo Alto Below Market Rate (BMR) Program Summary of 
City Policy Regarding Cost-Based Pricing of BMR Units Revised November 2004” for a list of 
the disallowed cost elements, which is attached as Appendix D to this report. 
 
3.1.2 Evaluation of “Cost-Based” Approach to Establishing a Minimum BMR Price 
 
KMA has reviewed the provisions of nineteen other BMR programs. As shown in Table 3-1 
(pages 3-10 to 3-13) it appears that the majority of programs base pricing exclusively on the 
application of underwriting criteria to income limits. The exceptions appear to be: Mountain 
View, Walnut Creek, Davis, and Irvine. While Sunnyvale’s program has historically considered 
construction costs, it is our understanding that the program was revised in 2003 to base pricing 
strictly on income. Consistent with this survey, it is our opinion that the current practice for BMR 
programs is to annually establish permitted BMR prices based solely on the application of 
underwriting criteria to selected income limits. The cost of constructing the BMR unit is not 
typically a factor in establishing pricing. Palo Alto City staff also report that historically very few 
developers have requested that development costs be a factor for establishing the prices of 
BMR units. As an additional consideration, the pricing formula permitted under California 
Redevelopment Law (CRL) for redevelopment agency inclusionary programs is also based 
exclusively on the application of underwriting criteria to income limits. 
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To evaluate the implication of the “cost-based minimum price”, KMA prepared financial 
feasibility analyses of two prototypical developments. The first prototype is a townhome 
development with a density of 17 units per acre. The second prototype is a stacked higher 
density condominium project with 64 units per acre. Both prototypes include BMR units in 
accordance with Palo Alto’s standard program requirements, as described in Program H-36 of 
the City’s Housing Element. The townhome prototype reflects a 15% inclusionary obligation, 
while the condominium project reflects a 15% inclusionary obligation, with an additional BMR 
unit resulting from the density bonus program. The program assumptions, estimated 
development costs and supported profit margin, and residual land value for the two prototypes 
are presented in Appendix Tables 4-A through 5-C. While the prototypes are based on 
development proposals submitted to the City, the cost and revenue estimates contained in the 
appendix tables do not necessarily reflect the economics of any specific projects..  
 
The purpose of analyzing the financial feasibility of the prototypes is two-fold:  (1) to compare 
the BMR program’s pricing guidelines to the cost of constructing the BMR units; and (2) to 
assess the impact of the BMR program requirements on the overall feasibility of the 
development. The findings of the analysis are summarized in Chart 3.1-C. 
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Chart 3.1-C. Summary of Financial Feasibility of Developing Prototypical Developments 
with BMR Units (based on yr, 2004 pro forma information) 

 Townhome Prototype, with a 
15% BMR requirement 

High Density Condominium 
Prototype, with a 15% BMR 

requirement and Density 
Bonus 

Total Units 76 60 
Affordability Mix 

Lower Moderate 
Higher Moderate 

Market Rate 

 
8 
4 
64 

 
7 
3 
50 

Total Development Costs, Ex. 
Land Per unit 

 
$312,000 

 
$487,000 

Est. Per Unit Residual Land Value $359,000 $128,000 
Est. Total Development Costs, 
Including Land, per unit 

$671,000 $615,000 

Per Unit Avg. Sales Value (2005) $787,000 $748,000 
Est. Land Value per sf of land $142.00 $186.00 
Eligible Per Unit BMR Costs $201,000 $315,000 
Avg. Lower Mod. BMR Price $297,200 $263,900 
Avg. Higher Mod. BMR Price $373,500 $341,800 
Comparison of Eligible BMR Costs 
to Permitted Prices 

Avg. Lower 
Avg. Higher Mod. 

 
 

Cost is less than price 
Cost is less than price 

 
 

Cost exceeds price 
Cost is less than price 

Source:  Keyser Marston Associates, Inc. 7/28/05 

 
The key findings of this analysis are as follows: 
 

• Both prototypes (including the provision of the requisite BMR units) appear to be 
financially feasible under current market conditions, assuming no unusual site 
considerations. The townhome and condominium prototypes are estimated to yield a 
land value of approximately $142.00 and $186.00 per square foot of land area, 
respectively. These values will likely support the cost of acquiring many underdeveloped 
sites in Palo Alto. 

• Not withstanding the current feasibility of the City’s BMR program and pricing policies 
from a developer’s perspective, it is likely that requests to negotiate BMR prices will 
increase due to the following: 

• The “eligible per unit BMR costs” allowed under the BMR program are significantly less 
than total per unit development costs, even before land costs are considered. As shown 
above, total per unit costs for the townhome prototype are estimated at $312,000 
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excluding land compared with the eligible cost of $201,000. For the condominium 
prototype, the eligible cost is $315,000 versus the estimated actual cost of $487,000.  

• Land prices are rapidly escalating and represent a significant component of total project 
costs. The development community will likely contend that land costs should be included 
in “eligible per unit BMR costs.”  

• The estimated eligible construction costs for the higher density condominium project 
exceed the BMR pricing guidelines for the Lower Moderate BMR units. This is a result of 
rapidly escalating construction costs, the relatively high cost of constructing higher 
density stacked condominium units compared with the cost of constructing townhome 
units, and the consideration that the price guideline for townhome units is the same as 
the price guideline for condominium units. 

Given market conditions, challenges based on excessive costs are likely to become more 
prevalent. However, because the market is so strong, the values created by the market rate 
units are sufficient to off-set the cost of providing the BMR units, resulting in feasible projects, 
despite the BMR units. Therefore, in our opinion, the prices of the BMR units do not need to be 
adjusted upward to reflect “eligible costs” in order to maintain the feasibility of new residential 
developments. 
 
Given both:  1) the prevailing public policy trend toward establishing BMR prices solely on the 
income limits; and 2) the findings of the feasibility analysis, we recommend that the City  
eliminate the “cost-based minimum pricing” provision from its BMR program. This will: 
 

• Simplify administration; 

• Ensure that prices are consistent with the incomes of eligible buyers; 

• Bring the program in-line with peer community trends; and  

• Clarify the program to the development community. 

3.1.3 Evaluation of BMR Pricing Guidelines and Underwriting Criteria 
 
The variables that drive the formula for setting Palo Alto’s BMR housing prices for new units are 
as follows: 

 
1. Housing costs as a percentage of household income 

2. Income level (% of Area Median Income (AMI)) 

3. Assumed household size for each unit size 
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4. Down payment percentage 

5. Mortgage interest rate 

6. Allowances for property taxes, HOA dues, insurance, capital replacement and 
maintenance 

As shown in Table 3-2, the underwriting criteria of Palo Alto’s BMR program (as specified in the 
March 24, 2004 Planning Division Memorandum entitled “Updated Price Guidelines for New 
BMR Units”) are as follows:  
 

1. Housing costs as a percentage of gross household income – 30% (includes mortgage, 
property taxes, insurance, HOA dues, maintenance and capital replacements) 

2. Income level (% of Area Median Income (AMI)) 

• Lower Moderate Households: Average of households earning between 80% and 
100% of AMI 

• Higher Moderate Households: Average of households earning between 100% and 
120% of AMI 

3. Assumed household size for each unit size – composite 

4. Downpayment % – 5% 

5. Mortgage interest rate – 5.75% 

6. Allowances – .89% for mortgage insurance, 1.25% for taxes, and $350 per month for 
HOA dues, fire insurance, maintenance, and capital replacements. 

These underwriting criteria are generally similar to those of many other programs. However, 
there are a few components that we recommend be reconsidered. The first factor is the income 
level used for pricing. Currently, the program provides a “price guideline” that represents the 
average between the price calculated at 80% and 100% of AMI for the “Lower Moderate” 
income units and another guideline price for the “Higher Moderate” equivalent to the average 
between 100% and 120% of AMI. It is our understanding that while the City establishes these 
averages as the guidelines, the City also negotiates the prices within the income range on a 
project-by-project basis.  
 
While we concur that Palo Alto’s BMR program needs to have some flexibility, we recommend 
that flexibility be provided in areas other than pricing, such as negotiating the mix and size of 
affordable units. We recommend that a set pricing structure be established for the program that 
would not be subject to negotiation. Given the current program, we recommend that two sets of 
prices be established: one set of prices for the 80% to 100% of AMI units and a second set for 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 3-7 

the 100% to 120% of AMI units. Reasonable prices would be 90% of AMI for the 80% to 100% 
range, and 110% for the 100% to 120% range. The primary benefit of establishing a fixed price 
that is no higher than the median of the income range is that it provides a sufficient margin 
between price and incomes to ensure a reasonably sized pool of eligible buyers.  
 
The second issue is the composite household size assumed for each unit size. As shown on 
Table 3-2 (page 3-14), Palo Alto’s program for the 3 and 4 bedroom units is skewed toward 
larger household sizes, with three bedroom prices based on incomes of households ranging 
from 3 to 6 persons and four bedroom prices based on incomes of 4 to 8 person households. 
With these assumptions, smaller households, such as four persons for a 3 bedroom home could 
be required to spend significantly more than 30% of their income on monthly housing costs. 
Many programs base pricing on a household size standard that exceeds the number of 
bedrooms by one. For example, the price of the three-bedroom home would be based on a 4-
person household. While not a critical issue, we recommend that this standard be considered 
because it would increase the affordability of the program and simplify the calculation of prices 
for new units. 
 
With respect to the timing for establishing the applicable prices for each specific project, it is our 
understanding that the City generally applies the prices that are in effect at the time that the 
project’s final map is approved. If, for example, the final map is approved in December 2004, 
then the BMR prices for the specific project would reflect the City’s published prices as of 
December 2004. The advantage of this structure is certainty. The disadvantage is that the units 
will likely be marketed at least one year later and the prices will not be consistent with conditions 
present at the time of marketing. It is our experience that many programs require prices for each 
project to be tied to the annual established price list that is in place at the time that the units are 
being marketed. This typically works to the developer’s advantage because the units will be 
priced based on the current AMI. We have found that the published prices available during the 
entitlement process as well as knowledge of the formula used by the City to annually set prices 
provide the development community with sufficient information and certainty to secure financing. 
Non-profit housing developers are always faced with this situation in which they are securing 
financing based on rents or prices that will not necessarily be applicable at the time that the 
units are actually rented or sold. The lending institutions are aware of and comfortable with this 
structure.  
 
Chart 3.1-D and Table 3-3 (page 3-15) present a calculation of BMR prices reflecting our 
recommendations regarding household size and income level. As shown, the resulting prices 
would generally be somewhat less than the current average BMR price guideline because of the 
reduction in the assumed household size. 
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Chart 3.1-D. Comparison of BMR Prices Yielded by City Formula and KMA 
Recommendation 
 
 

Assumed 
Household 
Size by City 

City’s Current 
Average BMR 

Price Guideline 

Assumed 
Household 

Size by KMA 

 
Price Reflecting KMA’s 

Recommendations 
80% to 100% of 
Median 

    

Studio 1 $190,200 1 $190,100 
One Bedroom 1 or 2 $209,300 2 $224,500 
Two Bedroom 2, 3 or 4 $262,750 3 $259,000 

Three Bedroom 3, 4, 5 or 6 $308,700 4 $293,400 
Four Bedroom 4, 5, 6, 7 or 8 $354,500 5 $320,900 

     
100% to 120% of 
Median 

    

Studio 1 $243,600 1 $243,700 
One Bedroom 1 or 2 $266,650 2 $285,800 
Two Bedroom 2, 3 or 4 $331,600 3 $327,800 

Three Bedroom 3, 4, 5 or 6 $387,450 4 $369,900 
Four Bedroom 4, 5, 6, 7 or 8 $443,250 5 $403,600 

Source:  Keyser Marston Associates, Inc. 7/28/05 

 
3.1.4 Policy Considerations and Recommendations 
 
The key findings of these analysis and our recommendations based on the findings are as 
follows: 
 

• The analysis of the development economics of prototypical developments with BMR 
inclusionary units indicates that the City’s Price Guidelines yield feasible projects and 
there is not a compelling reason to negotiate prices on a project-by-project basis. 

 
• Given both 1) the prevailing public policy trend toward establishing BMR prices solely on 

the income limits; and 2) the findings of the feasibility analysis, we recommend that the 
City eliminate the “cost-based minimum pricing” provision from its BMR program. This 
will: 

 
 Simplify administration; 

 Ensure that prices are consistent with the incomes of eligible buyers; 

 Bring the program in-line with public policy trends; and,  

 Clarify the program to the development community. 
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• We recommend that the City annually establish a list of prices for BMR units that would 

apply to all new BMR units. The prices would not be subject to negotiation. It is our 
understanding that in May 2005 the City adopted this recommendation. The City sets 
prices based on HCD’s published income limits as of May 1st. 

 
• The formula used by the City to establish its BMR Price Guidelines is generally 

consistent with public policy standards. We recommend that the formula be simplified as 
follows: 

 
 Establish the price for all lower moderate income units at 90% of AMI; 

 Establish the price for all upper moderate income units at 110% of AMI; 

 Base unit prices on a household size equal to the number of bedrooms plus 1; 

 When establishing annual prices, use an interest rate that is somewhat higher than 
then current market rate of interest. This will provide some cushion in an increasing 
interest rate cycle. 

 Other than as done in the annual price calculations, do not allow for project-specific 
adjustments to interest rates or other factors; and 

 Apply prices that are in effect as of the date that: 1) the units are being marketed; or 
2) a set time period after building permits are issued – for example 5 months after 
building permits are issued. The advantage of allowing the prices to coincide with the 
marketing period is that the pricing would be synchronized with eligible household 
income limits. It has been our experience that many programs provide for marketing 
materials to be updated if the marketing period spans two different price periods. For 
example, if the City sets prices in May and a project starts marketing in February but 
units are still available in May, then the home prices and the incomes of eligible 
households would both be adjusted in May. The disadvantage of allowing prices to 
coincide with marketing is the potential additional cost and burden of updating 
marketing materials. 



TABLE 3-1

BMR PROGRAM UPDATE
CITY OF PALO ALTO

Contact Information

Year Established/Updated

Basic Requirement
Income for Qualification

Income for Price 
Calculation

Household Size to Number 
of Bedrooms

HH Size:
1

1-2
2-4
3-6
4-8

# of BRs:
0
1
2
3
4

HH Size:
1-2
2-4
3-5
4-6

# of BRs:
1
2
3
4

HH Size:
1
1
2
3
4

# of BRs:
0
1
2
3
4

HH Size:
1
2
3
4
5

# of BRs:
0-1
1-2
2-3
2-4
3-4

HH Size:
1-3
2-5
3-7

# of BRs:
1
2
3

Housing as Percent of 
Income

Underwriting Criteria

Initial Pricing 

Comments

SUMMARY OF FOR-SALE BMR PROGRAMS PRICE SETTING PRACTICES

Cathy Siegel
(650) 329-2441

Vera Gil
(408) 777-3251 

Housing Staff
(650) 330-6706

Lynnie Melena
(650) 906-6466

30%

Interest Rate: 6%
Term: 30 years
Downpayment: 5%
Front/Back Ratio: 31/37
Other Debt Pmts:  $400/mo. for  a 2-person 
HH, $450 for a 3-person HH.  
The City uses the mortage calculator from 
www.themortgage-authority.com.  The 
calculator makes assumptions regarding 
taxes and insurance.  No allowance for HOA 
dues or utilities.

30% (Includes mortgage, taxes, 
insurance, other debt payments. See 
Comments)

Interest Rate: 8%
Term: 30 years
Downpayment: 5%
Other: property taxes, HOA dues, 
insurance, and utilities.

Interest Rate: 7.25%
Term: 30 years
Downpayment: 5%
Property Taxes: 1.1%
Insurance, HOA dues, repairs:  
$250/mo.

2004 Assumptions:
Interest Rate: 5.75%
Mortgage Insurance: 0.89%
Taxes: 1.25%
Total Effective Interest Rate: 7.89%
Term: 30 years
Downpayment: 5%
HOA Dues, Repairs, & Insurance: $350 
per month

Surveys three local lenders and takes 
the average interest rate, and the 
average minimum down payment 
(typically 5%).
Term: 30 years
Other: Property taxes and HOA dues 
are project specific, maintenance = 
$100/month, insurance estimates 
obtained from local sources.

30% (Includes mortgage, taxes, 
insurance, HOA)

33% (Includes mortgage, taxes, 
insurance, HOA, maintenance)

~ 31% (Includes mortage, taxes and 
insurance. See Underwriting Criteria).

Example Initial Price Calculation:
For a 3 BR unit serving 80 -100% AMI, 
the city calculates the affordable price for 
a 3 person HH earning 80% and the 
affordable price for a 6 person HH 
earning 100%.  The City's "price 
guideline" for 3 BR units is the average of 
these two prices.
Note: The City's limits for HH size by unit 
size are slightly different from the 
guidelines used for price setting.

Unclear exactly what is counted in the 
30% of income spent on housing.  City 
staff indicated that the ratio is a back 
ratio, although there is no assumption 
made for other debt in the analysis 
done to support the revised BMR 
program.

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment, "with 
consideration for construction costs."

Project specific.  The City approves the sales 
prices for each development.

"..the average price affordable by HHs in 
the target income range" and the 
appropriate household size range. (See 
Comments.) "In all cases, the sales price 
should be sufficient to cover the 
estimated cost to the developer of 
constructing the BMR unit, including 
financing, but excluding land, marketing, 
off-site improvements, and profit."

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.  
Calculated for each project/phase of 
project.

"…using 1/3 of the CPI..ensures a supply of 
units serving HHs at the lower end of the 
target 80-100% (AMI)…New houses serve 
the upper end of the range…"
Discussion with City Staff indicates that the 
program is very complicated and difficult to 
administer.

Calculates affordable prices for bottom 
and top of  income/HH size range and 
takes the average. (See Comments)

Palo Alto

2/3 of BMR units: 80 - 100% AMI 
Up to 1/3 of BMR units: 100 -120% AMI
Resale Units: average ~60% AMI

80% AMI ("with consideration for 
construction costs.")

Est. 1999Est. 1974 Est. 1988

Up to 120% AMI
10% of units15 - 25% of units 15% of units

Cupertino

Median: 81-100% AMI
Moderate: 101-120% AMI.

Est. 1993; Updating

Menlo Park Mountain View Sunnyvale

Moderate: 80 - 100% AMI
12.5% of units

Lupita Gaeta
(408) 730-7812

80 - 120% AMI (ownership units)

Est. 1980; Updated in 2003/2004.

5 to 19 units: 10% of units

Each project serves a range of incomes: 
prices set @ different percentages from 80 to 
100%.

Median: 100% AMI
Moderate: 120% AMI

110% AMI

Prepared by:  Keyser Marston Associates, Inc.
17175.005\001-020 T3.xls; Table 3-1, 3/5/2007; hr Page 3-10



TABLE 3-1

BMR PROGRAM UPDATE
CITY OF PALO ALTO

Contact Information

Year Established/Updated

Basic Requirement
Income for Qualification

Income for Price 
Calculation

Household Size to Number 
of Bedrooms

Housing as Percent of 
Income

Underwriting Criteria

Initial Pricing 

Comments

SUMMARY OF FOR-SALE BMR PROGRAMS PRICE SETTING PRACTICES

HH Size:
up to 2
up to 3
up to 4
up to 5

# of BRs:
1
2
3
4

HH Size:
2
3
4

# of BRs:
1
2
3

Danielle Forster
(530) 757-5691 x7372

San Jose RDA (408) 794-1000;
Department of Housing (408) 277-4747;

San Jose RedevelopmentSan Carlos

Recently updated its program 
and has not determined the 
exact procedure for initial price-
setting.

Note: For units providing 
congregate care or personal 
assistance for residents, costs of 
care shall be separate from 
housing costs and not included in 
pricing formula.

Est. 2001 Est. 1990;
Updated 2005

San Mateo

Est. 1993

Davis
Sandy Council
(650) 522-7223

David Crompton
(925) 314-3349 x3310

Updated 2004

Very Low: 50% AMI
Low: 80% AMI
Moderate: 120% AMI

Laura Snideman
(650) 802-4490

Danville

Est. 1994

Moderate: 81-110% AMI

Not yet determined.

35% (Includes mortgage, insurance, 
property taxes, HOA dues)

Interest Rate: 7% currently.
Term: 30 years
Downpayment: 5%
Other: Insurance, HOA, taxes.

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.  
Determined once a year.

Developer prepares the pricing when 
they market the units; Housing Dept. 
approves the final pricing calculations.

Not yet determined. Interest Rate: prevailing fixed rate.
Term: 30 years
Downpayment: 5% 
Other: Actual HOA dues, actual 
property taxes, utilities based on 
allowances, actual insurance costs, 
mortgage insurance premium, 
maintenance & repair allowance.

30% (Includes mortgage, 
insurance and HOA)

Very Low: 30-50% of AMI
Low: 50-80% of AMI
Moderate: 80-120% of AMI
Very Low: 50% of AMI
Low: 70% of AMI
Moderate: 110% of AMI

35% for Moderate
30% for Low and Very Low
(Includes mortgage, taxes, HOA dues, 
insurance, utilities)

Multifamily: 30%
Single family: 35%
 (Includes insurance, property 
taxes, and HOA)

Interest Rate: 5.5% currently.
Term: 30 years
Downpayment: 5%
Other: Insurance, HOA, taxes.

Maximum affordable mortgage 
given underwriting criteria and 
income guidelines plus 
downpayment.  Determined once a 
year.

For units built onsite, developer must 
provide 2- and 3-BR units, with a 
mininum of 50% 3 BRs.  

Not yet determined. Will be a 
minimum of 1.5 persons per 
bedroom.   

15% of units

Not yet determined. 110% AMI

A maximum of 35% (Includes mortgage, 
property taxes, HOA dues)

Interest Rate: prevailing fixed rate.
Term: 30 years
Downpayment:  Prepares a range of 
sales prices for a range of 
downpayments.
HOA: $125/month
Other: property taxes

20% at moderate or low

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.  
Determined for each project.

Typically suggests that developer 
should provide 3 BR units so sales 
price can reflect 4 person HH.  

Multifamily projects: 100% AMI
Single-family developments: 110% 
AMI

10% of units 10% - 15% of units, depending on 
Up to 120% AMI

If onsite:  average affordability level of 
100% AMI

For the purposes of calculating sales 
prices, assumes 1 more person than 
the number of bedrooms.

Low: 51-80% AMI
Moderate: 80- 120% AMI

25% of Units

Prepared by:  Keyser Marston Associates, Inc.
17175.005\001-020 T3.xls; Table 3-1, 3/5/2007; hr Page 3-11
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BMR PROGRAM UPDATE
CITY OF PALO ALTO

Contact Information

Year Established/Updated

Basic Requirement
Income for Qualification

Income for Price 
Calculation

Household Size to Number 
of Bedrooms

Housing as Percent of 
Income

Underwriting Criteria

Initial Pricing 

Comments

SUMMARY OF FOR-SALE BMR PROGRAMS PRICE SETTING PRACTICES
 

County of Monterey
Jim Cook
(831) 786-1350

Updated 2003

20% of units
Moderate: 81-120% AMI
Low: 51 - 80% AMI
Very Low: 0 - 50% AMI
Moderate: 110% AMI
Low:  70% AMI
Very Low: 50% AMI
Number of BRs + 1 = Appropriate HH 
Size

Moderate: 35%
Low: 30%
Very Low: 30%
(Includes mortgage, taxes, insurance, 
HOA dues, reserves)
Interest Rate: 7.5%
Term:  30 years
Downpayment: 10%
Other: property taxes, assessments, 
loan insurance and fees, HOA dues, 
insurance, allowance for property 
maintenance and repairs, utilities and 
land rent (if applicable).

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.

"Maximum Affordability Standard"
Very Low:  30% of 50% of AMI.  
Calculate home price supported given 
underwriting criteria.
Low:  30% of 80% of AMI.  Calculate 
home price supported given 
underwriting criteria.
Moderate:  35% of 110% of AMI.  
Calculate home price supported given 
underwriting criteria.

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.  
Determined once a year, but adjusted at 
time of sale for changes in the interest 
rate.

Market sales prices determined by city 
based on four geographical zones.

Pasadena

Est. 2001

Irvine

15% of units 10% of units

Est. 1978

Level I and II: Up to 50% AMI
Level III: 51-80% AMI
Level IV: 81-120% AMI

Interest Rate: prevailing fixed rate.
Term: 30 years
Downpayment: 5% 
Other: property taxes, insurance, HOA, 
assessments.

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.

35% (Includes mortgage, taxes, 
insurance, HOA and assessments)

Very Low: Up to 50% AMI
Low: Up to 80% AMI
Moderate: Up to 120% AMI
Low: 80% AMI
Moderate: 110% AMI

30 - 35% (Includes mortgage, 
insurance, property taxes, HOA dues)

Project specific. 

Developer proposes initial pricing; 
negotiates with city.  Based on 
maintaining minimum return on 
investment to developer for the 
affordable units.  City makes up the 
difference between the affordable sales 
price and the minimum ROI to 
developer using a silent second loan.  

Developer can build either rental or for-
sale; receives a 2:1 credit for for-sale 
units. Also can receive bonus credits for 
3 BR units, and city allows for flexibility 
across income levels (can trade very 
low for low, etc.).  

Offers a "menu option" only if the 
fulfillment of obligations otherwise 
infeasible.  City defines infeasible; 
based on availability of financial 
assistance from city/federal sources.

"A developer may request a 
determination that the inclusionary 
housing obligation, including the City's 
financial incentives as described in the 
Inclusionary Housing Agreement, would 
deprive the developer of substantially all 
the economic value and would 
constitute a taking of the property of the 
entire residential project without just 
compensation. "

100% AMI

Sacramento

Est. 2000

Very Low: Up to 50% AMI
Low: 50-80% AMI

Very Low: 50% AMI
Low: 60% or 80% AMI

Very Low: 10% of units

Beverly Fretz-Brown
(916) 444-9210

Linnie Gavino
(619) 718-9508

For the purposes of calculating sales 
prices, assumes 1 more person than 
the number of bedrooms.

35% (Includes mortgage, taxes, HOA, 
assessments and insurance)

2005 Assumptions:
Loan: 6.5% 
Term: 30 years
Downpayment: 5%
Insurance: 0.4% of sales price
Flood Insurance: 0.3% of sales price
PMI: 0.5% of mortgage
Property taxes: 1.25% of sales price
HOA: if applicable
Mello-Roos: if applicable

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.
  
If home is not sold within 6 months, 
prices will be recalculated.

For the purposes of calculating sales 
prices, assumes 1 more person than 
the number of bedrooms.

For the purposes of calculating sales 
prices, assumes 1 more person than 
the number of bedrooms.

Project specific.

Low: 30%
Moderate: 40%
(Includes mortgage, utilities, HOA dues, 
taxes, mortgage insurance, other 
related assessments)
2001 Assumptions:
Loan: 8% 
Term: 30 years
Downpayment: 5% of market price
Maintenance & Insurance: $1800/year
PMI: 0.5% of mortgage
Property taxes: 1.0% of market price
Utility allowance: electricity, gas, water, 
and trash.

Project specific.

Level I and II: 5%

San Diego

Est. Citywide in 2003

100% AMI

Amy Urcis
(949) 724-6546

Julie Romey - KMA
(213) 622-8095

Prepared by:  Keyser Marston Associates, Inc.
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TABLE 3-1

BMR PROGRAM UPDATE
CITY OF PALO ALTO

Contact Information

Year Established/Updated

Basic Requirement
Income for Qualification

Income for Price 
Calculation

Household Size to Number 
of Bedrooms

Housing as Percent of 
Income

Underwriting Criteria

Initial Pricing 

Comments

SUMMARY OF FOR-SALE BMR PROGRAMS PRICE SETTING PRACTICES

Laura Simpson
(925) 943-5899 x236

Low: 30% (Principal and interest only)

Calculates affordable sales prices for a 
range of interest rate (5% through 
9.9%).  City determines current rate.
Term: 30 years
Downpayment: 10% 
Other: principal and interest only.

30% (Includes mortgage, property 
taxes, insurance and utilities and 70% 
of HOA dues)

For the purposes of calculating sales 
prices, assumes 1 more person than 
the number of bedrooms.

For the purposes of calculating sales 
prices, assumes 1 more person than 
the number of bedrooms.

Walnut Creek

Est. 2004

Very Low: Up to 50% AMI
Low: 51- 80% AMI
Moderate: 80-120% AMI
Very Low: 50% AMI
Low: 80% AMI
Moderate: 120% AMI

10% moderate

For the purposes of calculating sales 
prices, assumes 1.5 persons times the 
number of bedrooms.

Frank Brunings
(831) 454-2217 Nancy Gornowicz

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment "with 
consideration for construction costs."

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.

Maximum affordable mortgage given 
underwriting criteria and income 
guidelines plus downpayment.  

Developer can choose to build either for-
sale or rental units (traded on a one-for-
one basis).  Rental units targeted at 
60% AMI.

100% AMI

15% of units
Up to 120% AMI

Interest Rate: 2 pts. above prevailing 
fixed rate
Downpayment: 5%
Insurance, Condo Fee, PMI, Utilities: 
$5,160 per year
Taxes: 1.25%

Not to exceed between 30% and 35% 
(Includes insurance, property taxes, and 
HOA)

Low: 65% City Median
Moderate: 100% City Median

35% (Includes mortgage, taxes, utilities, 
property insurance, HOA dues)

N/A; see below.

Lower income:  no more than 2.5 times 
65% of median income for the city.
Moderate income:  no more than 2.5 
times the median income of the city.
Adjusted by "bedroom factor."
HOA dues included in calculation of 
total unit costs.

Maximum of two persons per bedroom; 
in special circumstances, will consider 
allowing one extra person per unit.

Interest: prevailing fixed rate.
Term: 30 years
Downpayment: 10%
Other: an allowance for property taxes, 
insurance and utilities is included in 
affordable housing costs.  This 
allowance is set at 20% of the 30% of 
income available for housing.  An HOA 
allow. equal to 70% of HOA dues is 
included in affordable housing costs.

Santa Rosa

Est. 1995

Low: 51-80% AMI

Low: 80% AMI

15% of units onsite

West Hollywood

Est. 1992

Low: Up to 80% of City Median
Moderate: 100% of Median

20% of units

(323) 848-6450

Determines maximum congregate care 
rents separately. 

Conversation with city staff indicates 
that West Hollywood's sale prices are 
far lower than necessary for 
affordability, given recent interest rates.  
Excludes residential care facilities.     

Santa Cruz County

Est. 1988;
 Updated 2004

Prepared by:  Keyser Marston Associates, Inc.
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TABLE 3-2
CURRENT CITY METHODOLOGY FOR ESTABLISHING SUPPORTABLE HOUSING PRICES (STUDIOS TO 4-BEDROOMS)
2004 AND 2005 INCOME STANDARDS DISTRIBUTED BY HUD (SANTA CLARA COUNTY)
BMR PROGRAM UPDATE
CITY OF PALO ALTO

80% to 100% of Median Income

Unit Type Household Sizes
Minimum 

Affordable Price1
Maximum 

Affordable Price2
Average Affordable

Price/BMR Unit Price

Studio 1 $163,500 $216,900 $190,200
One Bedroom 1 or 2 $163,500 $255,100 $209,300
Two Bedroom 2, 3, or 4 $193,900 $331,600 $262,750
Three Bedroom 3, 4, 5, or 6 $224,500 $392,900 $308,700
Four Bedroom 4, 5, 6, 7, or 8 $255,100 $453,900 $354,500

100% to 120% of Median Income

Unit Type Household Sizes
Minimum 

Affordable Price1
Maximum 

Affordable Price2
Average Affordable

Price/BMR Unit Price

Studio 1 $216,900 $270,300 $243,600
One Bedroom 1 or 2 $216,900 $316,400 $266,650
Two Bedroom 2, 3, or 4 $255,100 $408,100 $331,600
Three Bedroom 3, 4, 5, or 6 $293,400 $481,500 $387,450
Four Bedroom 4, 5, 6, 7, or 8 $331,600 $554,900 $443,250

1.

2.

Equals the supportable housing price for the smallest eligible household size at the lower end of income range (e.g., for a two bedroom apartment in the 80 - 100%
of median income category, the minimum affordable price is the price affordable to a 2-person HH earning 80% of median).

Equals the supportable housing price for the largest eligible household size at the upper end of income range (e.g., for a two bedroom apartment in the 80 - 100% 
of median income category, the maximum affordable price is the price affordable to a 4-person HH earning 100% of median).

Affordable price calculations assume: 5% downpayment, 5.75% interest, 30 year fixed, 0.89% mortgage insurance, 1.25% taxes, and HOA dues of $350 per month.

Prepared by:  Keyser Marston Associates, Inc.
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TABLE 3-3
KMA RECOMMENDED METHODOLOGY FOR SUPPORTABLE HOUSING PRICES (STUDIOS TO 4-BEDROOMS)
2004 AND 2005 INCOME STANDARDS DISTRIBUTED BY HUD (SANTA CLARA COUNTY)
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Studio 1 Bedroom 2 Bedroom 3 Bedroom 4 Bedroom
 1 Person  2 Person   3 Person  4 Person  5 Person

110% of Median
Household Income @ 110% County Median $81,250 $92,850 $104,450 $116,050 $125,350
Income Allotted to Housing @ 30% of Income $24,375 $27,855 $31,335 $34,815 $37,605
(Less) Ongoing Expenses1 (4,200)                     (4,200)                     (4,200)                (4,200)              (4,200)                  
Income Avail. for Mortgage/Prop Taxes/Mort. Insur. 20,175                    $23,655 $27,135 $30,615 $33,405
Maximum Purchase Price2 $243,700 $285,800 $327,800 $369,900 $403,600

90% of Median
Household Income @ 90% County Median $66,450 $75,950 $85,450 $94,950 $102,550
Income Allotted to Housing @ 30% of Income $19,935 $22,785 $25,635 $28,485 $30,765
(Less) Ongoing Expenses1 (4,200)                     (4,200)                     (4,200)                (4,200)              (4,200)                  
Income Avail. for Mortgage/Prop Taxes/Mort. Insur. 15,735                    18,585                    21,435               24,285             26,565                 
Maximum Purchase Price2 $190,100 $224,500 $259,000 $293,400 $320,900

1

2

Note: All underwriting assumptions are consistent with the City of Palo Alto's current methodology.

Affordable price calculations assume: 5% downpayment, 5.75% interest, 30 year fixed, 0.89% mortgage insurance, 1.25% taxes, and HOA dues of $350 
per month.

Homeowner association dues, repairs and maintenance and fire insurance.  If HOA dues are lower (e.g., a townhome project with no common amenities 
and more owner repair responsibilities), then owner needs to allow more for insurance and unit repair/maintenance. Does not include utility expenses.

Prepared by:  Keyser Marston Associates, Inc.
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3.2 Resale Prices of BMR Units and Permitted Appreciation 
 
This section addresses the BMR program’s current policy for establishing the resale prices of 
BMR homes, including the following: 
 

• A summary of the City’s current policy, 

• A summary of the City’s objectives for the BMR appreciation formula, 

• Recommended revisions to the City’s formula for establishing resale prices. 

3.2.1 Summary of the BMR Program’s Current Resale Pricing Policy 
 
The formula for establishing the resale price of each BMR home is provided in the deed 
restriction that is recorded with the title of each home at the time of sale. The formulas 
contained in the deed restrictions provide that the resale price shall be based on the initial 
purchase price with: 
  

• An upward adjustment to reflect changes in the Consumer’s Price Index (CPI). The deed 
restrictions range from adjustments equal to 100% of the change in the CPI from the 
date of the initial sale to one-third (1/3) of the change in the CPI, with a large percentage 
of the BMR inventory governed by the 1/3 CPI appreciation index; 

 
• Upward adjustments to reflect the value of substantial fixed improvements made by the 

homeowner; 
 
• Upward adjustments to reflect the cost borne by the homeowner to replace appliances 

that needed replacing; and 
 
• Downward adjustments to reflect the cost of curing any deferred maintenance or 

replacing appliances at the time of sale. 
 
While there is considerable variation among BMR programs regarding the actual formula for 
calculating appreciation, most formulas embody the four elements listed above. And, given that 
Palo Alto was one of the first cities to institute a BMR program, many programs, including 
Mountain View’s and Menlo Park’s, have been modeled after Palo Alto.  
 
3.2.2 Summary of City’s Objectives for Appreciation Formula 
 
It is our understanding that the City is interested in pursuing revisions to the BMR appreciation 
formula that will accomplish the following objectives: 
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1. Preserve BMR units as affordable ownership housing stock over the long term with 
resale prices not exceeding prices that would be affordable to households in the same 
income category as the original buyers.  

 
2. Ensure that the resale price is sufficiently below the market rate value of similar non-

BMR units; 
 
3. Be easy to explain, calculate and administer and not favor selling at any particular time 

of the year; 
 
4. Ensure that the resale price is not less than the price originally paid by the owner; 
 
5. Provide BMR owners with more appreciation than what is currently being generated by 

the 1/3 CPI appreciation factor; 
 
6. Ensure that resale prices are less than the prices of newly-constructed BMR units at the 

same income category; and 
 
7. Encourage and require higher maintenance standards. 

 
8. Allow owners/sellers to recapture the costs of HOA special assessments. 
 

While each of these objectives appears to be both reasonable and achievable, there are a 
myriad of factors that affect the resale price and the market conditions in which the resale will be 
operating. As a result, it is difficult to establish a set-formula that will achieve all of these 
objectives in perpetuity.  
 
3.2.3 The Appreciation Index and Factor 
 
The appreciation index and appreciation factor drive the appreciation formula. The City’s current 
policy of limiting appreciation to 1/3 of the CPI was adopted in response to the double-digit rate 
of inflation that was experienced in the mid 1970s and the early 1980s. During that period, 
inflation outpaced income growth and the growth rate of market rate home prices. The City 
experienced problems in finding income-eligible buyers who could afford the resale prices and 
resale prices were also in some cases approaching market rate prices.  
 
Over the past 15 years, however, conditions have dramatically changed. As shown on Table  
3-4 (page 3-23), inflation has remained at a very manageable rate of approximately 3% per year 
while the median income has increased at approximately 5% per year and the prices of market 
rate attached homes in Palo Alto have increased at approximately 7% per year. This set of 
dynamics has generated a new set of difficulties for the resale of BMR units, especially for units 
with a 1/3 CPI appreciation factor. The key issues are as follows: 
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• Limiting appreciation to 1/3 of the CPI has not generated sufficient value or incentive for 

owners to upgrade and, in many cases, maintain their properties. As a result, the 
physical condition of many BMR units is declining. 

 
• Many units are in need of significant improvements upon resale and the City has had to 

engage in the difficult and expensive process of funding and contracting for the 
improvements. The City does not have an established funding source for upgrading the 
BMR units. 

 
• The need for repairs or upgrades upon resale can, at times, impact the marketability of 

the units; 
 
• Because incomes have increased at a faster rate than the appreciation index, homes 

that were originally sold to moderate-income households earning 90% of the AMI are 
now being marketed to households earning approximately 60% of the AMI. The pool of 
buyers in the 60% of AMI bracket that have sufficient resources and income available for 
mortgage payments is relatively small, which can make it difficult to locate a qualified 
buyer. Additionally, these households do not have the financial capacity to make any 
needed improvements to the BMR units after they move in.  

 
Most BMR programs use one of three indexes for calculating permitted appreciation: the CPI, 
the CPI Housing Index, and the AMI. Mountain View and Menlo Park modeled their programs 
on Palo Alto’s program and permit appreciation equal to 1/3 of the CPI. Sunnyvale and 
Cupertino use the CPI Housing Index as their appreciation index. The CPI Housing index tracks 
the cost of rental housing over time. Sunnyvale permits appreciation equal to 1/3 of the increase 
in the Housing index and Cupertino permits appreciation equal to 100% of the increase in the 
Housing index.  
 
A growing trend is to use the Area Median Income (AMI) as established by the Department of 
Housing and Community Development as the index for appreciation. The AMI index is used by 
San Mateo, Davis, Monterey County, and many cities throughout the State with Redevelopment 
Agencies. As shown on Table 3-4, on page 3-23, the median household income in Santa Clara 
County increased 123% over the 16-year period from 1988-2004. In comparison, market-rate 
housing prices for attached housing in Palo Alto increased approximately 166%, the CPI 
increased 65%, and the CPI Housing increased 74.5%. 
 
To illustrate the impact of these various appreciation indexes, KMA has compared the price of a 
hypothetical BMR unit initially sold in 1994 and resold 10 years later in 2004. This analysis is 
presented in Table 3-5, on page 3-24. As shown, it is estimated that a three bedroom BMR 
home sold in 1994 priced to be affordable to households earning 90% of the AMI would have 
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been priced at approximately $167,3002. The resale price in 2004 would be as follows, 
depending on the applicable appreciation index: 
 

 
 

Appreciation Index 

 
Permitted 2004 Resale 

Price 

Appreciation to 
Homeowner before 

Sales Expenses 

 
2004 Price as a % of 

AMI (Table 3-6) 
1/3 CPI $186,000 $ 18,700 62% 

100% CPI $224,000 $  56,700 72% 
100% AMI $281,000 $113,700 87% 

100% CPI Housing $244,000 $  76,700 77% 
 
As this chart highlights, appreciation based on 1/3 of the increase in the CPI would have yielded 
only $18,700 of appreciation over a 10-year period. This amount of appreciation is insufficient to 
provide the homeowner with the means or incentive to fund on-going maintenance, such as 
replacing carpets, repainting, new fixtures, etc. Additionally, because the median income has 
increased more rapidly than the CPI, the resale price would be at a deeper level of affordability 
than the original price. Whereas the original price was affordable to households earning 90% of 
AMI, the resale price would be affordable to households 62% of the AMI. 
 
It is important to note that the relative growth rates of the indexes fluctuate over time and the 
growth rates experienced over the past 16 years may not continue in the future. This presents a 
complication in trying to establish an appreciation index that will perform in a predictable manner 
compared with the housing market, incomes, and inflation.  
 
It is also important to note that over the past 16 years, the escalation of home prices far 
exceeded increases in income or inflation. As a result, regardless of the applicable appreciation 
index, the appreciation that a BMR homeowner would receive from a sale would not be 
sufficient in and of itself to enable the homeowner to move-up into market rate housing.  
 
3.2.4 Recommended Appreciation Index for Establishing BMR Resale Prices 
    
As mentioned previously, no one appreciation index is perfect for all market conditions or 
parties. With that being said, given the City’s objectives for the appreciation formula as stated in 
Section 3.2.2, we recommend that the appreciation formula for newly constructed BMR units 
reflect the following: 

 
1. The resale price would be capped at the price of comparable new BMR units being sold 

at the same level of affordability as the price originally paid by the seller. This provision 
addresses the City’s first objective stated on page 3-17. For example, if the home was 
initially priced at 90% of AMI, then the resale price would not be permitted to exceed the 

                                                 
2 Price estimate reflects current program interest rate, a household size of 3 persons, and current program expense allowances 
adjusted for inflation. 
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price of a new home with the same bedroom count that is also being priced to be 
affordable to households earning 90% of AMI with current underwriting assumptions. It is 
important that under no circumstance could an owner of an existing BMR unit be entitled 
to a sales price that exceeds the price that the City can charge a new buyer. If that was 
permitted, then the City could be in the position of having to pay to the seller the 
difference between the permitted sales price and the maximum price that the City could 
sell to an income eligible buyer. This provision will also ensure that the sales prices of 
the existing stock will not, under any circumstance, exceed the price of newly 
constructed similar units. 

 
2. The resale price would be capped to not exceed 80% of the unrestricted market rate 

value of the home. This provision is to address the City’s second objective. Because 
market rate home prices have over the past decade increased significantly more than 
incomes, there has not recently been the need for such a cap. However, in the past, 
during periods of rapid inflation and declines in the housing market, conditions have 
existed when the permitted BMR resale prices could approach market rate prices and 
exceed the incomes of eligible buyers. The recommended cap of 80% of market has 
been selected as a 20% differential should be adequate for future buyers to accept the 
long-term deed restrictions on the unit. From an implementation perspective, the value 
would be established through an appraisal process but the appraisal would only need to 
be undertaken if there was a concern by the City that the resale price was approaching 
market. 

 
3. A floor would be established for the resale price that would be equal to the greater of i) 

the price that the seller paid for the home; or 2) the price that would be affordable to 
households with incomes that equal 75% of the AMI (for the homes priced at 90% AMI) 
or 95% (for the homes priced at 110%). The floor would address the City’s fourth 
objective and would also ensure that the affordability level through the resale process 
would not deepen to the point that it would be difficult to locate households with sufficient 
resources to qualify for a mortgage. There is some financial risk to the City in setting a 
floor but we believe that it is minor and can be mitigated by the other components of the 
appreciation formula.  

 
4. The resale price would be driven by a “base” appreciation index equal to 80% of the 

increase in the AMI. Under most market conditions, this appreciation index would 
address the City’s first, third, fifth, sixth, and seventh objectives. A recommended 
companion component to this base appreciation rate would be an incentive provision to 
increase appreciation above the 80% index level if the seller undertakes capital 
improvements and a deduction in the event that maintenance standards are not adhered 
to. 
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The reason that the AMI is being recommended as opposed to the CPI is because a) 
ultimately the resale price of the unit will be governed by the incomes of eligible 
homebuyers, which are governed by the AMI; and b) there is not a solid relationship 
between the CPI and the AMI. The past year provides a good example of the potential 
incompatibility of the CPI index for establishing permitted resale prices. The AMI for 
Santa Clara County has remained flat at $105,500 since 2004. If a BMR unit sold in 
2004 and the owner wanted to sell in 2006 and the price was governed by the CPI, then 
the resale price would be higher than what an income-eligible household at the same 
level of affordability could pay for the home. The City would be in the position of either 
having to buy-down the resale price to maintain the affordability level or raising the 
affordability level of the unit. While the homeowner would in this case benefit from the 
CPI-based appreciation index, the index would be in conflict with the inflexible income 
parameters of the AMI. Conversely, in market conditions in which the AMI escalates at a 
much faster rate than the CPI, the maximum resale price would still be consistent with 
the initial affordability level of the home as affordable income levels are driven by the 
AMI. Given that there is not a solid correlation between the CPI and the AMI but the 
incomes of buyers are set by the AMI, it is recommended that the BMR program be 
internally consistent by using the AMI as the appreciation index. It is important to note 
that neither a CPI-based or AMI-based appreciation index mitigate the impact of interest 
rate change on permitted pricing and appreciation. 

 
It is correct that the base appreciation rate of 80% of the AMI combined with 
improvement bumps could tend to result in resale prices that approach the prices of new 
BMR units at the same level of affordability. But, it is our opinion that the objective to 
provide an incentive for homeowners to maintain their units is more paramount than the 
objective to deepen the affordability levels of existing units over time. As affordability 
levels deepen, it becomes more difficult to ensure that the physical condition of the BMR 
stock is maintained. And, if the units are not adequately maintained, then the 80% 
margin with deductions for needed repairs should provide an adequate margin for the 
City to undertake improvements and recover the improvement costs through the resale 
of the unit at a price consistent with maintaining the same level of affordability.  

 
Many AMI-based appreciation formulas set resale prices based on 100% of the increase 
in the AMI plus incentive bumps for improvement less deductions for deferred 
maintenance. While popular, this formula would typically require cities to basically buy-
down the incentive bump in order to maintain original affordability levels. We believe that 
setting the base appreciation factor at less than 100% combined with incentive bumps is 
preferable as it provides the homeowner with an incentive to undertake improvements 
and reduces the City’s cost exposure. 

 
5. The resale price formula would include both a provision for increasing the resale price 

beyond the 80% AMI base if the homeowner undertakes capital improvements to the 
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property or funds major assessments and a provision for reducing the resale price to 
cover the cost of curing deferred maintenance. These provisions address the City’s 
seventh objective for the BMR program. The recommendations for specific terms are 
presented in Chapter 4 of this report.  

 



TABLE 3-4
HISTORICAL COMPARISON OF HOME PRICES, MEDIAN INCOME, AND CPI INDICIES
BMR PROGRAM UPDATE
CITY OF PALO ALTO

1988 $205,590 120.5 126.9

1989 $253,988 24% 8% 126.4 5% 132.4 4%

1990 $227,892 -10% 6% 132.1 5% 137.3 4%

1991 $255,326 12% 7% 137.9 4% 142.7 4%

1992 $247,425 -3% 3% 142.5 3% 146.2 2%

1993 $264,088 7% 0% 146.3 3% 149.2 2%

1994 $254,270 -4% 6% 148.7 2% 151.5 2%

1995 $254,456 0% 2% 151.6 2% 154.5 2%

1996 $269,778 6% 5% 155.1 2% 157.4 2%

1997 $326,869 21% 4% 160.4 3% 165.6 5%

1998 $374,874 15% 10% 165.5 3% 174.4 5%

1999 $400,900 7% 7% 172.5 4% 185.6 6%

2000 $500,739 25% 5% 180.2 4% 197.0 6%

2001 $482,633 -4% 0% 189.9 5% 216.5 10%

2002 $501,272 4% 10% 193.0 2% 221.4 2%

2003 $473,093 -6% 10% 196.4 2% 223.7 1%

2004 $546,182 15% 0% 198.8 1% 221.5 -1%
Percentage 

Increase 166% 7% 5% 65% 3% 75% 4%

Perctge. Increase, 1988-2004, Attached Home Prices 166% (Santa Clara County Existing Home Prices)

Percentage Increase, 1988-2004, Median Income 123%

Percentage Increase, 1988-2004, CPI -- All Items 65%

Percentage Increase, 1988-2004, CPI -- Housing 75%

One-Third of Percentage Increase, CPI -- All Items 22%

25% (Index for Sunnyvale's BMR program)

1.  DataQuick Information Systems.
Sources:

Median Income for Santa Clara County as published by the California Department of Housing and Community Development.
Real Estate Research Council of Northern California.

San Francisco-
Oakland-San Jose 

CPI - Housing

Santa Clara County 
Median Income;

4 Person HH

San Francisco-
Oakland-San Jose 

CPI -- All Items

Avg. 
Annual 

Change
Avg. Annual 

Change

(Index for many of Palo Alto's BMR units 
Mountain View , Menlo Park)

CPI - All Urban Consumers, San Francisco-Oakland-San Jose, All Items and Housing, Base Period 1982-84 = 100, US Bureau of Labor Statistics. 

$62,900

$64,200

$67,400

$70,200

$77,200

$82,600

$87,000

$57,700

$59,500

$59,300

$105,500

Avg. 
Annual 

Change

$47,400

$51,100

$54,000

Avg. 
Annual 

Change

One-Third of Percentage Increase, CPI -- Housing

(Index for San Mateo, Davis, Monterey County))

(Index for some of Palo Alto's BMR units)

123%

(Index for Cuptertino's program)

Avg. Price of Attached 
Homes Sold in Palo Alto 1

$87,300

$96,000

$105,500
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TABLE 3-5
ALLOWABLE RESALE PRICES AND APPRECIATION - RANGE OF APPRECIATION RATES
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Lower Moderate: 90% of Median Income 1994 2004 2004 2004 2004

KMA recommended 
formula

Price Escalation 
based on Median 

Income Esc.
Price Esc. based 

on Full CPI

Price Esc. 
Based on 1/3 

CPI

Price Esc. Based 
on Full CPI 

Housing
68% 34% 11% 46%

Unit Type Household Size
Affordable Sales 

Price

Studio 1 $105,700 $178,000 $142,000 $118,000 $154,000
One Bedroom 2 $126,300 $212,000 $169,000 $141,000 $184,000
Two Bedroom 3 $146,600 $246,000 $196,000 $163,000 $214,000
Three Bedroom 4 $167,300 $281,000 $224,000 $186,000 $244,000
Four Bedroom 5 $184,000 $309,000 $247,000 $205,000 $269,000

Studio $72,300 $36,300 $12,300 $48,300
One Bedroom $85,700 $42,700 $14,700 $57,700
Two Bedroom $99,400 $49,400 $16,400 $67,400
Three Bedroom $113,700 $56,700 $18,700 $76,700
Four Bedroom $125,000 $63,000 $21,000 $85,000

Higher Moderate: 110% of Median Income

Unit Type Household Size
Affordable Sales 

Price

Studio 1 $137,900 $232,000 $185,000 $154,000 $201,000
One Bedroom 2 $162,600 $273,000 $218,000 $181,000 $237,000
Two Bedroom 3 $187,900 $316,000 $252,000 $209,000 $274,000
Three Bedroom 4 $212,900 $358,000 $285,000 $237,000 $311,000
Four Bedroom 5 $232,900 $391,000 $312,000 $259,000 $340,000

Studio $94,100 $47,100 $16,100 $63,100
One Bedroom $110,400 $55,400 $18,400 $74,400
Two Bedroom $128,100 $64,100 $21,100 $86,100
Three Bedroom $145,100 $72,100 $24,100 $98,100
Four Bedroom $158,100 $79,100 $26,100 $107,100

Appreciation 1994 to 2004

Appreciation 1994 to 2004
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TABLE 3-6
AFFORDABILITY OF PERMITTED RESALE PRICES - RANGE OF APPRECIATION FORMULAS
HYPOTHETICAL RESALE OF 1994 UNIT IN 2004
BMR PROGRAM UPDATE
PALO ALTO, CA

1994 Price Median Income Full CPI 1/3 CPI
Full CPI 
Housing

3 bed home - Priced at 90% AMI in 1994 $167,300 $281,000 $224,000 $186,000 $244,000 

Debt Service $23,260 $18,542 $15,396 $20,197
Plus Expenses $4,200 $4,200 $4,200 $4,200 
Total Housing Expenses $27,460 $22,742 $19,596 $24,397
Income Allocated to Housing Expenses 30.0% 30.0% 30.0% 30.0%
Minimum Annual 2004 Income  for Affordability $91,534 $75,807 $65,322 $81,325
Median Income 2004, household of 4 $105,500 $105,500 $105,500 $105,500

87% 72% 62% 77%

1994 Price Median Income Full CPI 1/3 CPI
Full CPI 
Housing

3 bed home - Priced at 110% AMI in 1994 $212,900 $358,000 $285,000 $237,000 $311,000

Debt Service $29,634 $23,591 $19,618 $25,744
Plus Expenses $4,200 $4,200 $4,200 $4,200 
Total Housing Expenses $33,834 $27,791 $23,818 $29,944
Income Allocated to Housing Expenses 30.0% 30.0% 30.0% 30.0%
Minimum Annual 2004 Income  for Affordability $112,780 $92,638 $79,394 $99,812
Median Income 2004, household of 4 $105,500 $105,500 $105,500 $105,500

107% 88% 75% 95%Minimum Annual Income as a % of AMI

Estimated 2004 Permitted Resale Price

Estimated 2004 Permitted Resale Price

Minimum Annual Income as a % of AMI

Prepared by Keyser Marston Associates, Inc.
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3.3 Maintenance and Treatment of Capital Improvements on Resale  
 
This section evaluates mechanisms by which the BMR owners and the City may maintain the 
BMR units in good, marketable condition through repairs, rehabilitation, and capital 
improvements, including the following: 
 

• A review of available information on the condition and age of the BMR units, 

• A summary of relevant information gathered in the City’s BMR homeowner survey, 

• A summary and evaluation of the relevant aspects of the City’s existing BMR program, 

• A summary of outside sources of funds for repairs, rehabilitation, and capital 
improvements grants and loans, and  

• Recommendations for changes to the BMR deed restrictions and Policy and Procedures 
Manual (Manual). 

Please note that while there are at least 29 different versions of the City’s deed restrictions 
currently recorded on title for the BMR units, references in this report to the City’s existing deed 
restrictions refer to the August 1993 version of the deed restrictions included in the Manual. 
 
3.3.1 Condition and Age of the BMR Units 
 
Through inspections of BMR units that have come on the market for resale, City and PAHC staff 
has become aware of BMR units that are not being well maintained and have not been updated. 
Even with basic maintenance, after twenty or more years, the units need significant 
improvements as kitchens and bathrooms become out-dated. City and PAHC staff have 
indicated that it has been difficult in some cases to sell the units, even with low prices under the 
deed restrictions, due to worn and out-dated finishing’s, fixtures and appliances. PAHC staff has 
also noted that some BMR owners, who have aged or become disabled, do not have the 
financial resources to move from their BMR units that are not accessible in multi-story buildings. 
 
Deferred maintenance, such as leaky windows or toilets or faulty wiring, can rapidly escalate 
into more critical and costly repairs, which could pose health and safety issues for the 
occupants. Units that were built prior to 1979 also could have lead-based paint in the units. City 
staff has also noted the possibility of asbestos in some units. 
 
The City’s inventory of BMR ownership units indicates that: 
 

• 57 of the 169 units are over 25 years old,  

• 105 units are over 20 years old,  
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• 142 units are over 15 years old, and  

• 160 units are over 10 years old.  

Depreciation schedules used by City Real Property staff to depreciate owner’s capital 
improvements suggest that the maximum useful life on an average, depending on the care of 
the unit, would be: 
 

• after 10 years, appliances such as washer/dryers and dishwashers would need to be 
replaced;  

• after 15 years, refrigerators, carpeting, and other flooring would need to be replaced;  

• after 20 years, counter tops in the kitchens and toilets, showers, sinks, and faucets in the 
bathrooms would need to be replaced; and  

• after 25 years, kitchen cabinets and kitchen ranges would need to be replaced.  

Additional information on the condition of the BMR units as a result of the survey conducted by 
the City of BMR homeowners is provided in the subsection below. 
 
3.3.2 Summary of Relevant Homeowner Survey Results 
 
In December of 2004, the City conducted a survey of BMR homeowners. The preliminary results 
of the homeowner survey provide valuable information on homeowner demographics, the 
condition of the units, maintenance and capital improvements made by the homeowners, and 
constraints on, or disincentives to, maintaining or improving the units. While the final 
homeowner survey results were not available at the time this section of the report was prepared, 
the survey data could provide additional valuable information on the condition of the BMR units 
and potential demand/need for publicly-funded grants and/or loans for BMR unit repairs, 
rehabilitation and improvements. For example, the number of extremely low or very low-income 
BMR owners who have appliances in need of repair or replacement could be quantified.  
 
The 124 BMR owners who responded to the survey provided this profile: 
 

• 87% of the owners were low-income households, including 25% of the total respondents 
in the extremely low income category, 30% in the very low income category, and 32% in 
the low income category,  

• 48% of the households included a person aged 60 or older,   

• 15% of the households included a person with a physical disability,    



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 3-28 

• 28% of the owners indicated that their income had decreased since they had purchased 
their BMR unit, 

• 6% indicated that their income had remained the same,  

• 27% of the owners expected their income to decline within the next five years.  

Of the survey respondents, 44% were very satisfied with their units in terms of size and 
amenities and only 8% of the BMR owners were dissatisfied with their units. However, some 
BMR owners indicated that when they purchased their home, the unit was not in good condition 
or was not up to building codes. Several respondents commented that the carpets and blinds 
needed replacing when they purchased their BMR unit and that appliances broke soon after the 
purchase. Many respondents indicated that some appliances, bathroom fixtures, tubs, toilets, 
and heating systems were currently not working or in need of repair. Many respondents 
indicated that their units needed new paint, flooring, carpeting, fixtures, and appliances. One 
household noted that they were experiencing difficulty negotiating the stairs in their two-story 
unit. Another respondent indicated concern that the unit had an asbestos ceiling.  
 
Given the income level of the survey respondents, a surprising number of survey respondents 
indicated that they had done maintenance, such as painting, repairing the roof, repairing 
appliances and heating systems, replacing water heaters, and doing termite work, and had 
made improvements to their BMR units, replacing appliances, blinds, flooring, carpets, and 
bathroom tile; remodeling kitchens; and adding air conditioning, energy efficient windows, attic 
insulation, and garage door openers. The owners provided valuable information on what 
maintenance or improvements will be needed in the future; for example, 36% of the units had 
not been painted for five years, 71% had a water heater that is over 10 years old, etc.  
 
A number of survey respondents commented that they needed assistance with repairs and 
improvements to the units. Some respondents commented that they were not financially able to, 
or had no incentive to, fix up their units and that the costs of high homeowner association dues 
and major homeowner association special assessments prevented them from being able to 
maintain or improve their units.  
 
Other homeowner survey results or comments are included throughout this section. 
 
3.3.3 Summary and Evaluation of Relevant Aspects of the City’s Existing BMR Program 
 
3.3.3.1 BMR Appreciation Formula 
 
As discussed in Section 3.2 of this report, the BMR Program’s current appreciation rate does 
not provide enough equity to provide incentives, or to cover financing necessary, to ensure that 
the units are maintained as the units’ age. If the City were to adopt an appreciation formula that 
allows greater appreciation of the value of the BMR units and existing BMR owners were given 
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the option to record new deed restrictions with the higher appreciation formula, existing BMR 
owners could have sufficient equity in their units to cover property maintenance and capital 
improvements. This would be important if the City sets up a rehabilitation loan program with 
favorable terms (zero interest rate and deferred payment), as discussed in Section 3.3.3.8 of 
this report. 
 
A number of inclusionary housing programs allow capital improvements to be added to the 
resale value in addition to the increase in value based on an appreciation factor, as does the 
City’s program. However, while the City only allows a depreciated value of capital improvements 
to be included in the resale price, some programs allow the full value of the capital 
improvements to be included. Allowing the full value of capital improvements to be included in 
the resale value provides an incentive for those owners who take the initiative to make 
improvements. However, capital improvements made many years prior to the resale of the unit 
could have significantly depreciated by the time the unit is resold. PAHC staff reports that they 
do not currently incorporate the value of capital improvements into the calculation of the current 
unit value at the time a unit is being refinanced, due to the staff time that would be involved in 
inspecting the units and determining the value of the capital improvements. We agree with this 
approach and are not recommending a change to this practice. Our discussion here relates only 
to the allowable resale price. 
 
City staff has noted that the City’s depreciated capital improvements provision encourages the 
homeowner to defer work until immediately prior to sale in order to recoup the full cost of the 
improvement. Since only recent improvements are captured in full, those owners who had made 
improvements throughout their ownership are not rewarded for doing so. Also, according to 
PAHC staff, a great deal of staff time has resulted from responding to BMR owner disputes with 
the determination of credits for capital improvements. One homeowner survey respondent 
indicated that the depreciation formula was a disincentive to making improvements and another 
stated that the requirement that the cost of eligible capital improvements be at least 1% of the 
unit purchase price was a disincentive. 
 
Some jurisdictions limit the amount of capital improvements that may be added to the resale 
price. According to Santa Cruz County staff, their deed restrictions limit the amount of capital 
improvements that may be added to the resale value to a 10% increase in the resale price. 
According to Monterey County’s May 2003 inclusionary housing program administrative manual, 
if the BMR unit has been maintained and is in decent condition, the County allows a home 
improvement credit in the amount of 10% of the purchase price to be added to the resale price, 
which is reduced by any costs to remedy any deficiencies in the unit. This resale value, 
including the capital improvements credit, is capped at a calculation of an affordable housing 
price.  Monterey County staff reported that it is not clear that this provision has provided any 
incentive to BMR owners to maintain their units, since the appreciation rate based on the rate of 
increase in the AMI has provided adequate appreciation. 
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3.3.3.2 Refinancing Policy 
 
The City’s BMR deed restrictions currently recorded with the deeds for 71 of the 169 BMR units 
require that BMR owners obtain approval for any refinancing (referred to here as any new 
mortgage financing subsequent to the purchase of the property, including refinancing of the first 
mortgage and obtaining new equity mortgages or lines of credit) of the mortgage loans on the 
property. This provision is inappropriately included in the deed restrictions within the section 
entitled Procedure on Sale and reads: “Any encumbering of title of the Premises in connection 
with securing any financing or loan may only be accomplished with City’s prior express written 
consent…”  
 
According to City staff, prior to August 1993, there was no requirement to obtain City permission 
for refinancing, but since the requirement was added to the City’s deed restrictions, no BMR 
owner has ever contacted the City to obtain such an approval. PAHC has undertaken efforts to 
remind the BMR owners of this requirement through a workshop offered to BMR owners and 
when owners call to check on the value of the BMR unit. A notable 50% of the homeowner 
survey respondents indicated that they had refinanced their original mortgage one or more 
times during their ownership of the BMR unit and another 14% indicated that they had taken out 
an equity line of credit, most of whom appeared to have obtained a line of credit between 
$40,000 to $125,000, which, depending on the balance on their first mortgage, could be far in 
excess of the current value of their BMR unit. If BMR owners did contact the City or PAHC, 
however, the City currently has no written policy regarding re-financings, such as the type of 
loans allowed, and procedures for granting consent, other than the maximum 100% loan-to-
value requirement state on the PAHC BMR website. 
 
If the equity in the BMR units were sufficient, then BMR owners with sufficient income and good 
credit would be able to obtain financing through refinancing their first mortgages, obtaining an 
equity mortgage or line of credit to cover needed repairs, rehabilitation and capital 
improvements. The City’s current refinancing policy allows such financing up to the current 
value of the BMR unit. As discussed in Section 5 of this report, it would be important to restrict 
refinancing to new loans for which the principal would not increase over time, such as negative 
amortization loans, “option adjustable rate mortgages”, and reverse equity mortgages. 
 
3.3.3.3  Income Level of BMR Owners 
 
In the most recent Housing Element adopted in 2002, the City revised the BMR Program, 
through its Housing Element Program H-36, to increase the affordability of a portion of the new 
BMR units to be affordable to households with incomes between 100-120% of area median 
income (AMI). However, according to City staff, even though the oldest units in the program 
were also sold initially to households up to 120% of AMI, the income levels of the existing BMR 
owners have declined significantly over time   
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As the preliminary homeowner survey results indicate, the income levels of the majority of the 
current BMR owners are extremely-low to very-low income.  Households in these income 
categories tend to have very limited financial resources, little discretionary income, and limited 
or no potential for income increases, particularly for seniors or disabled persons on fixed 
incomes.  For these owners, it can be extremely difficult to maintain the units, replace 
appliances, make capital improvements, or make even routine minor repairs without outside 
financial assistance. These owners are also less able to take on additional debt to finance 
rehabilitation or improvements.  
 
Based on Anderson & Associates’ experience administering inclusionary housing programs and 
that of the other jurisdictions contacted as part of this study, BMR buyers in income brackets 
equivalent to between 80 -120% of Palo Alto’s AMI levels are more likely to make 
improvements, such as adding hardwood floors, appliance upgrades, and other kitchen and 
bathroom improvements, even if they will not receive credits for the improvements upon resale. 
While we are not recommending a change in the City’s income level requirements for BMR 
units, we are noting that the change in City Program H-36 should result in better maintenance of 
these newer BMR units purchased by moderate-income households than those purchased by 
lower income households. By the same token, the shift noted in Section 3.2 of this report to a 
lower income level of buyers as existing units resell, due to the City’s current resale pricing 
policy, could tend to result in a lower level of maintenance for units that have already resold 
through the program 
 
3.3.3.4 Asset Limits 
 
The City’s current policy that limits the assets of BMR buyers could be one factor contributing to 
the lack of maintenance and improvement of the BMR units. BMR owners have competing 
demands for their liquid assets, such as medical bills, retirement savings, or major purchases 
such as an automobile, so that property expenditures for maintenance or improvements tend to 
be deferred. A more detailed discussion of asset limits is included in Section 5.1 of this report. 
 
3.3.3.5 Construction Quality and Amenities in BMR Units 
 
Program H-36 of the City’s Housing Element requires that BMR units “be comparable to other 
units in the development.” According to staff, this provision to provide comparable construction 
quality and amenities has been better enforced in the last ten to fifteen years than when the 
BMR Program was younger. The lower quality of construction in the older BMR units could 
contribute to a higher rate of deterioration in the BMR units than other units of the same age. 
Continued enforcement of this provision would be important to reduce future needs for property 
maintenance and improvements.  
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3.3.3.6 Inspection of BMR Units Upon Resale 
 
The City’s deed restrictions recorded for the City’s BMR units allow, but do not require, the City 
to inspect the units at the time of resale. The inspector would determine whether there are any 
deficiencies in the units that need to be either remedied by the owner prior to the close of 
escrow or have sufficient funds set aside in escrow for the buyer to cover the costs of the 
repairs. This section of the City’s deed restrictions related to the City’s inspection of the unit 
includes the following language: “City or its designee shall have an opportunity to determine 
whether …any violation of applicable building, plumbing, electric, fire, or housing codes exist; 
…” The requirements for the condition of the unit upon resale are somewhat vague and do not 
include health and safety standards or that the unit meet required housing and building codes. 
The model letter provided to a BMR seller regarding the sales process, under a section in the 
Manual entitled Property Inspection, states “…the Real Property Division of the City of Palo Alto 
will report to you the findings of their inspection. Their report may note damages or deferred 
maintenance items for which you are responsible…. Please refer to your deed restrictions for a 
more detailed description of this procedure.”  
 
Current and past practice has been that the PAHC staff person and a City Real Property staff 
person inspect the unit to determine the need for minor repairs; the condition of obvious interior 
features such as walls, paint, and flooring; and whether appliances are working. The seller is 
required to order and pay for a termite report and the deed restrictions specify the work is the 
responsibility of the seller and buyer. The Real Property staff person then writes-up the deferred 
maintenance and repair that the seller is obligated to fix.  
 
Neither the PAHC staff nor the City staff conducting the inspections have construction 
experience or building code expertise and the pre-sale review of a BMR unit’s condition has 
never intended to equal or replace any type of professional inspection or investigation and 
neither the City nor PAHC provides any warranty or certification of a BMR unit’s condition or 
compliance with building codes. According to City staff, the presale property visit and review 
conducted by PAHC and City staff is similar to the type of inspection that a rental property 
landlord would do when a tenant is vacating a unit.  
 
The BMR buyer may obtain a professional property inspection and/or may purchase a home 
warranty plan. However, few BMR buyers have had their own property inspections done prior to 
purchase, either because they do not understand the value of them or have the resources to 
pay for the inspections or due to an assumption that the City’s inspection is filling the same 
purpose. BMR owners may believe that the City inspection includes determination of code 
compliance since the write-up covers the other items listed in the deed restrictions or that it is 
comparable to a comprehensive property inspection that a buyer would get from an independent 
property inspector. One homeowner survey respondent suggested that the City communicate to 
the buyers that they “are at risk if they do not hire a home inspector.”   According to PAHC staff, 
they do orally advise BMR buyers to retain a home inspector and, while it is not included in the 
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BMR Program Manual along with other required real estate forms, they do require buyers to 
sign a California Association of Realtors “Buyer’s Inspection Advisory” form, which underscores 
the importance of doing full property investigation and recommends a list of items buyers should 
investigate. Real Property staff also recommended that a full property inspection be done by an 
outside party, but questioned how this would be funded.  
 
Other jurisdictions, such as the City of Alameda and the City of Emeryville, have inspections of 
the interiors of the units conducted by both a City staff person and either a City building 
inspector or a contractor retained by the City who has both construction experience and 
knowledge of building and other code requirements. This is important to ensure that the BMR 
units are maintained in a safe condition, that any work on the property was done with required 
building permits, and that the property meets building code requirements. Examples of unsafe 
work that could be done without permits include enclosing porches or balconies with newly 
installed electrical wiring or installation of new water heaters.  
 
3.3.3.7 Condition of BMR Unit Required Upon Resale 
 
The BMR deed restrictions require that the owner either remedy any deficiencies noted in the 
condition of the unit in a manner acceptable to the City prior to the close of escrow or, at the 
City’s discretion, that funds be credited to the buyer through an escrow account to cover the 
cost of the needed repairs or replacement.  
 
In the past, the City required that the seller make the repairs prior to close of escrow, but has 
recently experimented with the implementation of this provision so that sometimes the funds are 
held in a 30-day escrow account for the buyer to make the necessary repairs or replacements. 
The City does require that the seller be responsible for the cost of a termite inspection and for 
any Section I work identified in a termite report. City staff has noted that an increasing number 
of BMR resales have occurred when the BMR owner has died or is incapacitated, so that the 
resales are handled by family members who may be living out of the area and for whom it is 
difficult to have repairs or improvements made prior to the sale of the unit. City staff has also 
noted that in some cases the buyers may prefer to have work done (such as painting or 
replacing blinds, flooring or carpeting) after the sale so that they may select the color or finishes. 
However, by requiring the work to be done by the seller prior to the close of escrow, the City can 
ensure that the work is actually completed; whereas if the funds for the work go into an escrow 
account, the funds are merely returned to the seller if the buyer does not use them within the 
30-day period. The City would also be able to ensure that the buyer is not burdened with having 
repairs or rehabilitation work done while they are living in the unit that was the responsibility of 
the seller. Buyers could be allowed to select colors and finishes even if the work is done prior to 
the close of escrow, but then it may be difficult for the seller to get the work done in a timely 
manner. If the City had an operating rehabilitation program, the staff operating the program 
could assist the seller or the seller’s family to complete the work.  
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The preliminary draft of the City’s BMR homeowner survey includes comments from some 
owners reflecting their dissatisfaction with the quality of the units when they purchased them- 
that appliances, etc. have needed to be replaced soon after the purchase and they did not have 
the available funds to do the needed repairs or replacement. While information on the actual 
condition of those units is not available, if the units are not in good condition when the BMR 
buyers purchase the units, it would be more difficult to get them to maintain the units and 
require that the units be in good condition when they are resold. Real Property staff suggested 
requiring a home warranty for BMR buyers. An alternative solution would be minor home repair 
grants offered through a City repair/rehabilitation program. 
 
3.3.3.8 City Grants and Loans Available to BMR Owners 
 
The City currently has no program providing grants or loans to BMR owners to cover repairs, 
rehabilitation, or capital improvements. The City did operate a program funded through the 
City’s Community Development Block Grant (CDBG) funds aimed at single- family market-rate 
homeowners. The program was discontinued in the early 1990’s due to the lack of demand from 
low-income owners for the program. Since 2003, the City has allocated CDBG funds annually to 
a non-profit organization called Economic and Social Opportunities (ESO) to provide minor 
home repair services and make energy-efficiency and accessibility improvements for a limited 
number of households whose incomes do not exceed 60% of area median income. BMR 
owners that meet the income limits are eligible for these home repair programs. The Avenidas 
home repair service also provides discounted services for seniors. However, it appears that 
there is an increasing need for such a program for the BMR owners as this housing stock has 
now aged and a significant percentage (about fifty percent) of owners are very low income. 
Because many of the City’s BMR owners do not have the income to support any additional debt 
or the assets to cover the cost of needed rehabilitation, the only financing option available to 
these owners would be deferred-payment loans through a City-funded loan program. Senior or 
lower income occupants also may need assistance in selecting contractors and overseeing the 
repair or rehabilitation work. However, the owners would need to have sufficient equity in their 
homes to support an additional loan. 
 
Other jurisdictions have rehabilitation programs that provide zero-to-low-interest rate loans 
available to lower-income homeowners. Many of these programs also include grants for certain 
uses, such as minor home repairs, including appliance replacement; accessibility 
improvements; and paint. These funds could protect BMR owners who may be living in 
substandard housing by addressing health and safety issues, such as faulty wiring or heating 
systems, leaking appliances or bathroom fixtures, lead-based paint, or asbestos. By providing 
resources to lower income homeowners so that they may make repairs or improvements as 
they are needed, City-funded grants or loans can prevent larger, more expensive rehabilitation 
work later on resulting from deferred maintenance. PAHC staff noted that BMR units at resale 
have been in such bad condition that work needed to be done prior to showing the unit, not just 
prior to resale. City funds could assist the buyer so that units would be in marketable condition 
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when they put the unit on the market. To encourage owners to take advantage of these loans, 
the loans could be offered at a 0% interest rate. Even accrued interest at a low 3% interest rate 
could equal or exceed the owner’s equity upon sale at the current allowable appreciation rates. 
One of the advantages of offering rehabilitation funds to homeowners is that the funds are 
revolving, i.e. once the funds are repaid they may be reused to assist a subsequent 
homeowner. 
 
3.3.3.9  City Purchase and Rehabilitation of BMR Units 
 
The City has purchased BMR units through the BMR Program Emergency Fund that were in 
danger of being lost to the program through foreclosure or to enforce the BMR program’s 
owner-occupancy requirement. The City entered into a contract in November of 2005 with the 
City of Menlo Park to administer the rehabilitation of two units acquired in mid-2005 as a result 
of such litigation. The City of Menlo Park administers several low volume Rehabilitation Loan 
Programs and a First Time Homebuyers Loan Program with a one-person rehabilitation 
program staff. 
 
This approach requires substantial funds upfront to cover the cost of purchasing the property, 
the property holding costs, the rehabilitation costs and is very labor intensive for City staff, even 
with contracting the rehabilitation work management to an outside entity. Depending on the 
outcome of this project and whether the City of Menlo Park is interested and has the staff 
capacity to provide ongoing services to Palo Alto, Menlo Park staff may be a candidate to carry 
out subsequent rehabilitation efforts and/or administer a City-funded rehabilitation program. 
Since the timing of resales cannot be predicted, the City can’t ensure that it would have 
sufficient funds to cover the demand at any given time. If the City had an operating rehabilitation 
program, such rehabilitation work could be done while the property is in private ownership.  The 
funds to cover the cost of the rehabilitation would be revolving funds, which could eventually, be 
used for another homeowner. 
 
3.3.3.10 Ongoing BMR Owner Education 
 
The homeowner survey provides information on the BMR owners’ understanding of the BMR 
program requirements. Of the survey respondents, 15% indicated that they were not aware that 
the future sales price of their home would be adjusted if they make improvements, and another 
31% indicated that they were “somewhat” aware of that program provision. Survey respondent 
comments included a request for regular updates on the current value of the BMR units. One 
BMR owner commented that they had been paying property taxes based on the market-rate 
value of their unit for twelve years because the tax assessor was unaware that the unit had 
restrictions on its value. Another respondent requested assistance in preparing a BMR unit for 
resale. 
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In the past year, PAHC provided a BMR owner education workshop to 30 BMR owners covering 
the rights and responsibilities of BMR owners and has initiated newsletters to the BMR owners. 
Excerpts from the seminar materials have been placed on the PAHC website. PAHC staff plans 
to continue to improve the explanation of BMR rights and responsibilities at the time of 
purchase, to reinstate annual letters to the BMR owners, and to provide owners with regular 
updates of their BMR unit values. Some local jurisdictions with inclusionary programs provide a 
BMR value calculator on their City websites but this eliminates the City’s opportunity to apprise 
lenders and remind BMR owners of the City refinancing policies and to obtain information on 
proposed loan amounts.  
 
3.3.3.11 Housing Rehabilitation of BMR Units, a City Housing Priority 
 
The City’s current Housing Element and Consolidated Plan do not identify housing rehabilitation 
of the City’ s BMR housing stock as a housing need or priority. This could be an impediment to 
City’s ability to access outside sources of public funds.  
 
The City is a direct recipient of Community Development Block Grant (CDBG) funds from the 
federal government. These funds may be spent for rehabilitation loan programs for lower 
income households. According to City staff, the primary impediment to initiating a new program 
is the lack of City staff capacity and the lack of an identified available outside entity to operate 
such a program. Once an experienced program operator is identified and local housing funds 
such as CDBG are allocated to the program, the City would rank more favorably in funding 
applications to outside funding sources that rank applications based on the City’s leverage of 
funds, the program operator’s rehabilitation program administrative experience, and the City’s 
readiness to use funds if awarded.  
 
3.3.4 Summary of Outside Funding Sources for Repairs, Rehabilitation, and Capital 

Improvements Grants and Loans 
 
3.3.4.1  HOME Program 
 
The HOME Program is federally funded but is administered by the State of California. The City 
of Palo Alto is not an entitlement jurisdiction for this program and must compete with other 
jurisdictions and with community housing development organizations (CHDO’s) throughout the 
state. These funds are provided as a grant to local jurisdictions and as a loan to CHDO’s. The 
maximum funding amount is $800,000 and the 25% funding match requirement was waived in 
the last funding round. In the last funding round, 50% of the funds were reserved for rural 
housing and 15% were reserved for CHDO’s. This program typically has funding rounds in the 
fall of each year.  
 
The funds may be used for first-time homebuyer programs, owner-occupied housing 
rehabilitation programs, rental rehabilitation and/or acquisition programs, and rental assistance 
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programs. The homebuyer programs may include up to $10,000 in funds for rehabilitation. 
Owner-occupied rehabilitation programs that assist owners whose principal residence is in need 
of repairs or improvements to meet federal, state, or local building codes are eligible. Funds 
may not be used to refinance existing debt. These funds are loans that then may be deposited 
into a City-controlled HOME account. The funds may cover administrative costs including up to 
2.5% of the funds for general administrative expenses, up to 24% of the HOME loan for Owner-
Occupied Rehabilitation and, 14% of the HOME loan for First Time Homebuyer activities. The 
funds are available to assist lower income households.  
 
A local public entity receives extra points for having a housing element in substantial 
compliance with State Housing Element law. Applications are ranked based on experience 
operating affordable housing programs, prior experience operating the same type of program to 
be funded, community need, and adequacy of program guidelines,  for owner-occupied 
rehabilitation programs, community need points are granted based on poverty level of 
homeowners and age of housing stock. Based on data provided in the HOME Notice of Funding 
Availability, Palo Alto would rank poorly in terms of poverty level, but could receive the highest 
ranking in the state based on age of housing stock, which would represent 250 points out of a 
possible 1,050 for the age of units factor alone,  
 
3.3.4.2 California Housing Finance Agency HELP Program 
 
The California Housing Finance Agency (CalHFA) Housing Enabled by Local Partnerships 
(HELP) Program provides unsecured, deferred payment loans to local government agencies at 
a 3% simple interest rate. These loans have a maximum 10-year term. The maximum funding 
amount is $1.5 million and is limited to one activity or program per application. The funds may 
be used for locally determined affordable housing activities and priorities, including affordable 
housing development, acquisition, rehabilitation, and preservation. While the program allows 
flexibility in use of funds, the proposed use must be identified as a local housing need or priority 
in a local government agency’s adopted plan. Program administration costs are not an eligible 
use of funds. There are two funding rounds each year, in the spring and fall. 
 
Applications are ranked based on the following criteria: the affordability of the assisted units (in 
terms of length, depth, and amount), maximization of benefit (in terms of number of units 
assisted, the amount of HELP funds expended per unit, and the number of persons benefiting 
from the HELP program assistance), implementation readiness (in terms of the applicant’s 
experience operating the proposed program, whether the programs are already in place, and 
whether the programs have the authorization necessary to proceed), and the amount of 
leverage funds provided. Priorities are given to applications for homeownership activities that 
assist households with incomes up to 100% of area median income and to applications from 
local government entities whose Housing Element has been approved by the State.  
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The City applied for funds through the CalHFA HELP Program in September of 2002 for funding 
for a proposed assessment loan program but the application was denied, according to CalHFA, 
based on the City’s application not ranking as competitively as others in the areas of 
“maximization of benefit” and “implementation readiness”. With some restructuring of a City 
application, these funds may be obtainable. First of all, the City is in a better position to rank 
more favorably because it now has a Housing Element approved by the City and certified by the 
State. The City could rank more favorably in terms of program readiness, if it had a rehabilitation 
program already operating and funded through another source such as CDBG or if it had a 
commitment from an experienced rehabilitation program operator to administer a proposed City 
rehabilitation program. 
 
3.3.4.3 Workforce Housing Reward Program 
 
The State of California has a funding program, the Workforce Housing Reward Program, 
designed to reward local jurisdictions that have approved new affordable housing development, 
have made significant progress in meeting their regional housing needs, and are in compliance 
with State housing element law. The funds are not provided on a competitive basis; they are 
available to all local jurisdictions that meet the eligibility requirements. The program provides 
grants on a per-bedroom basis for all newly constructed rental and ownership residential units 
affordable to very-low and low-income households- up to $1,750 per bedroom for very-low 
income and up to $1,200 per bedroom for low-income units. The local jurisdiction must have a 
housing element in compliance, have submitted a housing element annual progress report to 
the State in December of 2005, have issued building permits for the eligible affordable units in 
2005, and obtained the land use approvals for the qualifying units on or after January 1, 2004. 
These funds can be used for the construction, rehabilitation and acquisition of capital assets, 
such as traffic improvements, parks, bike paths, libraries, police and fire stations, etc. The 
availability of these funds could then free up the local jurisdictions’ funds allocated for other 
uses for affordable housing programs. The applications for these funds are typically available in 
December and are due in March.  
 
3.3.5 Recommendations for Changes to Deed Restrictions and Procedures Manual to 

Encourage Maintenance of the BMR Units 
 
Our recommendations for changes to and comments about the City’s existing BMR program are 
as follows: 
 

• Appreciation Formula in the Deed Restrictions 
 
 We recommend that the City adopt an appreciation formula that allows adequate 

appreciation to encourage owners to maintain and improve their units.  
 
• Refinancing Policy in the Procedures Manual 
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 We recommend that the City adopt refinancing policies in its Policies and Procedures 

Manual, applicable to refinancing of the first mortgage loan or obtaining new 
subordinate financing or equity line of credits, that restrict the maximum combined 
loan-to-value to between 95-100% of the BMR unit’s current home and price 
restricted value and prohibit loans in which the principal may increase over time, 
including negative amortization loans, option adjustable rate mortgages, and reverse 
equity mortgages. 

 
 We recommend that the City adopt a performance deed of trust mechanism, as 

discussed in Section 4.1 of this report, to secure its deed restrictions so that the City 
will be contacted by potential new lenders prior to refinancing. 

 
 We recommend that the City’s deed restrictions be revised so that the title of the 

document refers to refinancing and that the requirement that any new financing of 
the property be authorized by the City be easily found in a separate clearly-headed 
section. 

 
• Asset Limits in the Procedures Manual 
 

 We recommend that the City consider revisions to the asset limits as discussed in 
Section 5 of this report. 

 
• Construction Quality and Amenities 
 

 We recommend that the City continue its practice of enforcing the requirement that 
BMR units be comparable in quality to market-rate units. 

 
• Inspection of BMR Units Upon Resale in the Procedures Manual 
 

 We recommend that the City have inspections of the properties performed by a City 
building inspector, City staff or outside contractor with construction experience and 
knowledge of building codes. 

 
 We recommend that the City advise homeowners to obtain their own independent 

property inspection prior to resale and that, if the City inspections are not performed 
by an inspector with code compliance expertise, that the City advise the buyers that 
the inspection does not include a determination of compliance with applicable codes. 
 

• Condition of the BMR Unit Required Upon Resale in the Procedures Manual 
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 We recommend that the City require that any deferred maintenance be completed 
prior to the close of escrow and that repair grants and rehabilitation loans be 
available to the owners to fund the work. 

 
• City Repair/Rehabilitation Program Providing Grants and Loans 
 

 We recommend that the City adopt a minor home repair grant program and a 
deferred-payment, zero-interest rate rehabilitation loan program for BMR owners. 

 
• Ongoing Owner Education in the Procedures Manual 
 

 We recommend that the City or its program operator, PAHC, continue and expand its 
efforts to remind and inform BMR owners of the provisions under the current and any 
newly-adopted deed restrictions.  

 
• Identification of Housing Rehabilitation of BMR Units as a City Need and Priority 
 

 We recommend that the City revise it’s adopted housing plans (the Housing Element 
and the Consolidated Plan) addressing affordable housing needs and priorities to 
include repair and rehabilitation of BMR units as a housing need and priority for the 
City. 
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3.4 Major Special Assessments for Capital Repairs and Increasing Monthly 
Homeowners’ Association Dues 

 
This section includes a summary and evaluation of the City’s existing BMR Assessment Loan 
Program, identifies potential sources of funds, and evaluates alternative techniques for handling 
homeowners’ association special assessments and increases in monthly homeowners’ 
association dues.  
 
3.4.1 Background of City’s Existing BMR Assessment Loan Program 
 
The City of Palo Alto’s BMR program, established in 1974, is one of the oldest BMR programs in 
the state of California. The oldest ownership units in the BMR program, built in 1975, are now 
30 years old; with 105 of the existing 169 BMR units, built prior to 1985, at least 20 years old. 
According to City staff, with the exception of the eight duplex units, all of the BMR units are 
governed by a homeowners’ association (HOA). However, in some developments, the HOA 
exists mainly to maintain common private access lanes and small areas of common 
landscaping. In other developments, the HOA is responsible for all exterior structural 
maintenance in addition to pools and spas, extensive landscaping, and/or underground parking.  
 
While initial BMR prices are calculated based on affordability to those buyers within a 
designated income band, as monthly homeowners’ association dues rise over time, BMR 
owners whose incomes have not increased comparably have difficulty making the higher 
monthly homeowners dues payments. According to City staff, the typical $300 to $400 monthly 
HOA dues are very difficult for BMR owners on very low, fixed incomes to pay. Another common 
problem facing many owners of older condominiums is the lack of adequate homeowners’ 
association reserves to cover foreseeable and unforeseeable necessary capital expenditures for 
repairs and capital improvements and the subsequent major special assessments that must be 
used to fund the repairs and augment the reserves. According to City staff, special assessments 
have ranged from $9,000 to $26,000 per unit in four projects affected to date. According to the 
September 9, 2002 staff report to the City Council and the Ordinance adopted on September 9, 
2002, for BMR owners with low incomes and/or limited liquid financial assets, these large 
mandatory special assessments can mean that they have fewer or no financial resources to 
maintain their units, that they may be forced to sell their homes, or that they may be unable to 
make their payments and risk going into default on their mortgage loans. This would mean that 
the City would be at risk of losing a part of its valuable limited affordable housing stock. City 
staff report that this has not occurred so far. According to City staff, some owners had to dip into 
their retirement savings or delay retirement to pay an assessment. Others were able to 
refinance at a lower interest rate and thus absorb the assessment into their first mortgage 
without increasing their monthly costs. A few took out equity lines of credit as a stopgap 
solution.  
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In 2001, City staff was contacted by BMR owners in two condominium developments, the 
Abitare and Redwoods, for financial assistance in paying the major special assessments. The 
117 unit Redwoods condominium complex at 4250 El Camino Real levied a series of three 
special assessments over two and a half years from July 2001 to December 2003 totaling 
$20,005 per unit equally applied to all homeowners in the project to cover a $2.34 million project 
to repair or replace rotten exterior wooden stairways and walkways. The owners were given 
three options:  pay the special assessments in one or two lump sum payments or make monthly 
installment payments including interest at an 8% interest rate over varying time periods from 12 
to 60 months depending on the size of the assessment. For example, the main $1.6 million 
assessment required installment payments of $277 per month over 60 months. According to 
City staff, extensive legal research was done on whether the assessment would be prorated 
equally or by a unit’s proportionate share of the total square footage. The final decision, 
according to City staff, was that the cost had to be split equally over the 117 units because it 
pertained to common areas equally used by all units.  
 
The Redwoods development contained 12 BMR units. In the September 9, 2002 staff report to 
the City Council, City staff stated, based on a survey of the BMR owners, of whom 10 
responded, and on personal communications with BMR owners, that very low and low income 
BMR owners typically did not have the financial resources to increase their housing costs or 
obtain financing. The staff report indicated that at least 6 of the BMR owners were very low 
income and 3 were low income.  
 
In the Abitare condominium development, built in 1985, the homeowners’ association levied a 
major special assessment for a $1.155 million project to repair walkways, decks, and stairways 
damaged by extensive dry rot and water intrusion. The special assessments ranged from 
$21,800 to $26,400 per unit, based on unit square footage and were due in three installments 
over a four-month period. The project included 9 BMR units. The September 9, 2002 staff report 
noted that three of the BMR owners placed their units up for sale, but for personal reasons 
unrelated to the assessment. 
 
In a response to the large assessments in these two projects, the City Council adopted an 
emergency assessment loan program in September 2002 intended to provide financial relief for 
the BMR owners while protecting the City’s BMR housing stock. 
 
The City’s Housing Element adopted in December of 2002 included preservation of Palo Alto’s 
older housing stock to maintain the City’s limited supply of affordable housing as a goal in Goal 
H-2; maintenance of, and addition to, the existing number of BMR units (including rental and 
ownership) as a policy in Policy H-9; and the creation of the BMR Program Emergency Fund to 
assist BMR owners with low income and limited assets that are facing hardships due to 
substantial mandatory special assessments for repairs to common areas as an implementing 
program in Program H-28. 
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3.4.2 Evaluation of Existing City of Palo Alto BMR Assessment Loan Program 
 
3.4.2.1 City of Palo Alto BMR Assessment Loan Program Summary 
 
On September 9, 2002, the Palo Alto City Council adopted program loan terms for an 
emergency assessment loan program, with direction to staff to finalize the program eligibility 
criteria, select a loan program administrator, and administer the emergency loan program. The 
stated goals of the program were to prevent loss of BMR ownership units and to provide 
emergency assistance to BMR owners facing serious hardships paying major special 
assessments. City staff developed the program eligibility criteria based on the direction provided 
by Council, which were incorporated into a package of twenty-one program forms and 
documents, including a five-page program description; a four-page process summary; a 14 item 
application checklist; a four page application with an additional employment income worksheet, 
a household income worksheet, and a credit report authorization form; loan disclosures; escrow 
instructions; and loan documents.  
 
As of October of 2005, the City has funded a total of three loans through the BMR Assessment 
Loan Program- two loans in the amount of $26,409 each to Abitare BMR owners and one loan 
for $20,005 to a Redwoods BMR owner. Two of the borrowers were extremely low income, one 
of whom was disabled and one was low income. Two borrowers were employed. Only one other 
BMR owner submitted a prescreening application for the program but did not proceed with a 
final application.  
 
According to City staff, other projects with recent substantial special assessments are the 
Hamlet in 2003 with six BMR units being assessed $17,434 or $11,899 depending on unit type 
and size and Baron Square with five BMR units assessed $8,826 in fall 2002. 
 
City staff reported that one owner contacted the program about a pending major special 
assessment. The results of the homeowners’ association survey could provide additional 
information regarding future demand for program funds. After funding the three program loans, 
approximately half of the initial $150,000 originally appropriated for the assessment loan 
program was unused. 
 
The current BMR Assessment Loan Program parameters, based on the materials provided to 
Anderson & Associates for review include the following. It is important to note that these 
program parameters were derived from the various forms in the program materials; the 
parameters in bold text are not included in the program description dated May 2004 provided for 
review. 
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• Loans are available for homeowners’ association special assessments, or a 
combination of assessments over a five year period, that total at least $10,000 and 
that are for assessments primarily for substantial capital improvements or major 
repairs; 

• Maximum loan amounts are limited to the total sum of the mandatory special 
assessments but no more than the portion of the special assessments that would cause 
the borrower’s housing costs to exceed 30% of the borrower’s gross income; 

• Loans are only available to BMR owner-occupants who have been in compliance with 
the BMR Program requirements during their entire ownership, including owner-
occupancy; no unauthorized rentals; no unauthorized transfers of title; unless corrected; 
and, if applicable under the deed restrictions, no past refinancing without the City’s 
permission; 

• Priority is given to applicants whose housing costs exceed 30% of their monthly income, 
who are unable to obtain other financing, and do not have serious credit problems; 

• Priority points are assigned through a detailed point system to applicants with the lowest 
income, with the fewest assets, and who are unable to be gainfully employed, including 
disabled, elderly or retired applicants;  

• The combined loan-to-value of existing loans at time of application is limited to 95% of 
the current BMR value, not including capital improvements or special assessments;  

• The loans are available at a 3% simple interest rate, as a deferred payment loan, due on 
sale, transfer, refinancing, or in 30 years; 

• Loans are secured by a recorded deed of trust; 

• The City may require that existing equity loans or lines of credit be paid off or 
subordinated to the City’s loan (per the Program Loan Terms and Requirements revised 
May 2004); and  

• The City may require that other legal documents be recorded (per the Program Loan 
Terms and Requirements revised May 2004). 

3.4.2.2 Effectiveness of the City’s BMR Assessment Loan Program 
 
3.4.2.2.1 Program Goals/Evaluation Criteria 
 
The goals of the Assessment Loan Program stated in the August 6, 2001 and September 9, 
2002 staff report were to prevent loss of BMR ownership units and to provide emergency 
assistance to BMR owners facing serious hardships paying major special assessments. Staff 
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has developed a program, given the limited funds and staff resources available, designed to 
address the most pressing need for loan funds for the largest special assessments for BMR 
owners for whom paying the assessments would be impossible or a severe hardship. As stated 
in the staff report, the City’s preference would be to utilize an outside contractor to administer 
the program given City staff’s limited capacity in terms of time available and lending expertise. A 
great deal of staff time has been spent to develop the extensive program materials and to 
process loan applications. 
 
In addition to examining the effectiveness of the City’s program in achieving its stated goals, 
there are additional criteria by which an effective program could be evaluated, some of which 
may be in conflict with each other. These goals include: security for the City’s loan to ensure 
repayment, ease of administration to reduce administrative costs and staff time and to better 
assist loan applicants, equal access to program funds/non-discriminatory implementation, ease 
of use by the applicants and their mortgage brokers/agents, and incentive to record revised 
deed restrictions with performance deed of trusts to better enforce BMR program provisions. 
 
3.4.2.2.2 Program Constraints 
 

1. Funding 
 

To prevent loss of BMR ownership units and provide emergency assistance to all BMR 
owners for whom it would be an undue hardship or impossible to pay major special 
assessments, adequate funds would need to be available to address the need. Program 
materials clearly stated that applications would be prioritized and that adequate funds 
were not available to fund all eligible applications. Section 3.4.3 below discusses 
possible sources of funds for the program, as requested by the City. 

 
2. Program administration 

 
In the September 9, 2002, City staff report, staff discussed the lack of adequate single-
family real estate and lending expertise within the City or PAHC staff and recommended 
contracting with an outside entity such as a local jurisdiction currently operating a 
rehabilitation or homebuyer assistance loan program or, preferably, a local lending 
institution, such as a bank or credit union. As staff noted, the feasibility of utilizing a local 
jurisdiction would depend on whether the jurisdiction had excess staffing capacity to 
operate such a program. The advantage of contracting with a lending institution is that 
the lender could process the applications for outside financing concurrently and may be 
able to refinance the applicants first mortgage, consolidate other high interest debt into 
loans with more favorable loan terms, or obtain other outside financing that would 
eliminate the need for the City loan.  
 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 3-46 

City staff attempted to negotiate a contract with Palo Alto Community Credit Union 
(PACE) to process and underwrite loan applications at a very reasonable fee of $250 per 
application. Other lenders who could serve as program operator for the City may have 
concerns similar to those raised by PACE.  
 
The City could also explore the possibility of other potential lenders to administer the 
program, with which the City has an established relationship or has a demonstrated 
commitment to serving lower income borrowers, such as lenders on PAHC’s referral list 
for the BMR buyers or lenders participating in other mortgage or homebuyer programs 
offered by local jurisdictions, including the Mortgage Credit Certificate program or the 
Santa Clara County Housing Trust Fund program. 
 
Retaining an outside program operator would greatly reduce City staff time necessary to 
operate the program. If the eligibility requirements were simplified and more similar to 
the underwriting performed by institutional lenders using conventional lending programs, 
which typically have income limits, debt-to-income limits, and loan-to-value limits, it is 
more likely to find a willing program operator at a reasonable cost. In this discussion of 
the eligibility requirements, we are not suggesting that an outside program operator have 
the authority to approve City loans but only to do the eligibility determination and make 
recommendations to the City. The City’s more favorable loan terms (low interest rate and 
deferred payment) would allow some borrowers to qualify for City loans who could not 
qualify for loans through lending programs through institutional mortgage lenders. 

 
3.4.2.2.3 Evaluation of key program parameters: 
 

1. Minimum special assessment threshold of $10,000. 
 

While a minimum special assessment amount of $10,000 is understandable given 
limited program funds and staff resources, BMR owners could face hardships with 
special assessments that are even $5000 to $10,000, if the owner’s income cannot 
support monthly payments for a loan to cover the assessment and/or if the owner does 
not have the assets to pay the assessment amount and still have reasonable reserves. 
We recommend that the City consider lowering the minimum threshold to $5,000. 

 
2. Maximum loan amounts for the portion of a special assessment that would cause 

borrower’s housing costs to exceed 30% of the borrower’s income 
 

This provision would be costly for the borrower to pay loan fees for a separate loan and 
is complicated for the both the City and conventional lender to administer. We 
recommend that this provision be eliminated. 

 
3. Loans not available to those who have obtained unauthorized mortgage financings 
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Given the limited funds available to the program, the City has chosen to limit City funds 
to reward those program participants that have complied with the program requirements. 
PAHC has recently improved its efforts to inform and remind BMR owners of their 
responsibilities under the BMR program, but it is not clear how adequately these 
requirements were explained to or understood by BMR owners at the time they 
purchased or throughout their ownership. In the past, owners were sent an annual letter 
or newsletter, reminding them of the BMR ownership requirements and informing them 
of recent developments in the BMR program. According to PAHC staff, the annual letter 
to owners was discontinued sometime in the late 1990’s or early 2000’s. In 2004, PAHC 
provided a workshop attended by 30 of the 169 BMR owners, which covered their rights 
and responsibilities through the BMR program. According to PAHC, efforts to hold 
additional workshops for the remaining owners have been unsuccessful due to lack of 
interest on the part of the remaining owners. PAHC has also begun sending owners an 
annual newsletter that discusses developments in the BMR program and reminding 
BMR owners of the BMR regulations, such as those pertaining to transfers to children, 
living trusts, refinancing, and valuation of the BMR units. Thirty percent of the 
homeowner survey respondents indicated that they were unaware of any requirements 
under the BMR program related to refinancing; however, they may have purchased prior 
to 1993 when this provision was added to the deed restrictions. The requirement that 
BMR owners obtain City authorization prior to obtaining any new mortgage loans is not 
clearly presented in the deed restrictions, as discussed in Section 4.2 of this report, and 
there are at least 15 different versions of the City’s deed restrictions. In terms of 
assistance with special assessments, we recommend that BMR owners not be penalized 
who were understandably unaware of this requirement. 
 
According to City staff, no BMR owner has ever requested authorization from the City 
prior to obtaining new mortgage financing since the provision was first included in the 
City’s deed restrictions in 1993. However, PAHC reports that one to two dozen owners 
contact PAHC annually to request a calculation of the current value of their unit in 
connection with refinancing applications. The homeowner survey indicated that over 
50% of the respondents had refinanced their first mortgages since they purchased and 
another 14% indicated that they had taken out an equity line of credit. Presumably, the 
percent of BMR owners who have refinanced including equity loans and lines of credit 
would be even higher than 50%. The City may conduct a title search of all BMR 
ownership units, which would provide data on the number of such units that have 
refinanced, but at this point it is not clear how many of the 71 BMR owners were 
required to obtain City permission. However, according to data provided by the City, 
seventeen of the thirty-three, or over half, of the BMR owners with substantial special 
assessments had deed restrictions that required them to obtain City approval prior to 
obtaining new financing. As a result of the requirement that applicants for special 
assessment loans not have unauthorized financing, many BMR owners may not be 
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eligible for the program funds. The City has already waived this requirement in order to 
provide one assessment program loan. However, since it is a stated requirement in the 
program description, other BMR owners would be discouraged from applying for the 
funds. 
 
Since the basis for the City’s concern about unauthorized re-financings is the potential 
for over-financing the BMR units, the program requirement that combined loan to values 
not exceed 95% of the BMR unit value already addresses this problem. Some 
refinancings are actually beneficial to the BMR program if they reduce the interest rate 
on the first mortgage, convert an adjustable rate mortgage to a fixed rate loan, or 
eliminate a negative amortization loan. Other re-financings may have been used to do 
capital improvements to the property or to cover necessary medical expenses so that the 
owner is able to remain in the unit.  
 
The Program Description does state that equity loans or lines of credit could be required 
to be repaid as a condition of the City’s loan. Given these considerations, we 
recommend that the prohibition of previous unauthorized financings be eliminated as a 
condition of eligibility for an assessment loan from the City. 

 
4. Priority for Applicants with Housing Costs in Excess of 30% of Income 

 
The program gives priority to applicants whose housing costs exceed 30% of their gross 
monthly income. While the rationale for this priority is to provide loans to those 
applicants with the greatest need, it also means that City loans could be given to those 
most likely to go into default on their existing loans. The housing cost ratio is roughly 
comparable to the lender’s standard “front-end debt-to-income ratios”. The lender will 
also establish a limit on housing costs plus any other monthly installment debt payments, 
which is called the back-end, or total, debt-to-income ratio”. Conventional loan programs 
for first-time or low-to-moderate income buyers have total debt-to-income ratio limits of 
45%. One of the program loan recipients had a total housing cost of 78% of the monthly 
income. At this level, the borrower could be at serious risk of defaulting on the existing 
amortized loans. We would recommend that the City establish a maximum total debt-to-
income ratio limit and consider eliminating the minimum requirement that housing costs 
exceed 30%, particularly for those in the lowest income categories. 

 
5. Requirement that borrowers be denied by mortgage lender 

 
The Program Description states that the applicant is required to: 1) apply for both 
refinancing of their first mortgage and a second mortgage or line of credit and 2) have 
been denied or informed in writing that they are ineligible to obtain financing without their 
monthly housing costs exceeding 30% of gross monthly income. First of all, since the 
City does not direct them to obtain City authorization prior to applying for this 
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refinancing, the program appears to be encouraging BMR owners to violate this BMR 
requirement. Secondly, while it is important that the applicants have attempted to obtain 
financing from a mortgage lender, generally, mortgage brokers or lenders will not 
process an application and/or charge loan application fees for those clearly not eligible 
for financing due to inadequate income, limited assets, limited equity, excessive debt, 
and/or credit issues. Even if a loan application has been submitted to their underwriting 
department and the applicant does not appear to be eligible for financing, lenders are 
hesitant to issue denials in writing. Because this requirement is difficult or impossible to 
meet, those most in need of City assistance would not be eligible to apply. Thirdly, since 
conventional loan programs do not establish a maximum housing cost ratio, or front-end 
debt-to-income ratio, of 30%, their underwriting would not indicate the maximum loan 
available at no more that 30% of housing costs. This appears to be a requirement with 
which it would be very difficult for the borrower to comply. And lastly, due to variations in 
the City deed restrictions and the lack of a City policy allowing refinancing up to the 
current value of the unit plus the amount of special assessments, this City requirement 
appears to require some applicants to pursue an option that is not available to them. 

 
6. Priority Eligibility Point System 

 
Staff developed an elaborate point system to prioritize applications in anticipation of 
demand for the program in excess of the available funds. The current priority system 
allocates points for various categories including ability to be employed.  
 
If priority is intended to go to those with the least ability to pay a special assessment, the 
determination of priority could be based on the amount of income and level of assets, 
regardless of the source of income or employment status, and could be determined 
based on income and level of assets alone, without the other categories.  
 
If the goal of the program is to avoid financial hardship for the neediest BMR owners, 
this could be determined simply by prioritizing based on income and assets with only a 
few categories. The City’s decision to give priority to elderly and the disabled could be 
incorporated into such a priority system. For example, the first priority group could be 
extremely low-income elderly and disabled with no more than a certain amount of 
assets, the second priority could be all other extremely low-income owners with no more 
than a certain amount of assets, the third priority could be very low-income elderly and 
disabled owners with no more than a certain amount of assets, and the fourth category 
could be all other very low-income owners with no more than a certain amount of assets. 
If the City’s intent is to not provide funds to moderate-income households, program 
eligibility could be limited to lower income households, which include extremely low, very 
low and low-income households. If the program is able to obtain sufficient funds to meet 
the demand, these priorities could be eliminated and funds made available to those in 
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certain income categories, such as extremely low and very low income with a limit set on 
assets.  
 
The current priority point system, with the documentation required to determine eligibility 
in the various categories involves more staff time to administer and is more complicated, 
difficult to understand, and time consuming for the applicant. We recommend fewer and 
simpler priority categories. 

 
7. Loan Due in 30 Years 

 
While not stated in the Program Description including the loan terms section, the 
program loan documents require that, if the borrower has not sold, transferred, or 
refinanced during the 30-year term, the principal amount of the loan and the deferred 3% 
interest must be paid at the end of the 30-year term. This represents a balloon payment 
for the borrower and could cause a hardship or force the owner to sell the property if the 
owner is unable to refinance. Typically local government deferred payment loans are 
forgiven at the end of 30 years, on the basis that adequate public benefit has been 
achieved from maintaining the affordability of that period of time. Other deferred 
payment loans include phased loan forgiveness terms. We recommend that the loans be 
forgiven after 30 years, but if not, that this information be disclosed to the applicants in 
the program description and clarified in the truth-in-lending disclosure. 

  
8. Requirement that Equity Loans or Lines of Credit be Repaid or Subordinated 

 
Typically lenders already on title would not subordinate to a new loan and go into a lower 
lien position, so that the only option available to owners with equity loans or lines of 
credit would be to repay such loans to obtain a special assessment loan from the City. 
While the subordination of the City’s assessment loan to existing financing heightens the 
risk to the City, the requirement for existing loans to subordinate to a new City loan does 
not seem feasible and we recommend that it be eliminated. 

 
3.4.2.2.4 Evaluation of program implementation process 
 

1. Equal Access to City Funds 
 

According to City staff the City sent information about the assessment loan program to 
the BMR owners in the Redwoods and Abitare developments and to one representative 
in Barron Square and the Hamlet developments, but not to all BMR owners in other 
developments to apprise them of available funds through the program. While a few 
owners evidently are aware of the program and have been able to obtain funding from 
the program, other owners could maintain that they were equally or more in need of the 
funds and that it was not fair that they were not informed about the program and, 
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therefore, did not have the opportunity to access these public funds. To avoid this 
situation, the City could inform all BMR owners of the program and the level of funds 
available, with a clear system as to who would have first priority for the funds.  
 
At least one of the loan recipients participating in the program did not meet the written 
minimum program requirements; however, the owner filed an appeal explaining special 
personal circumstances demonstrating a hardship situation. If exceptions are made to 
these written minimum thresholds, owners could legitimately claim that they had an 
equal or greater need for the funds but were led to believe that they were not eligible for 
them. The best approach, to avoid any perception of discriminatory use of program 
funds, is to apprise all BMR owners of the program and make funds available to all 
applicants within stated program eligibility requirements and priorities. 

 
2. Simplification of Income Determination Process  

 
The following is a sample of revisions that could be made to simplify the process to 
make the program more accessible to applicants and reduce staff time to implement the 
program. 

 
• The determination of income from assets could be based on an assumed interest 

rate, such as 2.5 % used by the State CalHome Program of the amount of funds 
reflected in one recent statement of accounts, rather than a review of 12 months of 
statements for all accounts to calculate the actual interest income received in the 
past year. 

• Self-employment income could be based on a two-year average of net income 
reported on the prior two-year’s federal income tax forms, consistent with the lending 
industry practice.  

• Wage income could be determined from applicant pay-stubs and prior year’s W-2’s, 
rather than obtaining Verification of Employment from the employer. 

It would be appropriate to have the lender acting as the program operator to calculate 
housing costs, debt-to-income ratios, loan-to-value, since these tasks are already part of 
the lender’s standard underwriting process and would only be duplicated by the City. 
However, a lender has a financial incentive to complete a transaction in order to receive 
loan commissions on a concurrent refinanced first mortgage, regardless of whether the 
applicant meets the City’s eligibility requirements. To ensure that City funds are used to 
assist those that the City has prioritized, it may be worth having the City or its agent 
determine that the applicant meet the City’s income and asset eligibility requirements.  
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3. Security for City Loan 
 

While the program currently requires that a request for notice of default or sale be 
recorded for liens senior to the City’s loan in a rider to the City’s deed of trust, the rider 
does not specify who is responsible for doing so.  We recommend that the City include 
recordation of a Request for Notice of Default or Sale in the City’s escrow instructions to 
the title company. 

 
3.4.2.2.5 Evaluation of program materials 
 
If the City is interested in making the program more user-friendly, the program materials could 
be simplified and made easier to understand. The application materials currently are lengthy 
and require a great deal of documentation from the applicant.  
 
The program forms include a five-page program description; four-pages that include two 
different process summaries; a 14 item application checklist; a four page application with an 
additional employment income worksheet, a household income worksheet, and a credit report 
authorization form; loan disclosures; and loan documents.  We recommend that there be a 
program description for applicants and lenders that is no more than a couple of pages and that 
the process description be no more than one or two pages. The application could be the 
standard loan application used in the lending industry that the applicant would already have 
completed to pursue funding through a mortgage lender. Since the City or program operator will 
be calculating the applicant’s income and assets, the applicant only needs to disclose and 
provide documentation of all the income and assets, which would eliminate the need for the 
applicant to complete detailed income calculation worksheets.  If the program priorities were 
simplified, the amount of documentation required would be greatly reduced. 
 
Some of the information in the program materials appears to be internally inconsistent.  For 
example, while the program description states that the current combined loan to value of 
existing financing may not exceed 95% of the current BMR value; there are other references to 
financing that exceeds 95% of the current BMR value. The minimum requirement that applicants 
be in compliance with all BMR requirements in the deed restrictions may be confusing since it 
does not specify what those requirements are and since there are so many different versions of 
the City’s deed restrictions. 
  
There is also information that is not included in the program description that is critical 
information for applicants and lenders in evaluating various financing options. For example, the 
program description does not state that loans may be retroactive for special assessments that 
have already been paid by the BMR owner that the special assessments must total $10,000 
over a five-year period and must be primarily for capital improvements, nor that existing second 
mortgages or lines of credit may have to be repaid. 
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3.4.3 Potential Sources of Funds 
 
A number of potential funding sources that are available for other affordable housing activities 
are not available for a special assessment loan program. According to City staff, Community 
Development Block Grant funding is not available for this purpose. State CalHome Program 
funds are anticipated to be fully expended in the current funding round.  Begin Program funds 
are limited to new construction. The Federal Home Loan Bank AHP Program is only available 
for affordable housing purchases. Since HOME program staff has not responded to questions 
regarding whether special assessment program loans are an eligible use under the program, it 
is not clear that HOME funds would be available for the City’s BMR Assessment Loan Program. 
 
As the threat to BMR long-term affordability posed by special assessments becomes better 
known and as more jurisdictions are forced to deal with this issue as their BMR condominium 
units age, more funding sources may become available in the future.  At this time, however, 
potential funding sources appear to be limited and may mean that only locally generated City 
housing funds are available for the City’s BMR Assessment Program. Two possible funding 
sources are presented below.  
 
3.4.3.1 California Housing Finance Agency HELP Program 
 
The California Housing Finance Agency (CalHFA) Housing Enabled by Local Partnerships 
(HELP) Program provides unsecured, deferred payment loans to local government agencies at 
a 3% simple interest rate. These loans have a maximum 10-year term, at which time the loan 
becomes due in full. The maximum funding amount is $1.5 million and is limited to one activity 
or program per application. The funds may be used for locally determined affordable housing 
activities and priorities, including affordable housing development, acquisition, rehabilitation, 
and preservation. While the program allows flexibility in use of funds, the proposed use must be 
identified as a local housing need or priority in a local government agency’s adopted plan. 
Program administration costs are not an eligible use of funds. There are two funding rounds 
each year, in the spring and fall. 
 
Applications are ranked based on the following criteria: the affordability of the assisted units (in 
terms of length, depth, and amount), maximization of benefit (in terms of number of units 
assisted, the amount of HELP funds expended per unit, and the number of persons benefiting 
from the HELP program assistance), implementation readiness (in terms of the applicant’s 
experience operating the proposed program, whether the programs are already in place, and 
whether the programs have the authorization necessary to proceed), and the amount of 
leverage funds provided. Priorities are given to applications for homeownership activities that 
assist households with incomes up to 100% of area median income and to applications from 
local government entities whose Housing Element has been approved by the State.  
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The City applied for funds through the CalHFA HELP Program in September of 2002 but the 
application was denied, according to CalHFA, based on the City’s application not ranking as 
competitively as others in the areas of “maximization of benefit” and “implementation readiness”. 
With some restructuring of a City application, these funds may be obtainable. First of all, the 
City is in a better position to rank more favorably because it now has a current Housing Element 
approved by the City and certified by the State. At the time the City applied for funds previously, 
program guidelines had not been finalized and the program had not yet begun operating. Now 
that the City is already operating its BMR Assessment Loan Program, an application for HELP 
funds would rank more favorably.  
 
Contracting with an outside entity with lending experience would also improve an application’s 
ranking in terms of lending experience. With the information provided in the City’s homeowner 
survey of the percent of BMR owners that are extremely low and very low income, the City could 
improve its ranking in a future application in terms of depth of affordability by committing a 
portion or all of the HELP funds to extremely low and very low income households. If the City 
obtains information through its homeowners’ association survey on the number and size of past 
and future special assessments, the City will be better able to document the City’s need for the 
funds and ability to disburse the funds within required program deadlines. 
 
3.4.4 Alternative Mechanisms for Handling Homeowners’ Association Special Assessments 

and Increases in Monthly Homeowners’ Association Dues 
 
Anderson & Associates surveyed jurisdictions with older inclusionary housing programs to 
obtain information about mechanisms other jurisdictions have used to deal with substantial 
special assessments and rising homeowners’ association dues that impact BMR owners. The 
2003 report by the California Coalition for Rural Housing and the Non-Profit Housing 
Association of Northern California entitled Inclusionary Housing in California: 30 Years of 
Innovation, identifies 14 jurisdictions with inclusionary programs that are at least twenty years 
old, established in 1985 or earlier. While these inclusionary programs were adopted in the 
1970’s or early 1980’s, most did not have condominium ownership units completed until after 
1985. Only six jurisdictions (City of Monterey, Monterey County, Morgan Hill, Santa Cruz 
County, Sunnyvale, and Santa Barbara County) indicated that their programs included 
condominium ownership units that were at least 20 years old. 
 
Of all the jurisdictions surveyed, only three jurisdictions (Menlo Park, City of Monterey, and 
Sunnyvale) indicated that they had encountered problems with major special assessments 
imposed on BMR owners.  In each of the three jurisdictions, only one condominium 
development was involved.  County of Monterey staff reported that the County has explored the 
possibility of limiting homeowners’ association dues increases on new developments. They 
reported that their efforts were unsuccessful because they attempted to impose restrictions on 
developers after the homeowners’ associations were already established and recommended 
that such efforts be attempted earlier in the development approval process.  Others reported 
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that they included special assessments in the price of the BMR units upon resale.  None 
indicated that they provided any funds to assist the BMR owners.  The City of Emeryville has 
operated two special assessment loan programs described below. 
 
3.4.4.1 Loan Program Administered by Mortgage Broker/Lender 
 
City of Emeryville Special Assessment Programs 
 
The City of Emeryville Redevelopment Agency (Agency) has implemented two Special 
Assessment Loan Programs in response to major special assessments imposed by 
homeowners’ associations in two condominium developments in Emeryville, the Watergate and 
the Emery Bay Village developments.  In 1999, the City was approached by owners in the 
Watergate development who had received Agency First Time Homebuyer Program loans 
available to low-to-moderate income, first-time homebuyers purchasing market-rate units in 
Emeryville.  Many of these borrowers were lower-income households or seniors on fixed 
incomes who did not have the financial resources to pay the special assessments.  In the 
Watergate development, owners were faced with assessments ranging from $4,600 to $7,400 
that they were required to pay in full in three installments over a one-year period. The owners 
were also paying homeowners’ association dues between $254 to $404 per month. 
 
The Agency adopted the Watergate Special Assessment Program in December 1999 and 
applications were processed and loans funded in January of 2000. The Agency offered the 
loans at a 6% simple interest rate, amortized over 5-10 years, depending on the borrower’s 
ability to make the monthly payments. No fees were required upfront from the borrowers since 
the total fees of approximately $575 were included in the loan. The fees included the application 
fee of $300 and fees to cover the appraisal, the credit check, the title policy, title and recording 
fees, and the loan servicing set-up fee. The Agency established a maximum combined loan-to-
value limit of 97% of the value of the property, required that the Special Assessment loans only 
be subordinate to a first mortgage and an Agency second mortgage, and required that 
borrowers be low-to-moderate income, owner-occupants.  
 
While the Agency allocated $670,000 in funds to cover loans to all of the 100 First Time 
Homebuyer Program loan recipients in that Watergate development and First Time Homebuyer 
Program loan recipients were given priority for the funds, only 9 of the applicants ultimately used 
the Agency funds. Many applicants did not meet the program requirements that the borrowers 
be low-to-moderate income, owner-occupants, while others were able to obtain outside 
financing. The program loans funded totaled $51,300, ranging in size from approximately 
$5,100 to $6,100 including loan fees, with an average monthly payment amount of $108. All of 
the 9 loans have been now been repaid in full. 
 
In 2004, owners in the Emery Bay Village condominium were faced with major special 
assessments ranging from $24,883 to $40,509. The owners were required to either pay the 
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assessment in full or pay monthly installments through financing offered by the homeowners’ 
associations at a 7% interest rate over 10 years with monthly payments ranging from $289-$470 
per month. In response to a request from the Emery Bay Village homeowners’ association, the 
Agency adopted the Emery Bay Village Special Assessment Program. These loans were 
offered to all low-to-moderate income owner-occupants with a requirement that their monthly 
housing costs and other monthly installment debt (the debt-to-income ratio) not exceed 50% of 
their monthly income, that the combined loan-to-value not exceed 97%, and Agency loans only 
be subordinate to a first mortgage or an Agency loan. The loan terms were a 3% simple interest 
rate, amortized over a 10-15 year period. The loan fees for these loans totaled $957, including 
the $400 application fee, and were included in the loans. Many applicants had housing costs 
and other debt that exceeded the program debt-to-income ratios, while others were able to 
obtain outside financing.  Of the applicants, only five were eligible and these loans were funded 
within three months after the program was adopted. The loans ranged in size from $25,840 to 
$41,466, including fees, totaling $146,150 in Agency funds. 
 
In both programs, the Agency needed to establish the program quickly in order to provide funds 
to the applicants prior to the deadline to pay the special assessment so that borrowers did not 
incur penalties or the costs of taking out alternative financing. The programs were both 
established and all loans funded within a few months from the requests from the homeowners’ 
to provide Agency funding. The Agency adopted very simple program requirements that were 
communicated to all owners in the developments in a one-to-two page flyer. Since the City 
contracted out the program administration, virtually no City staff time was required to operate 
the program other than to fund the loans. The City utilized Anderson & Associates to set up the 
programs and a mortgage broker to process the applications and perform the loan underwriting. 
Anderson & Associates’ total time for setting up each program was approximately 80 hours. The 
mortgage broker had an established track record of hundreds of mortgage transactions in 
conjunction with the Agency and had demonstrated professional integrity and a commitment to 
working with lower income buyers. The broker charged a $300 fee in 1999 and a $400 fee per 
application in 2004, which was paid by the borrowers.  
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Emeryville Special Assessment Programs 
 
 
Name of 
development 

 
# of 
loans 

 
Loan 
sizes 

 
Total 
funded 

 
Loan 
terms 

Loan-to-
value 
limit 

Debt-to-
income 
limit 

Average 
monthly 
payment 

 
Loan 
fees 

Watergate 9 $5,108-
$6,134 

$51,300 6%, 
amortized, 
5-10 
years 

97% none $108 $575 

Emery Bay 
Village 

5 $25,840-
$41,466 

$146,146 3%, 
amortized, 
10-15 
years 

97% 50% $201 $957 

 
 
The Emeryville special assessment programs differed from the Palo Alto program in that there 
were sufficient redevelopment agency funds available to address the need, that the program 
was available to households with incomes up to moderate income, and the units were market-
rate units. However, the program was also successful for the following reasons:  

 
• Sufficient equity in the properties (because the units had no deed restrictions on 

appreciation) and a clear refinancing policy by the City allowed owners who could 
support an amortized loan to obtain alternative financing in the regular commercial 
lending market; 

• The mortgage broker who administered the program greatly reduced the administrative 
costs to the Agency; 

• The simple eligibility requirements greatly reduced administrative costs for the Agency.  

3.4.4.2 BMR Appreciation Formulae 
 
As discussed in Section 3.2 and Section 3.3 of this report, the BMR Program’s current 
appreciation rate in the City’s deed restrictions does not provide enough equity to provide 
incentives, or to cover financing necessary, to ensure that the units are maintained as the units 
age or to cover mandatory homeowners’ association special assessments.  If the City adopts an 
appreciation formula that allows greater appreciation of the value of the BMR units and existing 
BMR owners were given the option to record new deed restrictions with the higher appreciation 
formula, existing BMR owners could have sufficient equity over time in their units to cover 
special assessments. 
 
A number of inclusionary housing programs allow special assessments to be added to the 
resale value in addition to the increase in value based on an appreciation factor, as does the 
City’s program under some versions of the City’s deed restrictions. On September 9, 2002, the 
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City Council considered adding the full value of major special assessments to the resale price of 
the BMR units. City staff reports that the City Attorney ruled that all BMR owners would be 
allowed to add the full value of major special assessments to the resale price of their units even 
if this provision is not included in that owner’s version of the recorded deed restrictions. This is 
important so that all BMR owners could obtain financing to cover the costs of mandatory special 
assessments, if they are aware of this ruling. 

 
3.4.4.3 Relationship of Appreciation Formula and Ability to pay Special Assessments 
 
If the equity in the BMR units were sufficient, then BMR owners that could meet commercial 
lenders standards (income, debt level, credit, etc.) would be able to obtain financing through 
refinancing their first mortgages or obtaining an equity mortgage or line of credit to cover 
mandatory special assessments.  According to City staff, the City Attorney’s ruling allows a 
combined total of mortgage financing up to the current value of the BMR unit plus mandatory 
special assessments. It would be important to restrict refinancing to new loans for which the 
principal would not increase over time, such as negative amortization loans, option adjustable 
rate mortgages, and reverse equity mortgages.  A City loan program would still be needed for 
owners who could not afford to refinance and pay off additional debt. 
 
3.4.4.4 City Homeowner Survey Results 
 
Section 3.3.2 reviews preliminary results from the City’s 2004 survey of the BMR homeowners. 
A final draft of the survey was not available so that final survey results could be incorporated in 
this report. Data on the BMR owners’ financial status derived from the 124 owners responding 
to the survey (approximately 73%) relevant to this discussion includes: 
 

• 87% of the owners were low-income households, including 25% of the total respondents 
in the extremely low income category, 30% in the very low income category, and 32% in 
the low income category,  

• 48% of the households included a person aged 60 or older,   

• 28% of the owners indicated that their income had decreased since they had purchased 
their BMR unit, 

• 6% indicated that their income had remained the same,  

• 27% of the owners expected their income to decline within the next five years.  

Seventy-two percent of the respondents indicated that their homeowners’ dues went up more 
than they expected, 31% indicated that it was a hardship to pay their monthly homeowners’ 
association dues, and 31% indicated that it had been a hardship to pay their major special 
assessments. One respondent commented that the monthly dues had increased from $75 per 
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month to $406 per month during their 29 years of ownership. At least 65% of the respondents 
indicated that they had to pay special assessments. While some reported that they had paid 
special assessments of $27,000-$30,000, City staff has indicated that the largest special 
assessment, to their knowledge, was $26,400. Eighty-six percent indicated that they could not 
pay a special assessment between $0 to $5,000 without causing great hardship; while 11% 
indicated that they could not pay a special assessment of any amount.  One respondent 
commented that he/she had to take money out of a 401(k) to pay for the special assessment. 
Sixty-three percent indicated that the most they could pay per month for a special assessment 
was between $0- $100 per month.  Other respondents indicated that they planned to sell 
because they could not afford the special assessments.  
 
Comments from various owners included the following recommendations: making 
owners/buyers more aware of the association fees and the potential to increase significantly; 
requiring that BMR owners receive a discount when dues increase; requiring that monthly dues 
and special assessments be based on square footage, not per unit; requiring that special 
assessments be based on resale value, and making City funds available to cover special 
assessments. One respondent commented that his/her unit was 535 square feet, yet he/she 
pays the same monthly association dues as owners of larger market-rate units and pays the 
same special assessment amount as units that are 1,800-2,000 square feet. Consequently, 
based on size of the unit, the BMR owners are paying a disproportionate share of the monthly 
dues and special assessments, while, because of their generally much lower incomes, assets, 
and the restricted value, are less able to afford these expenses.  One respondent recommended 
that the City’s assessment loan program should be available to all BMR owners, not “with 40 
different qualifications that only two unit owners can qualify for….” 
 
3.4.4.5 City Survey of Homeowners’ Associations 
 
The City drafted a survey for the homeowners’ associations to obtain information on the 
following: the amount of the monthly homeowners’ association dues, the method for assessing 
the monthly homeowners’ association dues (based on square footage, number of bedrooms, 
etc.), past and anticipated increases in monthly dues, the amount of any special assessments, 
the method for assessing any special assessments, the special assessments payment terms 
offered by the homeowners’ association, the history of special assessments, and future 
anticipated major special assessments from the homeowners’ associations. The draft survey 
was not provided to Anderson & Associates for review prior to dissemination. The City reports 
that several months of efforts to obtain responses from the management companies retained by 
the homeowners’ associations have been generally unsuccessful.  This information may more 
easily be obtained directly from homeowners’ association boards.  Subsequent to the City’s 
attempt to obtain from the management companies, City staff compiled information on past 
homeowners’ associations dues increases and major special assessments paid by BMR 
owners.  However, this information was not provided to Anderson & Associates prior to 
preparation of this section of the report. 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 3-60 

 
This information would be useful: 1) to determine the need for City special assessment program 
funds in the future and 2) to document demand and ability to draw down funds within required 
funding deadlines for applications for funds for the City’s Assessment Loan Program from an 
outside source. 
 
3.4.4.6 Developers Requirements Related to Homeowners’ Association Dues and Special 

Assessments 
 
City staff reports that they explored the feasibility of requiring developers to restrict the way that 
homeowners’ association dues and special assessments are assessed for BMR owners.  City 
staff concluded that very little can be done to limit the amount and share of homeowners’ 
associations dues for BMR owners in new developments and that, because this is governed by 
the development’s CC&R’s, even less can be done in existing developments. City staff also 
noted that while it may be legally possible to discount monthly dues and assessments based on 
the BMR unit values, it would probably have the negative unintended result that the market-rate 
unit owners would feel that the BMR owners were not paying their fair share of costs that are 
generally to maintain equally used common areas.  
 
City staff reports that in the 800 High Street development, the City did require the developer to 
apportion monthly homeowners’ association dues and assessments based on the square 
footage of the units, to the extent allowed under state law   Because all but one of the 10 BMRs 
at 800 High are smaller than the market-rate units with the same number of bedrooms, staff felt 
that this was important.  However, only some costs could be apportioned by unit square 
footage, while most of the costs had to be allocated equally to all the units.  According to City 
staff, the resulting monthly homeowners’ association dues for the BMR units, based on 
February 2005 figures, ranged from $381.57 for the one-bedroom BMR units to $439.75 for the 
three-bedroom BMR units, with the market-rate units’ monthly dues ranging from $433 to $500 
per month. However, City staff noted that the City has been more strict in requiring that BMR 
units types and sizes match those of the market-rate units, so there would be less basis in the 
future for requiring variations in homeowners’ association dues and assessments based on the 
smaller square footage of BMR units. 
 
Developers represent another potential source of funding for special assessments. If securing a 
funding source for special assessments is a major objective, then the City could consider having 
each developer deposit funds into an “Assessment Account.”  These deposits would fulfill part of 
the Developer’s BMR or in-lieu fee requirement. The City could then use these pooled funds to 
make special assessment loans. 
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4. DEED RESTRICTIONS 
 
4.1 Enforcement of Program Requirements with Deed Restrictions 
 
This section presents provisions in model deed restrictions used by other jurisdictions and 
recommends provisions for City of Palo Alto’s deed restrictions to prevent and enforce violations 
of the BMR program requirements regarding owner-occupancy of the BMR unit, prohibition of 
rental of the BMR unit, prohibition of transfer of title of the BMR unit without City review and 
consent, refinancing, and financing over the BMR unit value. This section will include references 
to specific deed restrictions used by jurisdictions that have unique provisions.  
 
Some of the specific new deed restriction language to be incorporated in the City’s deed 
restrictions will depend on new BMR program policy or revisions to existing BMR program policy 
made by the City as a result of this study. Other new text in the deed restrictions will depend on 
the extent to which the City chooses to include specific versus more general provisions for a 
particular policy in the recorded deed restrictions or only in the Policy and Procedures Manual 
(Manual) for the BMR program. More general language allows for more flexibility as the City’s 
BMR policies change over time without having to continually revise the deed restrictions.  Fewer 
versions of the deed restrictions reduce the staff time necessary to implement the various 
versions of the deed restrictions. On the other hand, specificity in the deed restrictions reduces 
staff time spent negotiating or considering appeals from applicants.  Detailed provisions can 
also provide a clearer description of program requirements for the BMR program participants. 
For example, Menlo Park refers to current City code and/or BMR guidelines, including 
amendments that may be adopted from time to time, whereas other jurisdictions include general 
language requiring local jurisdiction approval, which allows the local jurisdiction to implement 
that requirement based on current adopted policies or program implementation precedents. 
Once City staff has compiled a comprehensive list of the BMR program policies and have 
updated their BMR program procedures, they could more easily decide which policies and 
procedures to incorporate into the Manual or into both the Manual and the deed restrictions. 
 
Since this section is focusing on provisions in the deed restrictions, it will not cover other 
important mechanisms to prevent violations of the City’s BMR program requirements, such as 
homebuyer education prior to the purchase and ongoing homeowner education about BMR 
requirements and enforcement. 
 
4.1.1 Discussion of General Deed Restrictions Format 
 

• Title of the deed restrictions 
 

The title of the deed restrictions can be an important mechanism to alert BMR buyers 
and owners, lenders and title companies that the document includes requirements 
related to owner-occupancy, rental, transfer, and financing, by including specific 
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references in the title. Many lenders are aware that local jurisdictions record resale 
restrictions but are not aware that the deed restrictions also include requirements 
prior to the sale. 

 
• Summary or disclosure of key provisions 
 

Some deed restrictions clearly present the BMR requirements in the deed restrictions 
either through a summary of owner requirements at the beginning of the document or as 
a brief one or two page summary in a signed disclosure or declarations document that is 
either a separate document or an attachment to the deed restrictions. Many deed 
restrictions have the owner agree to a number of specific certifications, 
acknowledgements, or warrants. The County of Santa Cruz has both a table of contents 
and a signed disclosure summary of the key provisions at the beginning of the deed 
restrictions document. City of Pleasanton has an excellent one-page summary of the 
BMR deed restriction provisions as an attachment to the deed restrictions that is signed 
by the BMR buyer.  City of Walnut Creek includes a clear summary of key provisions of 
the deed restrictions near the front of the document.  Generally, these disclosures 
include a statement that the owner understands the BMR requirements. The advantage 
of these types of disclosures is that there is a record that the owners have stated in 
writing that they were aware of the BMR requirements and, if these are signed 
separately and recorded, there is a public record that can be retrieved at a later date.  

 
• Separate clearly-label sections 
 

The use of separate sections with clear headings is also a useful mechanism to ensure 
that BMR buyers, BMR owners, lenders and title companies are aware of key provisions 
in the deed restrictions. 

 
• Clear language accessible to the layperson 
 

To the extent possible, simple, clear language in the deed restrictions will make more 
BMR buyers and owners aware of the requirements of the BMR program. The City of 
Santa Cruz’s deed restrictions are an example of terms that are presented clearly, in 
language that is relatively easy for the layperson to understand. 

 
4.1.2 Owner-Occupancy of the BMR Unit 
 

• Separate, clearly labeled section 
 
Well-crafted deed restrictions include this key BMR program requirement as a separate, 
clearly labeled section, under headings such as Owner Occupancy Requirement or 
Principal Residency Requirement. 
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• Definition 
 

The definition of owner-occupancy in deed restrictions is generally that the owner 
occupies the unit as the principal residence for between 10-12 months of the year. Some 
jurisdictions include a reference to the owner-occupancy requirement continuing through 
the duration of the ownership of the BMR unit. Some jurisdictions clarify that not only 
renting or leasing the unit but also leaving the unit vacant is a violation of the deed 
restrictions. 

 
• Temporary waiver of owner-occupancy requirement 

 
Some jurisdictions allow a temporary waiver of the owner-occupancy requirement at the 
local jurisdiction’s discretion and some specify acceptable reasons, such as sale of the 
property, illness, job relocation, sabbatical, etc. The City of Emeryville establishes a 
process for obtaining a temporary waiver of the owner-occupancy agreement, which is a 
written request at least 30 days prior to the temporary vacancy or rental. If BMR units 
are allowed to be rented, the deed restrictions specify under what conditions this would 
be allowed. Some jurisdictions allow the property to be vacant during the sale of the 
property (County of Santa Barbara).  

 
• Monitoring Process 
 

Some deed restrictions include a monitoring process, requiring a signed affidavit or 
certification by the owner of continued owner-occupancy, under penalty of perjury, either 
annually by a certain date or in response to a periodic mailing by the local jurisdiction or 
provided at the request of the local jurisdiction. Some deed restrictions specify a 
deadline for the response to the monitoring request, such as within 10 days. The 
monitoring may require evidence of owner-occupancy, such as copies of utility bills, 
land-line phone bills, driver’s licenses, etc. Such documentation is either required of all 
BMR owners or only requested if the City has reason to believe that the owner may be in 
violation of the deed restrictions, either through reports from outside parties or through 
monitoring of publicly-available information from the tax assessor’s office.  Monterey 
County includes the certification form as an exhibit to the deed restrictions. Sunnyvale 
requires that the BMR owner qualify for and obtain the homeowners’ property tax 
exemption. Some deed restrictions leave the monitoring requirement general; requiring 
that the owner cooperate with the monitoring and provide any required certifications and 
other required documentation to determine compliance with the monitoring.  
 
The requirement for periodic owner-occupancy certifications has the advantage of 
reminding the owner of the owner-occupancy requirement. Since utility bills may be paid 
by the owner even if the owner does not occupy the unit, tax assessor data that indicate 
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that the owner has the same mailing address as the BMR unit address and that include 
the homeowner’s exemption may be a better form of verification.  

 
• Enforcement of violation of Owner-occupancy requirement 

 
Deed restrictions typically refer to violation of this requirement as a breach or event of 
default of the deed restrictions. Enforcement mechanisms are presented in subsection 
4.2.6 below.  

 
4.1.3 Rental of the BMR Unit 
 

• Separate, clearly labeled section 
 

Some jurisdictions include this key BMR program requirement as a separate, clearly 
labeled section depending on whether rentals are allowed, under headings such as 
Rental of Unit or No Renting or Leasing of Home.  

 
• Description of Rental Allowance or Prohibition 
 

Deed restrictions vary to reflect varying requirements related to rental of the BMR units. 
Some jurisdictions prohibit any form of lease or rental of the unit, in full/whole or in part. 
Others, such as the city of Emeryville, allow partial rentals, as long as the owner remains 
an owner-occupant, to provide stability for BMR owners as their housing needs change 
as household sizes and financial situations change over time, due to divorce, death of a 
household member, children becoming adults and moving away from home, need for 
live-in physical support or child care, etc.  
 
Other jurisdictions allow lease or rental of the entire unit either temporarily, for example, 
up to one year, or indefinitely, either in the case of a hardship (Monterey County, Santa 
Barbara County) or for specific reasons.  

 
• Rental Requirements 
 

Rental of the BMR units is generally only allowed with the prior written permission of the 
local jurisdiction if the unit is affordable to, and occupied by, a household in a designated 
income category, such as very-low or low-income households. The local jurisdiction 
generally establishes the affordable rent levels and maximum incomes of the occupants, 
and requires that the renter occupants be income-certified by the jurisdiction, with annual 
certifications of the rents and the occupants’ income required. Some jurisdictions, such 
as the County of Santa Cruz, specify that the owner must provide a copy of the rental 
agreement or lease to the jurisdiction (County of Santa Cruz, Sunnyvale). 
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• Enforcement of Violation of Rental Requirements 
 

Violation of this requirement is generally considered a breach or default of the deed 
restrictions. Monterey County requires the payment of excess rents over the allowable 
affordable rent levels to the county. In addition to other liquidated damages, Santa 
Barbara County requires that all rents collected in violation of the agreement be paid to 
the County. The City of Sunnyvale requires that a BMR owner who rents the unit in 
violation of program requirements: 1) forfeit all monetary amounts obtained, including 
actual or presumed rents, based on established market rents and 2) forfeit any 
appreciation from the date that owner-occupancy ended. Sunnyvale’s provision related 
to presumed market rents would be easier to enforce given the difficulty documenting 
the amount of rent received and would provide a financial penalty if the unit was 
occupied rent-free or rented to a non-eligible tenant at an allowable rent. The 
appreciation forfeiture also would provide a strong disincentive if BMR units are allowed 
significant appreciation. Other enforcement mechanisms are presented in subsection 
4.2.6 below.  

 
4.1.4 Transfers of Title 
 
The City’s deed restrictions currently allows the following types of transfers of title without 
triggering the City’s right to purchase: 1) by gift, devise, or inheritance to an owner’s spouse or 
issue, 2) to a surviving joint tenant, 3) to a spouse as part of divorce or dissolution proceedings, 
and  4) to a spouse in conjunction with marriage.  
 

• Separate, clearly labeled section 
 

Other jurisdictions generally include these provisions under a separate section entitled 
Permitted Transfers, Allowable Transfers, or Prohibited Transfers.  

 
• Expanded list of allowable transfers 
 

Other jurisdictions provide an expanded list of allowable transfers, which may or may not 
require the jurisdiction’s permission, including transfers: 1) to existing domestic partners 
or to domestic partners upon the death of the original owner  or through termination of a 
domestic partnership (Monterey County, Pleasanton, Emeryville, Santa Cruz County), 2) 
into inter vivos trusts in which the owner is the beneficiary (Monterey County) and only if 
the owner continues to occupy the property (proposed in San Leandro),  3) in divorce 
proceedings only if they are court-ordered,  and 4) to both natural and adopted children 
(Emeryville). Jurisdictions that allow domestic partners may include a definition of 
domestic partnership.  
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• Process for allowable transfers 
 

Most jurisdictions require written notice to the jurisdiction prior to transfer and may 
require that the new owners be income eligible, that notice be given to the jurisdiction 
within a certain number of days after an owner’s death, that the new owner occupy the 
unit as the primary place of residence, and that the deed restrictions continue to run with 
the title. Some jurisdictions require that new deed restrictions be executed by the new 
owner(s) and be recorded, some with the term of the deed restrictions starting over. 

 
• Enforcement of violations of transfer requirements 

 
Violation of the transfer requirements is generally considered a breach or default of the 
deed restrictions. Enforcement mechanisms are presented in subsection 4.2.6 below.  

 
4.1.5 Refinancing/Over-financing 
 
According to City staff, no BMR owner, potential lender, or title company has requested City 
permission prior to refinancing since the City’s deed restrictions first included this provision in 
the August 1993 version of the City’s deed restrictions. There are several potential problems 
when new loans are recorded on the property without the City’s knowledge. The most common 
problem is over-financing for more than the restricted value of the BMR unit. Another problem is 
the potential for over-financing when refinancing with a type of loan that could increase over 
time, such as negative amortization loans, reverse equity mortgages, option adjustable rate 
mortgages, or some interest-only loans. The easy availability of equity line of credit loans made 
without regard to the BMR unit’s restricted value is a common problem, as these loans are often 
used to consolidate consumer debt and are interest-only for the initial years. A third problem is 
that when BMR properties are refinanced without the City’s knowledge, the Request for Notice 
of Default or Sale on the initial first mortgage may be removed from title and no Request for 
Notice of Default or Sale for a new mortgage lender is recorded. The result is that the City would 
not be automatically notified in a timely manner of the recording of a Notice of Default and/or a 
Notice of Sale. If the City is notified early, referrals to mortgage counseling services can be 
provided to an owner, if appropriate. If a foreclosure is inevitable, then the City has time to work 
with the lender and the BMR owner to either sell the unit directly to a new BMR buyer or for the 
City to acquire the unit to prevent its loss through foreclosure. Timely notice can avoid the need 
for the City to go to court to secure a last minute restraining order to halt a pending foreclosure 
sale.  
 

• Recordation of separate deed restrictions 
 

Palo Alto’s BMR deed restrictions have always been recorded as an exhibit to the grant 
deed and are not recorded separately. While the recording position with the grant deed  
has the advantage of ensuring that the deed restrictions remain prior and superior to any 
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initial or subsequent financing, it has the disadvantage that the deed restrictions do not 
usually appear on a preliminary title report to alert a potential lender, title company, or 
transferee to any provisions related to financing of the property or to the City’s right to 
purchase at the BMR restricted price in the event of a Notice of (foreclosure) Sale.  

 
• Performance deed of trust 
 

In our experience, even if the deed restrictions are recorded separately, a potential 
lender or title company may not read the deed restrictions to discover that the City 
requires approval prior to refinancing. However, lenders or the title agents handling the 
refinancing will contact the City to obtain permission if there is a deed of trust recorded 
on title, since the lender would require that the City agree to subordinate to the new first 
mortgage loan or request that the City subordinate to other mortgage loans or lines of 
credit. When contacted by the lender or the title company, the City then has the 
opportunity to: 1) inform the lender of the current BMR value and the City’s refinancing 
policy, including any restrictions on the type of mortgage financing allowed, 2) require 
that a new Request for Notice of Default or Sale be recorded on the property related to 
the new loan, and 3) prevent the lender from recording a new loan without a 
subordination agreement signed by the City that specifies the maximum loan amount. To 
address this problem, local jurisdictions are now recording a performance deed of trust 
with the deed restrictions as an attachment or recorded separately. These documents 
are recorded either subordinate only to the first mortgage or, ideally, superior to the first 
mortgage loan. Local jurisdictions would generally draft their own subordination 
agreement approved by their counsel so that each lender’s form of subordination 
agreement does not need to be reviewed by the appropriate staff or counsel. 

 
• Reference to financing in the title of the deed restrictions 
 

Some jurisdictions include a reference to restrictions on refinancing or financing in the 
title of the document or at the very beginning of the document. This helps to apprise 
lenders that restrictions on financing are included in addition to provisions for the resale 
of the property. 

 
• Separate clearly labeled section 
 

Other jurisdictions generally include these provisions under a separate section entitled 
Financing or Refinancing of Restricted Unit, Refinancing the Home, or Permitted 
Encumbrances and Refinances. 
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• City approval process 
 

Most jurisdictions require that any mortgage financing secured by the property be 
approved by the jurisdiction. Some deed restrictions specify the information that the 
owner is required to provide to the jurisdiction and require the jurisdiction to provide the 
current BMR value to the proposed lender within a certain time period. (Morgan Hill). 
Monterey County includes a subordination request form as an exhibit to the deed 
restrictions. Since such a form is likely to be revised over time, this is not recommended 
to be part of the deed restrictions. 

 
• Definition of financing covered 
 

The deed restrictions generally specify types of loans that are required to be approved 
by the jurisdiction. Some jurisdictions define refinancing as only including a first and 
second mortgage (Monterey County), which would not include the multiple layering of 
mortgage loans currently typical of many transactions, such as those with CalHFA 
financing or down payment assistance program loans. Pleasanton has a preferable, 
more comprehensive definition of refinancing to include a new first mortgage, second or 
other mortgage, home equity loan, or similar line of credit. The City of Sunnyvale 
includes first mortgages and any second or subsequent loans, liens, or encumbrances.  

 
• Loan-to-value limits 
 

Some jurisdictions set a limit on new financing at no more than the original first mortgage 
amount (Santa Barbara County), but more typically jurisdictions establish a combined 
loan-to-value limit of a certain percent of the current BMR value, typically between 90-
100%.  

 
• Restrictions on types of loans 

 
Some jurisdictions restrict the type of financing, such as requiring that the loans have a 
30-year term and be fixed-rate loans, requiring certain debt-to-income limits, or 
prohibiting loans with negative amortization or balloon payments. Since the lending 
industry is constantly changing its loan products, this type of restriction may more 
appropriately be adopted as policy included in the program guidelines or administrative 
manual, rather than in the deed restrictions, although in general restricting any type of 
financing in which the principal increases over time would be a good idea. 

 
4.1.6 General Enforcement Provisions 
 
The City of Palo Alto’s current deed restrictions lack specific language on procedures for 
declaration of a breach, timing for cures and specific remedies for enforcement. Well designed 
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deed restrictions typically identify specific provisions for which non-compliance would represent 
a breach or default of the terms and conditions of the agreement, establish a process for curing 
or enforcing a breach/default, and include various enforcement mechanisms. Generally, 
violations of the owner-occupancy, rental, transfer, and financing provisions are all specifically 
referenced as a breach of the agreement or as triggering an event of default. 
 
The deed restrictions can establish a process for curing or enforcing a violation of the terms of 
the deed restrictions, including the notice to the owner of the breach of the deed restrictions, the 
action required to cure the breach, a deadline for the owner to cure the breach (generally 10-30 
days with an extension that may be granted by the local jurisdiction), that the violation be cured 
to the satisfaction of the jurisdiction, and the remedies available to the jurisdiction if the breach 
is not cured. The County of Santa Cruz rescinds the owner’s right to cure a violation in the case 
of repeated violations of the deed restrictions. 
 
Many deed restrictions include standard general language to enforce a default of the provisions 
of the deed restrictions, such as “the City  may exercise it’s right of first refusal  to purchase, 
may apply to a court of competent jurisdiction for specific performance under the terms of the 
deed restrictions, for an injunction prohibiting  a proposed letting, sale or transfer in violation of 
the terms of the deed restrictions, for a declaration that the prohibited transfer is void, or for any 
other relief as may be appropriate.” The following are other mechanisms used by other 
jurisdictions to enforce violations of the terms of the deed restrictions: 
 

• right to purchase, to exercise right of first refusal, to sell, or to initiate foreclosure 
proceedings, 

• right to take possession of the property and to do whatever is necessary to preserve the 
value and marketability of the property, increase income from the property, or to protect 
the security in the property (City of Sunnyvale), 

• right to collect rents (County of Santa Barbara), 

• right to recover any and all costs, including staff time, and attorney’s fees incurred by the 
jurisdiction to correct or enforce of the deed restriction provisions, which may be either 
deducted from the proceeds from the resale of the property or obtained directly from the 
owner if a sale is not consummated (City of Sunnyvale), 

• right to toll, or exact a fee from, an owner (County of Santa Barbara)  or limit the 
appreciation (City of Sunnyvale) for any period that the deed restrictions are in default, 

• right to recover any funds owner receives as a result of an unauthorized transfer or 
unauthorized rental (City of Sunnyvale), 

• rights to liquidated damages owed to the local jurisdiction (County of Santa Barbara), 
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• civil or criminal prosecution for fraud (City of Santa Cruz, Sunnyvale), and 

• covenants running with the land binding the owner and all successors, heirs, and 
grantees that apply during the term of the deed restrictions and the term of subsequently 
recorded deed restrictions. 

4.1.7 Recommendations 
 
We recommend that the City of Palo Alto make the following revisions to the City’s deed 
restrictions to strengthen enforcement capabilities: 
 
General Provisions 
 

1. Record the deed restrictions separately on title, rather than as an exhibit to the grant 
deed,  

2. Secure the deed restrictions with a recorded performance deed of trust in favor of the 
City, 

3. Revise the title of the deed restrictions to include a reference to use, financing, 
transfer, and  resale provisions, 

4. Include a plain language summary disclosure as an attachment to the deed 
restrictions, both of which would be signed by the buyers, 

5. Include clearly-identified separate sections, 

Owner-Occupancy 
 

6. Include a separate section defining owner-occupancy as occupying the BMR unit as a 
principal residence for 10-12 months of the year for the duration of the ownership of the 
BMR unit and specifically identifying leaving the unit vacant as a violation of this 
provision. 

7. Include a process for obtaining a temporary waiver of owner-occupancy for specific 
reasons, 

8. Include requirement that owner cooperate with the City’s monitoring of the owner-
occupancy requirement, maintain a valid homeowner’s exemption for owner’s property 
taxes, and provide any requested documentation to verify owner-occupancy, 

Rental of BMR Units 
 

9. Include separate, clearly-labeled rental section, 
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10. Include conditions under which BMR units may be rented and process for obtaining 
approval for such rentals, 

11. Require that owner pay to the City an assumed market-rate rent for the period that 
units are occupied in violation of deed restrictions and that owner forfeit any 
appreciation of the unit during that period, 

Transfer of Title 
 

12. Include separate, clearly labeled transfer section, 

13. Expand list of allowable transfers to include transfers to domestic partners and adopted 
children and into inter vivos trusts in which the owner is the beneficiary, 

14. Include requirement that owners notify the City of allowable transfers,  that new owners 
occupy the property and execute and record new deed restrictions, and that allowable 
transfers to owners who are not currently occupying the property be certified as income 
eligible BMR owners, 

Refinancing/Over-financing 
 

15. Include separate, clearly labeled refinancing section, 

16. Require a new Request for Notice of Default or Sale to be recorded related to any new 
loans,   

17. Define loans covered by this section to include any new mortgage loans, home equity 
loans, or line of credits, 

18. Establish maximum loan-to-value limits of between 90-100%, 

19. Include restrictions on types of loans for which the principal may increase over time, 

Enforcement Measures 
 

20. Identify violations of owner-occupancy, allowable rentals, allowable transfers, and 
financing provisions of the deed restrictions as breaches or events of default, 

21. Establish a process by which owner is notified of breaches or defaults with specified 
process and deadlines to cure, and  

Include enforcement measures identified in Section 4.1.6 that the City’s legal counsel has 
determined are legally enforceable.  
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4.2 General Recommendations to Structure of Deed Restrictions 
 
The deed restrictions for most BMR programs are currently comprised of at least two 
components: 1) a Resale and Restriction Agreement; and 2) a Deed of Trust and Security 
Agreement. Additionally, many programs include a City loan equal in amount to the difference 
between the BMR purchase price and the fair market value of the unit. The Deed of Trust 
secures both the City’s loan and the requirements of the Resale Agreement.  
 
To meet the objectives of Palo Alto’s BMR program, we recommend that the City’s deed 
restriction document be updated and revised to include two separate documents: 1) Resale, 
Transfer, Use, and Refinance Restriction Agreement and Option to Purchase; and 2) Deed of 
Trust and Security Agreement. The new form agreement would be standardized and used for all 
new BMR units. 
 
As discussed in Section 4.1, it is important that the Resale Agreement have very clear, 
unambiguous section titles and be expressed in terms that are easy for a layperson to 
understand. KMA has a number of sample standard deed restrictions that we can share with the 
City’s legal counsel. The section titles of one standard form are as follows: 
 

Recitals; 
Definitions; 
Description of Property; 
Buyer Certifications; Owner Occupancy Requirement; 
Leasing of Property; 
First Time Homebuyer Requirement 
Maintenance and Insurance Requirements; 
Restrictions on Resale of the Property; 
Notice of Intended Transfer; Preparation of Property for Sale; 
City Response to Owner’s Notice of Intended Transfer; 
Owner Acknowledgment of city response Notice 
City Purchase Option 
Determination of maximum Sales Price for City Purchase or Restricted Sale 
Sale of Property by Owner if City does not Exercise City Option to Purchase 
Payment to City of Excess Sales Proceeds 
Defaults 
Notice of Default and Foreclosure 
Purchase Option Upon Default 
Non-liability of the City 
Restrictions on Foreclosure Proceeds 
Restriction on Insurance Proceeds 
Term of Agreement 
Superiority of Agreement 
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Subordination 
Refinance of First Mortgage 
Nondiscrimination 
Rights of Beneficiaries Under Deeds of trusts 
HUD Forbearance Relief 
Invalid Provisions 
Controlling Law 
No Waiver 
Notices 
Interpretation of Agreement 
Exhibits – Legal Description of Property; Form of Owner Occupancy Certification; Form of 
Owner’s Notice of Intent to Transfer; Form of Owner Acknowledgement of First City 
Response Notice; Form of Owner’s Notice of Failure to Locate Eligible Purchaser; Form of 
Owner Request for City Subordination to Refinanced First Mortgage Loan 
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4.3 Summary of Recommended Changes to Deed Restrictions on Existing Units 
 
Regarding the existing stock, we recommend that the City engage its legal counsel in an 
evaluation of the feasibility of modifying all of the executed deed restrictions. The objective 
would be to: 
 

• Increase the permitted appreciation rate for establishing the resale price to enable the 
owners to fund improvements and assessments. We would recommend that the existing 
homeowners be offered the same appreciation rate as the newly constructed units. 

• Standardize and modernize the deed restrictions, which will make them easier to 
implement and enforce. The deed restrictions should mirror the updated standard deed 
restrictions for newly constructed units; 

• Establish occupancy and refinancing requirements; 

• Have the City’s regulatory agreement secured by a deed of trust. 

Given that both the City and the BMR owners would benefit from this package of revisions, it is 
our hope that it will be feasible to go forward with updating all of the existing deed restrictions. 
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4.4 Impact of Deed Restrictions on Buyer Financing 
 
FNMAE and CalHFA both offer attractive mortgage programs for BMR homebuyers. In order to 
access these funds, the City’s deed restrictions must be approved by the institutions. The City 
has initiated discussions with CalHFA regarding changes that would be needed to the City’s 
deed restrictions to make them compatible with CalHFA’s requirements. It appears that it will not 
be too difficult to modify the City’s deed restrictions to meet CalHFA’s requirements as follows: 
 

• Restrict homebuyers to first-time homebuyers; 

• Prohibit the City from exercising its right to purchase except for the purpose of resale to 
a qualified homebuyer; 

• Eliminate PAHC’s or the developer’s right to purchase the BMR property.  

Based on our experience, it is standard that a “back and forth” process between legal counsel is 
required to craft deed restrictions that meet the lenders’ requirements. 
 
4.4.1 Summary of Sources for Downpayment Assistance Compatible with City Deed-

Restricted BMR Units 
 
This subsection of Section 4.4 summarizes potential new sources of downpayment assistance 
program funds that would be compatible with the City’s deed-restricted BMR units. The state-
funded CalHome Program is not included because funds are no longer available through this 
program and there is no way to predict if this program will be reactivated. PAHC is already 
under contract with the City to provide information on existing homebuyer assistance funds to 
potential BMR buyers. PAHC has disseminated information on homebuyer assistance available 
to homebuyers through the Housing Trust of Santa Clara County, the County of Santa Clara 
Mortgage $10,000 Downpayment Assistance Program, the Santa Clara County Mortgage Credit 
Certificate Program, and  California Housing Finance Agency (CalHFA)’s deferred-payment loan 
programs.  
 
4.4.1.1 HOME Program 
 
The HOME Program, for non-entitlement jurisdictions such as the City of Palo Alto, is federally 
funded but is administered by the State of California. The City of Palo must compete with other 
jurisdictions and with community housing development organizations (CHDO’s) throughout the 
state. These funds are provided as a grant to local jurisdictions and as a loan to CHDO’s. In the 
last funding round, 50% of the funds were reserved for rural housing, 15% were reserved for 
CHDO’s, and the 25% funding match requirement was waived. This program typically has 
funding rounds in the fall of each year.  
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Based on the July 29, 2005 Notice of Funding Availability (NOFA) in effect at the time of the 
preparation of this section of the report, HOME funds may be used for first-time homebuyer loan 
programs through the HOME program’s American Dream Downpayment Initiative. The 
maximum grant amount to a city for downpayment assistance is $200,000. HOME-funded 
homebuyer loan programs may include up to $10,000 per unit in funds for rehabilitation. Note 
that the HOME Program also funds rehabilitation loans to homeowners, as described in Section 
3.3 of this report. The funds are available to assist lower income households with incomes up to 
80% of area median income. The downpayment assistance funds are required to be used for 
units with deed restrictions with at least a 5-15 year term depending on the amount of funds per 
unit. As HOME-funded loans are repaid, they may either be deposited into a City-controlled 
HOME account or returned to the State. Downpayment assistance loans may be offered to 
homebuyers at an interest rate between 0-3%, deferred-payment, for units with a maximum 
purchase price of $312,895. HOME funds may cover the City’s general administrative costs up 
to 2.5% of the grant, or $5,000 for a $200,000 award, and first-time homebuyer loan processing 
costs up to 14% of the grant, or $28,000 for a $200,000 award.  
 
A local public entity receives extra points for having a housing element in substantial 
compliance with State Housing Element law. Applications are ranked based on experience 
operating affordable housing programs, prior experience operating the same type of program to 
be funded, community need, and adequacy of program guidelines. For downpayment 
assistance programs, community need points (representing 450 of 1,050 possible points) are 
granted based on the percentage of homeowners under the poverty level in the city, the ratio 
between median sales prices and median income levels in the county, and the percentage of 
overcrowded owner-occupied units in the city.  Based on data provided in the July 29, 2005 
HOME NOFA, Palo Alto would rank poorly for downpayment assistance funds but would rank 
favorably for rehabilitation program funds from this funding source.  
 
Note that subsequent to the preparation of this section of the report, a HOME NOFA included 
funds up to $1.5 million per project available for homebuyer loan programs for newly-
constructed units, which could include up to $50,000 to cover administrative costs. 
 
4.4.1.2 California Housing Finance Agency Housing Enabled by Local Partnerships (HELP) 

Program 
 
The California Housing Finance Agency (CalHFA) Housing Enabled by Local Partnerships 
(HELP) Program provides unsecured, deferred payment loans to local government agencies at 
a 3% simple interest rate. These loans have a maximum 10-year term. The maximum funding 
amount is $1.5 million and is limited to one activity or program per application. The funds may 
be used for locally determined affordable housing activities and priorities, including 
downpayment assistance programs. While the program allows flexibility in use of funds, the 
proposed use must be identified as a local housing need or priority in a local government 
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agencies adopted plan.  Program administration costs are not an eligible use of funds. There 
are two funding rounds each year, in the spring and fall. 
 
Applications are ranked based on the following criteria: the affordability of the assisted units (in 
terms of length, depth, and amount), maximization of benefit (in terms of number of units 
assisted, the amount of HELP funds expended per unit, and the number of persons benefiting 
from the HELP program assistance), implementation readiness (in terms of  the applicant’s 
experience operating the proposed program, whether the programs are already in place, and 
whether the programs have the authorization necessary to proceed), and the amount of 
leverage funds provided. Priorities are given to applications for homeownership activities that 
assist households with incomes up to 100% of area median income and to applications from 
local government entities that have a Housing Element approved by the State.  Applications are 
ranked more favorably for BMR units with longer-term resale restrictions, such as Palo Alto’s 
59-year resale restrictions. 
  
In 2002, the City applied for funds through the CalHFA HELP Program to fund new City special 
assessment and BMR preservation programs. According to CalHFA, the application was 
denied, based on the City’s application not ranking as competitively as others in the areas of 
“maximization of benefit” and “implementation readiness”. However, a City application for 
downpayment assistance could be more competitive. First of all, the City is in a better position 
to rank more favorably because it now has a current Housing Element approved by the City and 
certified by the State. Also, the City would rank much more favorably for homebuyer program 
loans than the proposed new programs included in the previous funding application, in terms of 
program readiness, since its BMR ownership program has been operating successfully since 
1974 and has an established tract record of handing transactions for over 169 units, including 
new and resale BMR units.  
 
4.4.1.3 Federal Home Loan Bank’s Affordable Housing Program (AHP) 
 
The Federal Home Loan Bank of San Francisco’s Affordable Housing Program (AHP) provides 
funds to member banks working in conjunction with non-profit organizations or local jurisdictions 
for grants to homebuyers to cover downpayment and closing costs and for homebuyer 
counseling to assist homebuyers with incomes up to 80% of area median income purchasing a 
principal residence. The member bank provides the first mortgage loans and is required to 
contribute reduced or waived fees, below-market-rate interest rates, relaxed underwriting 
standards, free homebuyer counseling, and/or a cash contribution toward closing costs. Twenty 
percent of the funds are reserved for ownership programs. The units being purchased with AHP 
assistance are required to be price-restricted units with restrictions for at least 5 years.  
 
The program has funding rounds twice a year in April and October. Applications are ranked 
more favorably on the following criteria: developments that received land donations, 
projects/programs sponsored by a government entity or non-profit organization, 
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projects/programs with the highest percentage of units reserved households at the lowest 
percent of area median income, projects that provide housing for homeless households, and 
projects provided in conjunction with empowerment programs, such as homebuyer training or 
counseling. In 2005, the AHP awarded $360,000 in funds for downpayment assistance for low-
income buyers purchasing BMR units in the Meadow Park development in Novato, a similarly 
high housing cost area. 
 
4.4.1.4 Building Equity and Growth in Neighborhoods Program (BEGIN) 
 
The state-funded Building Equity and Growth in Neighborhoods Program (BEGIN) provides 
funds for downpayment assistance for low-to-moderate first-time homebuyers. BEGIN grant 
funds are available to local jurisdictions that have reduced local regulatory barriers to, or 
provided incentives for, affordable ownership housing. The funds are available for newly 
developed units on a non-competitive basis over the counter while funds are still available. As of 
June 2005, $48 million in funds were still available for this program. These funds are available 
for deferred-payment second mortgages at a 1-3% interest rate, up to $30,000 per unit. 
 
4.4.1.5 CalHFA Mortgage Programs 
 
The California Housing Finance Agency (CalHFA) Affordable Housing Partnership Program 
(AHPP) provides below-market-rate interest rates on first mortgage loans in partnership with 
localities, including cities, that offer CalHFA-approved subordinate financing or grants for 
downpayment or closing costs. The lender provides low-interest rate mortgages to low-income 
buyers who must be first-time homebuyers unless they are purchasing in certain target areas 
and must be owner-occupants. AHPP is available in all areas of California. These low interest 
rate first mortgages are only available to buyers of BMR units with deed restrictions that have 
been approved by CalHFA.  
 
CalHFA also offers subordinate loans to low and moderate income buyers that may be used in 
conjunction with CalHFA first mortgages and with City subordinate loans and BMR units with 
resale restrictions approved by CalHFA. These subordinate loan programs include High Cost 
Area Home Purchase Assistance Program (HiCAP); CalHFA Housing Assistance Program 
(CHAP); California Homebuyer’s Downpayment Assistance Program (CHDAP); Extra Credit 
Teacher Program (ECTP) for homebuyers who work in eligible schools, many of which are 
located in Santa Clara County  and are not required to be located in Palo Alto; Homeownership 
in Revitalization Areas Program (HIRAP); and School Facility Fee Down Payment Assistance 
Program (SFF), which provide deferred-payment, low-interest rate loans.  
 
City staff is working with CalHFA to obtain CalHFA approval of the City’s BMR deed restrictions. 
Until CalHFA has approved the City’s deed restrictions, none of the CalHFA loans will be 
available to BMR buyers. In our experience, the CalHFA low interest rate loans have made a 
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critical difference in assisting interested BMR lower-income buyers to qualify for mortgage 
financing necessary to purchase a BMR unit. 
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5. BELOW MARKET RATE (BMR) PURCHASE PROGRAM IMPLEMENTATION 
 
Section 5.1, Policy and Procedures Manual, BMR Public Information Materials, Waiting List, and 
Deed Restrictions, includes a review of the City’s BMR Policy and Procedures Manual, public 
information materials about the BMR Purchase Program, the BMR Purchase Program waiting 
list, and the deed restrictions used in the BMR Purchase Program. The public information 
materials include the BMR “information sheet”, the Waiting List Application, the Waiting List 
Application Update, the BMR Information Packet, materials about the program available on the 
Internet, BMR Purchase Program newsletters, and workshop materials. This section also 
includes recommendations to improve these materials. 
 
Section 5.2, BMR Purchase Program Waiting List, Buyer Selection, and Applicant Screening 
Procedures, evaluates the City’s procedures related to the waiting list, buyer selection, and 
applicant screening; provides waiting list, buyer selection, and applicant screening best 
practices in other inclusionary housing programs in the state of California; and makes 
recommendations to the City at the end of each of the three subsections. The discussion 
includes discussion of income limits, asset limits, gift limits, allowable sources of downpayment 
funds, minimum loan amounts, maximum loan-to-values, minimum and maximum housing 
costs, and other restrictions on mortgage financing.  
 
Section 5.3, BMR Purchase Program Resale Procedures, evaluates the City’s resale process, 
resale timelines, and use of real estate agents; presents the BMR program resales process best 
practices in other inclusionary programs in the state of California; and makes recommendations 
to the City.  
 
The discussion in this Section 5 is based on the following BMR purchase program materials 
provided to Anderson & Associates for review in preparation of this study: 

 
1. Materials provided by Palo Alto Housing Corporation (PAHC):   
 

• the Palo Alto Housing Corporation (PAHC)’s Policy and Procedures Manual for the 
Administration of City of Palo Alto’s  Below Market Rate Purchase Program (BMR) 
dated May 2003, 

• the BMR Housing Purchase Program 3 page “information sheet” entitled Below 
Market Rate (BMR) Housing Purchase Program dated 2/04, 

• the Waiting List Applicant Information Update form dated 7/05, 

• a resale BMR unit Information Packet for Prospective Buyers of 4250 El Camino 
Real, #A308, Palo Alto dated December 23, 2003, including 1) the Instructions for 
Completing Below Market Rate (BMR Unit Purchase Application dated 12/03 and 2) 
Application With Financial Statement dated 12/03, 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 5-2 
 

• A new BMR units Information Packet for 800 High Street dated January 17, 2006,  1) 
the Instructions for Completing Below Market Rate (BMR) Unit Purchase Application 
dated 12/03 and 2) Application With Financial Statement dated 12/03,  

• Waiting Lists as of 3/30/05 and as of 1/19/06,  

• Portions of a sample file of a BMR resale in the Greenhouse II development in 
February 2003 (excluding personal financial information),   

• workshop materials for workshops provided by Project Sentinel on April 22, 2004 (for 
BMR homeowners) and September 8, 2004 (for BMR waiting list applicants), 

• Sales Procedures for New Below Market Rate (BMR) Ownership Units dated 1/7/05, 
and  

• Below Market Rate Agreement for Condominium Project at 800 High Street dated 
January 29, 2003. 

2. Materials provided by Palo Alto City staff: 
 

• Income Standards & Rent Limits for Affordable Rental & Ownership Housing in 
Santa Clara County- 2003, dated 4-7-03,  

• Updated Prices for New BMR Units memo dated April 29, 2005,   

• Table entitled Income Level of BMR Unit Purchasers as a Percentage of Area 
Median Income (AMI) at the Time of Purchase covering purchases from program 
inception in 1974 to June 2005, 

• Quarterly reports from PAHC to the City for periods beginning in January 2004 
through December 2005, 

• Contract between the City of Palo Alto and PAHC for Below Market Rate Housing 
Program Administrative Services, and  

• Various emails, memos and legal opinions regarding program implementation. 

3. Materials obtained from PAHC’s website (materials dated 8/2/05) 
 

• Website text under two sections entitled Below Market Rate Purchase Program and 
Below Market Rate Property Owner Information, and 

• The Waiting List Application dated 7/05. 
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While typically program documents evolve over time, our discussion is based on the specific 
program materials provided for review (see dates of various program materials listed above). 
Some of the comments in this Section may no longer be applicable as program staff revises the 
program materials and as our recommendations are incorporated.  
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5.1 Policy and Procedures Manual, BMR Public Information Materials, Waiting List, 
and Deed Restrictions 

 
5.1.1 Policy and Procedures Manual  
 
5.1.1.1 The Purpose of the Policy and Procedures Manual 
 
Palo Alto’s Policy and Procedures Manual for the Administration of City of Palo Alto’s Below 
Market Rate Purchase Program (BMR), dated May 2003, was prepared by Palo Alto Housing 
Corporation (PAHC), a non-profit organization that has administered the City’s inclusionary 
housing program since its inception in 1974. The Policy and Procedures Manual, referred to in 
this section as the Manual, establishes the administrative policies and procedures for PAHC’s 
implementation of the City’s BMR purchase program.  
 
The Manual is important because it is referenced in PAHC’s contract with the City, in the BMR 
agreements between the City and developers of BMR ownership units and in guidelines 
provided to developers entitled “Sales Procedures for New Below Market Rate (BMR) 
Ownership Units”.  PAHC’s contract with the City requires PAHC to “administer the sales of 
newly constructed units and resales of existing units in the BMR ownership program… in 
accordance with City policies, guidelines, the applicable deed restrictions and the Procedures 
Manual, prepared by PAHC, as accepted by the City.”   The language in the sample agreement 
between the City and a developer of BMR ownership units included a requirement that the 
developer “cooperate with the City, the BMR unit buyers and the City’s program administrator as 
necessary in the sale of the BMR units, following the procedures in the BMR Program and 
Procedures Manual and deed restrictions.”  
 
Administrative manuals can serve different purposes depending whether the manual is 
providing information for developers of BMR units, for the BMR program administrator, for 
interested BMR buyers, for existing BMR owners, or a combination of these parties.  A policies 
and procedures manual can be a useful tool by documenting and consolidating the policies 
governing the program and the procedures for various aspects of the program implementation, 
so that these policies and procedures can be implemented in a consistent manner. The manual 
may also function as a training tool for new program administrative staff and as a reference for 
existing staff implementing the program. The County of Monterey’s May 2003 Administrative 
Manual for its inclusionary housing program is an excellent model. 
 
Palo Alto’s current version of the BMR Policy and Procedures Manual, dated May 2003, is an 
administrative manual for use by the PAHC staff administering the BMR purchase program. The 
approximately 200-page manual, including various program forms, is not designed to provide 
public information to developers, interested BMR unit buyers, or BMR unit owners.  
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5.1.1.2 Program Policies and Guidelines 
 
Who establishes the policies and guidelines governing the BMR Purchase Program? 
 
The Manual states that a BMR Committee of the PAHC Board of Directors interprets the 
program rules, establishes policy, grants exceptions to program policy, and makes 
recommendations for new program policies to City staff. It is not clear in the Manual whether the 
BMR Committee has the authority to adopt new policy or if all new policy is adopted by the City, 
based on recommendations from PAHC. According to PAHC and City staff, there is no clear 
delineation of who has the authority to adopt new policies for the BMR purchase program. 
According to City staff, this is the current process for adopting new program policy: 
 

1. policy recommendations are developed jointly between PAHC and City staff and taken to 
the BMR Committee for consideration,    

2. the BMR Committee then makes a recommendation to the City, and 

3. if a change is adopted by the City, City staff informs PAHC of the new policy and directs 
PAHC to implement it. 

We recommend that the Manual clarify the process for adopting new policy. 
 
What policies and guidelines govern the BMR purchase program? 
 
The governing authority for the BMR purchase program is Program H-36 in the City of Palo 
Alto’s Housing Element adopted in December 2002.  In addition, City staff provides other 
guidelines for the program through the Sales Procedures for New BMR Ownership Units, 
prepared for BMR developers, and through annual price and income guidelines for new BMR 
ownership units. While various program implementation policies have been adopted either by 
PAHC or by the City that govern the BMR purchase program, neither PAHC staff nor City staff 
were able to provide a list, summary, or compilation of the various policies currently governing 
the BMR Purchase Program.  City staff did provide background materials and letters from the 
City Attorney on some program policies governing the BMR purchase program.  
 
The 2003 Manual includes a description of the previous, but not the current, Housing Element 
Program H-36.  The Manual also includes implementation policies related to applicant eligibility 
adopted between 1985 and 1995, but does not include such policies adopted since1995 or 
policies related to other areas of the program administration, such as parameters under which 
the units may be rented, allowable transfers, or allowable financing limits.  The Manual also 
does not include revisions to key program policies including new formulas for calculating income 
limits for resale BMR units, asset limits, and gift limits and new household size requirements for 
different unit types. PAHC staff indicated that they have postponed updating the program 
manual until this report is completed and City staff indicated that they intend to compile a list of 
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BMR program policies and legal opinions from their files. For the purposes of discussion of the 
current BMR program policies and program parameters in this section 5 of this study, we relied 
on information off of PAHC’s website and other program materials provided by PAHC that have 
not yet been incorporated into the Manual. 
 
Incorporation of current policies and program parameters into the program Manual will be 
important to ensure that policies are consistently implemented from the time the policies are 
adopted.  Ideally, the Manual would include a policies section of policies currently governing the 
program that would include a summary of the adopted policy, the adoption date, and the 
adopting entity (i.e. BMR Committee, PAHC Board, City staff, City Council) with reference to 
any background materials that would indicate the intent and relevant factors informing that 
decision. 
 
We recommend that the Manual include information on the City’s current policies and guidelines 
governing the program and that this information be updated as policies and guidelines are 
revised or new policies or guidelines are adopted. 
 
How are policy decisions memorialized? 
 
City staff reports that there is currently no consistent system for memorializing newly-adopted 
policy decisions. Some policy decisions are memorialized through a memo from City staff to 
PAHC, other policies are adopted more informally through email communications, and others 
are adopted in the form of legal opinions from the City Attorney. Ideally, the Manual would 
include written policy direction either in the Manual itself or referenced in the Manual. 
 
5.1.1.3 Eligibility Guidelines and Program Procedures 
 
What areas of program administration are covered by the Manual? 
 
The Manual text currently covers eligibility guidelines, program administration (outreach and 
waiting list procedures, buyer selection procedures, and sales process for resale units), and the 
key provisions of the deed restrictions and includes thirty-three program forms and public 
information pieces, including the information packet and waiting list application, and the HUD 
Occupancy Handbook’s, Manual 4350.3 REV-1, ninety-four page Chapter 5.  Determining 
Income and Calculating Rent.  Nine of the forms in the Manual are real estate forms developed 
by the California Association of Realtors. The Manual includes one version of the City’s deed 
restrictions. 
 
As any program evolves, the program materials change.  When the Manual is updated, the 
Manual should include the current versions of program materials, such as the Information 
Packet and the Waiting List Application, and new program materials, such as the Waiting List 
Application Update.  
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The discussion in the Manual related to the escrow process could be expanded.  While PAHC 
reports that they do obtain preliminary title reports, the Manual currently includes no reference 
to this. The escrow instructions in the Manual do not include removal of the seller’s liens from 
the title.  Preliminary title reports, which are provided at no charge by the title company, provide 
important information for review prior to preparing the escrow instructions to the title company. 
The Manual could include review of the preliminary title reports in the escrow procedures and 
could include escrow instructions that require removal of seller unpaid property taxes, unpaid 
homeowner association dues, or other liens prior to close of escrow.  The current escrow 
instructions in the Manual direct the title company to record a Request for Notice of Default or 
Sale completed by the buyer.  Since this is a critical document protecting the City from the 
potential loss of a BMR unit, we recommend that the program administrator prepare this 
document for submittal to the title company, rather leave that responsibility to the buyer or the 
title company. 
 
Does the Manual reflect the current program parameters? 
 
Based on information presented on PAHC’s website, a number of key program parameters have 
changed since the Manual was last updated in May 2003, including the establishment of 
different income limits for buyers of new versus resale BMR units, a new method of calculating 
the income limits for resale units, new asset and gift limits, and new requirements for household 
size eligibility for different sized units.  Ideally, changes to program requirements would be 
incorporated into the Manual as these changes are adopted.  
 
What new areas of program administration could be covered by the Manual? 
 
Ideally, the Manual could include sections covering implementation procedures for policies that 
have already been adopted  (such as the rental of BMR ownership units, transfers of BMR units 
to heirs, prohibition of transfers of BMR units to trusts, maximum allowable financing, etc.).  For 
example, the Manual could include a detailed two-page rental policy for BMR owners adopted 
by the City that predates the current Manual. 
 
The Manual could also include sections covering implementation procedures for policies that 
that the City is considering adopting as a result of this study (restrictions on types of mortgage 
financing, continuing education of BMR owners, etc).  
 
PAHC’s contract with the City covers pursuing, in cooperation with the City, preservation of 
BMR units and compliance and enforcement by BMR owners with the provisions of the recorded 
deed restrictions.  In Section 4.2 of this report, we make recommendations related to monitoring 
and enforcement.  If the City adopts our recommendations related to annual monitoring, this 
could be covered in a section of the Manual.  
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Since an important part of our recommendations involves recommendations related to 
refinancing and over-financing, we recommend that the Manual include a section on how to 
implement these policies.  For example, an extremely important task in implementing the 
refinancing policies that we are recommending, will have an important role in avoiding BMR 
units going into default or foreclosure, will be to record new requests for Notices of Default or 
Sale as each new mortgage loan is recorded on the title of a BMR unit.  The Manual could also 
include a section on defaults and foreclosures to provide direction to PAHC staff in handling the 
notices that the BMR owner is in default on their financing or that the BMR owner is facing 
foreclosure. 
 
The Manual currently has no discussion of follow-up to the loan closing to ensure that 
documents have been recorded properly and all recorded documents have been received from 
the recorder’s office.  We recommend that such a section be added to the Manual. 
 
How are the various versions of the City’s deed restrictions implemented? 
 
Typically, inclusionary programs make revisions to their deed restrictions as the programs 
evolve over time, as the program parameters change and as staff and counsel identify areas in 
the deed restrictions that need revisions to improve program implementation or enforceability. 
During the course of this report, City staff compiled 29 different versions of the City’s deed 
restrictions that are currently recorded and a list of which version is currently recorded on the 
title of each BMR property.  This information will be invaluable in assisting PAHC staff to 
implement the various versions of the City’s deed restrictions.  A key piece of information that is 
not yet available is a list of ways in which the deed restrictions vary.  
 
The number of different versions of deed restrictions is an administrative challenge for staff 
implementing the program without knowledge of the variations in the different versions. 
Currently, the Manual includes only one version of the City’s deed restrictions, dated August 
1993, which is recorded on title of only 28 of the 169 ownership units. City staff has provided at 
least four versions of the deed restrictions dated August 1993 or later. The Manual 
acknowledges on page 16 that there are different versions of the City’s deed restrictions with 
different “policies on appreciation, termination, and occupancy” and that it is important to review 
the actual recorded form of the deed restrictions that apply for each unit. The Manual does 
address this when describing the calculation of the sales price based on the varying allowed 
appreciation rates but would need to address any other variations in program implementation 
that are identified in the various versions of the deed restrictions.  City staff reports that it is the 
City’s policy to replace older versions of the deed restrictions when BMR units resell. This 
practice should be included in the Manual.  If the City decides to require that older versions of 
the deed restrictions be replaced with new deed restrictions upon refinancing the unit, or to 
allow existing BMR owners to have new deed restrictions recorded, with the incentive of 
allowing a higher appreciation rate, as recommended in this report, the administrative 
complications resulting from having many versions of the deed restrictions will be reduced.  
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5.1.1.4 Manual Format 
 
What formatting would facilitate updates to the Manual? 
 
The Manual could be formatted so that revisions to the program could easily be incorporated 
into the Manual and the Manual could be kept up-to-date.  Currently, the Manual has a total of 
16 pages with consecutive page numbering from the beginning to the end of the Manual, with 
various program forms in an index. The index format easily allows forms to be replaced as they 
are revised.  The text could also be structured so that the Manual could easily be updated. The 
chapters or sections could have separate numbering so that changes to one chapter or section 
would only require that revised pages in the section be reprinted, rather that the entire Manual. 
Forms could be attachments to each relevant chapter, so that forms could more easily be added 
without having to renumber all of the Forms. The state Community Development Block Grant 
Program Grant Management Manual uses these formatting techniques effectively.  
 
5.1.2 BMR Information Sheet, Waiting List Application, and Waiting List Application Update 
 
According to the Manual, when a member of the public contacts PAHC to obtain information 
about the City’s BMR Purchase Program, they are provided both an “information sheet” entitled 
Below Market Rate (BMR) Housing Purchase Program and a Waiting List Application.  Since 
the waiting list provides the applicant pool for both new and resale units, this public information 
is for applicants interested in both new and existing BMR units.  PAHC now has detailed 
program information available on its website, along with the Waiting List Application, which may 
be downloaded.  Rather than have two different forms of public information describing the 
program, the public could be directed to the website or the website material mailed to members 
of the public who do not have access to the Internet.  This would allow members of the public to 
have access to the same general program information and would make program materials 
easier to update and more internally consistent. 
 
5.1.2.1 BMR Information Sheet 
 
The purpose of this information sheet is to provide a clear and succinct description of the 
program, which the information sheet does accomplish well.  The information sheet also 
functions to reduce administrative time by answering the most common questions that an 
interested waiting list applicant may have and by screening out waiting list applicants who would 
not be eligible to purchase a BMR unit through the City’s program or would not be interested in 
purchasing a BMR unit once they understand the key program restrictions.  Does the 
information sheet achieve these goals?   
 
First of all, can an interested waiting list applicant determine if they are eligible for the City’s 
BMR Purchase Program?  The eligibility requirements include income limits, asset limits, 
household size restrictions for different unit types (number of bedrooms), and a restriction based 
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on citizenship or legal residency status.  While the information sheet states that asset limits 
exist, it does not reveal what the limits are.  The sheet also includes income limits for resale 
units but does not include income limits for the new units.  Since those income limits are higher 
than those for resale units, the pool of waiting list applicants whose incomes are higher than the 
income limits for resale units would not know, from the information sheet, that they are eligible 
to purchase a new BMR unit and, thus, might not apply to be on the waiting list.  Consequently, 
the waiting list would not have an adequate pool of interested buyers in the higher income 
ranges eligible for new units. The information sheet also does not include a brief description of 
how income is calculated so that interested applicants can determine if their income falls under 
the income limits.  While legal residency in the United States is a program requirement, not a 
preference, it is included under heading entitled Preferences.  The legal residency requirement 
could more clearly be included as a program requirement. 
 
Can an interested applicant determine whether they are interested in purchasing a BMR unit 
and willing to comply with the City’s program requirements?  The information sheet does clearly 
state the owner-occupancy, rental restrictions, and restrictions on the resale of the unit, with a 
couple of exceptions.  The information sheet does not include the term of the resale restrictions. 
Since terms for various programs can vary from 15 years to in perpetuity, this is a key piece of 
information.  The information sheet could more clearly present the City’s household size 
restrictions, which are included under the Waiting List subheading.  Also, since many BMR 
buyers are concerned about being able to leave the equity in the property to their heirs and 
would not purchase a unit without reassurance that this is possible, this information might be 
useful to include in the information sheet. 
 
Is the process clearly presented to potential applicants?  Yes, the waiting list and buyer 
selection process is clearly presented in the information sheet.  The buyer selection process 
could be clarified to indicate that the units are offered to eligible applicants with the lowest 
number on the waiting list only if they are “preference applicants”, i.e., those that live or work in 
Palo Alto.  Those who do not live or work in Palo Alto would be offered a chance to purchase 
only after all “preference applicants” even if they have a lower waiting list number than the 
preference applicants. 
 
5.1.2.2 BMR Waiting List Application 
 
The Waiting List Application requests information that PAHC needs to maintain the waiting list. 
Ideally, this form would be a clear, simple form that requests the minimum information needed 
by PAHC to maintain the waiting list.  This application accomplishes this well.  We have a few 
suggestions for improvements to this form.  Since the form asks open-ended questions in which 
the answers could indicate that the applicant is not eligible to purchase a BMR unit, the City 
may consider revising the form to ask the applicant to indicate that they do meet various 
minimum program requirements regarding income, assets, gifts for the purchase, and legal 
residency status.  These minimum requirements could be included either in the information 
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sheet and/or the waiting list application.  Also, since the application requests the applicant’s 
gross income, it implies that in all cases the applicant’s gross household income must be under 
the income limits, yet, if the applicant has income from self-employment, a net income figure is 
used under the City’s program.  Applicants with gross self-employment income that exceeds the 
income limits would not know that they could be eligible to purchase a BMR unit based on their 
net self-employment income. 

 
5.1.2.3 BMR Waiting List Application Update 
 
PAHC has improved its process for updating the BMR Waiting List.  One of the improvements is 
providing a distinct Waiting List Application Update that differs from the original Waiting List 
Application.  This was developed to reduce confusion by those waiting list members who did not 
understand that they needed to submit a new waiting list application each year to remain on the 
waiting list. 
 
5.1.3 BMR Information Packet 
 
According to the Manual, when a new or resale BMR unit becomes available for sale, PAHC 
prepares the information packet, which is sent to all households who are eligible for the unit(s) 
for sale based on their household size.  While eligibility is also based on income limits and asset 
limits, we agree that waiting list members should not be screened at this point in the process 
due to common misunderstandings about the method of calculating income and what sources of 
income or assets are included to determine program eligibility.  
 
Again the function of these public information materials is to clearly answer the most common 
questions that an interested applicant might have and to screen out applicants who would not 
be eligible to purchase this particular BMR unit(s) through the City’s program or would not be 
interested in purchasing a BMR unit once they understand the key program restrictions. This 
information packet functions to reduce the staff time involved in answering questions from the 
public and to avoid wasting time responding to questions and processing applications from 
those who are not eligible for the program.  Does the information packet achieve these goals?   
In general, the information packets do clearly present the key information about the units, the 
eligibility requirements, the application process, and the program restrictions.  Santa Barbara 
County’s Affordable Housing Program Public Information Package also provides a model of a 
well-designed information package of general program requirements.  Below are some 
suggestions for improvements to Palo Alto’s BMR information packets. 
 
5.1.3.1 Unit Information 
 
The information packet provides essential information about the unit including the number of 
bedrooms, address, location, and price, some of the unit amenities, some project amenities, and 
the unit floor plans.  In our experience, one of the primary considerations of homebuyers, 
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regardless of BMR status, and most frequently asked question is the square footage of the unit. 
The information packet for a resale BMR unit provided for our review did not include the unit 
square footage.  Including the square footage information will eliminate staff time spent on 
applicants who consider the unit too small for their needs and will encourage applicants for 
those units with square footage that is adequate or ample for their housing needs.  Also, 
accessibility is an issue for many applicants for their current or anticipated future needs. The 
application packet provided for our review indicated that it was a third floor unit, but not whether 
there was an elevator available for access to the unit (there are 3rd floor BMR units in Palo Alto 
without elevator access).  Accessibility information on whether stairs would need to be 
negotiated within the unit or on the exterior would be important for many buyers.  The amenities 
list also could include the appliances that are included to reassure the buyers that they would 
not need funds to purchase appliances, such as a refrigerator or washer/dryer, and would 
stimulate interest in the unit(s).  A more detailed amenities list may be helpful, not only to ensure 
that the developer of new units is providing the level of amenities required, but also to ensure 
that the same amenities are included when the unit resells.  For example, did the developer 
provide the refrigerator and washer/dryer with the sale of the original unit?   
 
5.1.3.2 Description of Deed Restriction Requirements 
 
In the description of deed restrictions, the information packet does not state the term of the 
resale restrictions or mention the City’s requirement that the owner obtain the City’s approval for 
any mortgage financing requirements. This is important information for the buyers and will help 
to promote compliance with the City’s financing requirements.  
 
5.1.3.3 Eligibility Requirements 
 
One of the primary questions from interested applicants who are attempting to determine if they 
are eligible for the BMR program is how is the income calculated?   Including this information in 
the information packet would reduce the number of questions to PAHC staff and the staff time 
involved in processing applications from ineligible applicants.  
 
Both of the information packets reviewed in this study state that the application requires 
verification that the prospective purchaser lives or works in Palo Alto.  This could be more 
clearly stated to indicate that those who do not live or work in Palo Alto are also eligible to apply.  
 
The High Street application packet includes important information on estimated funds needed 
for the downpayment and closing costs and estimates of the anticipated monthly housing costs, 
including the mortgage payment, property taxes, and homeowner association dues. This is 
important information to convey to potential applicants who are not financially capable of 
purchasing a unit at the offered prices, but could be more clearly conveyed in a way that is not 
misunderstood as minimum income and asset requirements.  For example, the section entitled 
“Minimum Income and Asset Requirements” could be entitled “Minimum Income and Asset 
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Estimates”.  Also, the Financing section could include the word “estimated” in its reference to 
annual income requirements and include “estimated” monthly and annual housing costs and 
“estimated” annual qualifying income. 
 
5.1.3.4 Application Process Description 
 
The application packet requests could more clearly state whether  attendance at the open 
house is mandatory and that eligible buyers are selected based on whether they live or work in 
Palo Alto in addition to their waiting list  number. The High Street application packet could more 
clearly describe the process for new units by which selected eligible buyers will be able to select 
units.  
 
5.1.4 BMR Application with Financial Statement and Application Instructions 
 
It is not clear from the Manual or from the information provided to the public how incomes are 
calculated when determining if an applicant’s income is under the income limits.  If this were 
clearly presented to the public, it would reduce staff time necessary to answer questions from 
the public about this and would reduce the number of applicants whose incomes are over the 
income limits.  The only reference in the materials provided to the public about how the income 
is calculated is in the application instructions.  The application instructions request that the 
applicant include three pieces of information related to each source of income, the total income 
for the previous year, including income contributed to a retirement fund; the total for last month; 
and the total for the next month, based on last month’s income, if it was typical, which will be 
used to project the income for one year from the date of the application.  
 
The method for calculating the applicant’s income could be significantly simplified to reduce the 
burden on the applicant and to reduce the administrative time processing applications.  The 
Manual indicates that federal guidelines are used to determine income eligibility and assets 
included in the calculation of income-generating assets.  The applicable 94 pages of Chapter 5 
of the Department of Housing & Urban Development (HUD)’s Manual 4350.3 REV-1, entitled 
Determining Income and Calculating Rent, is attached as an appendix to the Manual.  These 
HUD standards are known as the Section 8 standards, referring to the federal subsidy program 
for very low-income renters. 
 
These standards were developed for determining tenant eligibility for housing assistance and 
are not consistent with state ownership affordable housing programs or mortgage lending 
industry standards.  Some inclusionary ownership programs use these standards because they 
use federal funds to assist the homebuyers or for ease of administration by the Housing 
Authority providing income certification services for the ownership program.  
 
Regardless of which governing guidelines are used that determine which income and assets are 
required to be included, the method of calculating the base income that is then projected 
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forward to determine an annual income calculation could be simplified and could more closely 
conform with lending industry standards.  The income calculation standards used in the 
Meadow Park development, a development that provided 350 BMR ownership units in Novato, 
provide a model.  While the income and asset inclusions and exclusions were based on state 
law applicable to that development, the calculation of annual income was as follows:  current 
gross wage income that does not vary was multiplied by the number of pay periods in the year; 
variable wage income was based on the prior year’s total gross income plus the year-to-date 
gross income divided by the number of months included multiplied by 12; and self-employed 
income was based on a two-year average of the net income from the applicant’s previous two 
income tax forms. This simplified approach would eliminate the need to review six months of 
pay stubs. 
 
We believe that the income certification could be simplified in a number of ways to make the 
process easier for both the applicant and the BMR program administrator.  Since the BMR 
administrator will be calculating the applicant’s income and the applicant may be unclear about 
how the income is calculated, the application could be simplified so that the applicant only 
provides the information that the BMR administrator needs to calculate the applicant’s income. 
The applicant needs to identify all of the sources of income and assets, including information on 
more than one job, if applicable, and the BMR administrator then uses that information along 
with recent bank statements, recent pay stubs, and the prior year’s W-2’s to calculate the 
current assets and income.  Since the applicant generally provides this information on the 
standard mortgage loan application, the Form 1003, the City may consider requiring that the 
applicant provide a copy of that application along with a shortened City application that requests 
for any information not on the mortgage loan application. The City’s application also could clarify 
that it needs to be signed by all adult members of the household. 
 
5.1.5 BMR Program Information on the Web 
 
The public’s increasing use of the Internet to gather information has made dissemination of 
public information much easier and has dramatically reduced the staff time required by program 
staff to provide information to the public.  PAHC has made commendable improvements to the 
program administration through updates to the BMR program information they provide on their 
website.  The information on the website provides information for those interested in purchasing 
a BMR unit and for current BMR owners by reminding existing BMR owners of their rights and 
responsibilities.  
 
5.1.5.1 City’s Website 
  
The City of Palo Alto has a page devoted to the BMR Purchase Program or affordable housing 
with a link to Palo Alto Housing Corporation’s website.  The City’s website contains information 
about BMR requirements for developers. 
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5.1.5.2 PAHC’s Website 
 
PAHC updated its website in 2003 to include information about the BMR Housing Purchase 
Program’s eligibility requirements, the BMR sale process, and buyer selection procedures. 
PAHC also added the Waiting List Application, which can be downloaded from the website.  In 
the spring of 2005, PAHC updated their website again to add the following new sections: a BMR 
properties list with photographs, a list of recent BMR sales, a table of estimated income and 
assets needed to purchase a BMR unit, information on the new BMR units coming up for sale at 
800 High Street, a section on BMR owner rights and responsibilities, a section on the laws 
governing condominium associations, home maintenance tips, an explanation of the BMR unit 
values, a list of lenders, and warnings about predatory lenders. 
 
PAHC’s website serves a very important purpose in providing an easy-to-negotiate, clearly 
presented general overview of the BMR Housing Purchase program.  This is critical in providing 
necessary information to the public and to current BMR owners and dramatically reduces the 
staff time necessary to answer questions about the BMR program.  It also has the potential to 
reduce program violations, such as over-financing the BMR units or illegal transfers of title by 
reminding BMR owner of their program restrictions. 
 
PAHC’s website information in 2005 provided the following information not available in the 
Manual or the most recent version of the information sheet provided for our review dated 
February 2004: 
 

• PAHC Housing Services, LLC, an affiliate of PAHC, administers the City of Palo Alto’s 
BMR Program,  

• Income limits for new units are different from income limits for resale units, 

• Asset limits: under 62 years old, limit is 50% of price of unit; 62 or older limit is 200% of 
price, 

• Gift limits are 10% of the BMR price for buyers below 62 years old and are 20%  of the 
BMR price for buyers 62 years or older, 

• Household sizes are limited to two or more persons for a two bedroom unit and three or 
more persons for a three bedroom unit, with no restrictions on household size for studios 
and one bedrooms, 

• Financing for the BMR unit may not exceed 100% of the BMR value, 

• Refinancing over the BMR value of the unit “can result in criminal fraud charges as well 
as loss of the property”, 
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• Renter violators will be required to sell unit,   

• Owner occupancy must be reflected on property assessor data, and 

• Rules governing transfers of title to children of the owner. 

We have the following suggestions for some minor improvements to the website information: 
 

• indicate that there are three eligibility requirements- income, assets, and citizenship 
status - not just income eligibility, 

• briefly describe how income is calculated, 

• include income eligibility for new units in Income Eligibility section,  

• remove citizenship requirement from preferences section, since it is a minimum 
requirement, not a preference, 

• include requirement for owners of applicable units to contact City or the City’s designee, 
to obtain approval for any new mortgage financing or lines of credit, 

• clarify whether the financing limit of 100% of the BMR value pertains to both refinancing 
and purchase, 

• clarify that buyer selection is not based solely on applicant ranking on the waiting list but 
also on live or work status, 

• clarify for existing BMR owners that resale price is set at different appreciation rates 
depending on the deed restrictions for the particular unit, and 

• clarify that the current gift limit for those under age 62 is 10% of the BMR price (currently 
stated indirectly as 20% of the asset limit that is limited to 50% of the BMR price).  

5.1.6 Workshop Materials 
 
PAHC has offered workshops conducted by Project Sentinel to interested buyers on the BMR 
Waiting List and to current BMR owners. These workshops play a very important role of 
educating potential BMR buyers about the BMR program eligibility, the buyer selection and 
purchase process, and the requirements in the deed restrictions.  It also helps to prepare the 
buyers by providing tips on qualifying for a mortgage loan, establishing a good credit history, 
and avoiding predatory lenders.  
 
The workshops for current BMR owners are also a valuable tool to continue the education 
process about the BMR program restrictions by reminding BMR owners of the program 
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requirements and apprising them of potential enforcement measures available to the City and 
reduce the number of program violations. The workshops for BMR owners also include useful 
information on maintaining good credit, budgeting, avoiding predatory lenders. The one key 
BMR requirement that was not included in the workshop materials was the requirement for 
applicable units to obtain City approval when refinancing. The workshop materials also include 
policies not included in the Manual, e.g., transfer to adult children, or prohibitions of transfers to 
living trusts.  
 
5.1.7 BMR Program Newsletters 
 
PAHC has begun providing a well-written newsletter to those on the BMR waiting list. The July 
2005 newsletter contained useful information about upcoming newly constructed BMR units, 
upcoming resales, upcoming BMR workshops, and a description of new information available on 
PAHC’s website. The newsletter provided important information to those on the waiting list and 
should be continued. 
 
PAHC has also begun providing a well-written newsletter to BMR owners. The August 2005 
newsletter contained useful information about calculating the BMR unit value, refinancing 
restrictions, transferring a BMR unit to adult children, living trust restrictions, recent enforcement 
actions taken by the City, upcoming BMR workshops, upcoming new BMR units for sale, and a 
description of new information available on PAHC’s website. The newsletter provided important 
information to homeowners and should be continued. 
 
5.1.8 Waiting List 
 
The waiting list, which currently includes approximately 600 members, consists of the member’s 
waiting list number, name, address, and income.  The list also indicates whether the member 
lives and/or works in Palo Alto, whether the member uses a wheelchair, and the unit types (1, 2 
or 3 bedroom units) for which the member is eligible.  The waiting list does not indicate the 
household size or the income as a percent of area median income.  This could be a useful 
marketing/outreach tool to assess whether outreach is needed to reach more households in a 
particular income category. 
 
PAHC staff was not certain why the list requests information about wheelchair use.  Currently, 
those applicants on the waiting list do not receive any preference for those units that are 
externally accessible, e.g., ground floor units or upper level units accessible by elevator. 
According to PAHC staff, if a unit became available that is adapted for wheelchairs within the 
unit, those applicants who use wheel chairs would get first priority for that unit. This process is 
not included in the program manual or conveyed to the public in any of the program materials.  If 
this is the City’s policy, it would be helpful for those interested in the BMR program to be aware 
of this policy. 
 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 5-18 
 

5.1.9 Deed Restrictions 
 
The version of the deed restrictions provided in the Manual is the version dated August 1993. 
The key provisions in the deed restrictions include: the City’s right to purchase the property, the 
resale process and deadlines; the allowable distribution of sales costs, the seller’s requirements 
related to the pest control report, the formula for calculating the resale price, the method for 
calculating the value of capital improvements, the City’s inspection process, seller requirements 
to maintain the unit, restrictions on rental and transfer of the property, the requirement to obtain 
City approval of any mortgage financing, allowable transfers that do not trigger the City’s right to 
purchase, the 59 year term of the restrictions, the request for notice of default or sale 
requirement, and the foreclosure provisions. 
 
While recommendations regarding revisions to the City’s deed restrictions have been addressed 
in other sections of this report, for the purposes of this section, the deed restrictions were 
reviewed as they relate to the program implementation.  Two key features are significant here. 
One is the resale process and deadlines which are discussed in Section 5.3 of this report.  
 
The other key provision is the requirement that the BMR owner obtain the City’s approval prior 
to obtaining any financing secured by the property.  While this requirement only applies to those 
owners who purchased since this provision was incorporated into the documents in 1993, the 
requirement is not mentioned in any of the program materials provided for review as part of this 
report - the Manual, the Information Sheet, the Information Packet, the website materials, nor 
the workshop materials for waiting list applicants or BMR owners.  Dissemination of information 
regarding this requirement to BMR owners would assist in preventing violations of this 
requirement and help to prevent over-financing of the BMR units. 
 
5.1.10 Recommendations: 
 

1. Clarify the process for adopting new program policy and procedures and who has the 
authority to do so. 

2. Incorporate program policies into the program Manual, including a summary of the 
adopted policy, the adoption date, and the adopting entity (i.e. BMR Committee, PAHC 
Board, City staff, City Council) with reference to any background materials that would 
indicate the intent and relevant factors informing that decision and update the Manual 
as new policies are adopted. 

3. Incorporate current program materials, such as the Information Packet, the Waiting List 
Application, and the Waiting List Application Update, and update the Manual as 
materials are revised or new materials are developed. 

4. Incorporate new program parameters, such as income limits for resale units, household 
size requirements, asset limits, and gift limits, and update the Manual as needed. 
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5. Include sections in the Manual covering other areas for which policies have already 
been adopted (such as the rental of BMR ownership units, transfers of BMR units to 
heirs, transfers to trusts, maximum allowable financing, etc.) and those that the City 
may adopt as a result of this study (such as restrictions on types of mortgage 
financing).  

6. Include new sections in the Manual covering refinancing and over-financing, continuing 
education for BMR owners, monitoring, default, foreclosures, and follow-up to the close 
of escrow. 

7. Incorporate into, or reference in, the Manual the different versions of the City’s deed 
restrictions, with the City’s list of which versions were recorded on the title of each 
BMR property, both of which are already compiled by the City, along with any 
necessary variations in program implementation as a result of differing requirements in 
the various versions of the deed restrictions. 

8. Consider replacing older versions of the deed restrictions with the revised deed 
restrictions with the performance deed of trust developed as a result of this study, 
when units resell, or by requiring that new deed restrictions be recorded upon 
refinancing the unit, or with the incentive of allowing a higher appreciation rate. 

9. Consider reformatting the Manual to more easily incorporate updated information. 

10. Make BMR information provided by mail (information sheet) and website materials 
consistent.  

11. Consider minor revisions to Information Sheet, Waiting List Application, and 
Information Packets to clarify program information.  

12. Provide a brief description of how income is calculated in program materials. 

13. Ensure that information on the City’s BMR Purchase Program for interested BMR 
buyers is accessible through a search on the City’s website under such general topics 
as BMR Housing Purchase Program, below market rate units, and/or affordable 
housing, either through a link to Palo Alto Housing Corporation’s website’s description 
of the BMR Purchase Program from or BMR Purchase Program information on the 
City’s website.  

14. Make program information on the website consistent with the Manual and other 
program materials and consider minor clarifications to PAHC’s website description of 
the program. 

15. Continue providing workshops and newsletters to those on the BMR waiting list and to 
current BMR owners. 
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5.2 BMR Purchase Program Waiting List, Buyer Selection, and Applicant Screening 
Procedures 

 
According to the Manual, PAHC, a non-profit organization, has administered the City’s BMR 
Housing Purchase Program since its inception in 1974 under contract with the City.  
 
5.2.1 Waiting List Procedures 
 
5.2.1.1 Waiting List Process 
 
The following describes the waiting list process as described in the Manual.  Information on new 
or revised waiting list procedures that was provided to the consultant for preparation of this 
report that are not included in the May 2003 Manual are noted in parentheses.  PAHC has 
subsequently compiled a detailed description of current BMR purchase program procedures that 
were not available for the preparation of this report, but should be incorporated into the Manual, 
once approved by the City. 
 

1. An interested applicant contacts PAHC. 

2. PAHC sends the interested applicant the Waiting List Application and an information 
sheet entitled Below Market Rate (BMR) Housing Purchase Program. 

3. The applicant submits a waiting list application to PAHC. 

4. PAHC assigns the applicant a number based on the date PAHC received the 
application. 

5. PAHC enters the information off the application in the waiting list database, including 
the applicant’s name, address, income, the unit size for which the applicant is eligible, 
and whether the applicant uses a wheelchair. 

6. PAHC notifies the applicant of his/her number on waiting list (according to the 
information sheet). 

7. Applicants are required to apprise PAHC of any changes in address or household size 
(according to the information sheet). 

8. Once a year, in June or July, PAHC sends a new waiting list application to all those on 
the waiting list. (Current practice is to send a cover letter with a new Waiting List 
Application Update and program newsletter.) 

9. Those who submit a new waiting list application are retained on the waiting list.  Non-
respondents are culled from the list. (Current practice is to notify all waiting list 
members of their new waiting list number after the list has been updated each year.) 
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10. When a BMR unit becomes available, all applicants of the appropriate household size 
for that unit are sent an information packet and notified of an open house date to view 
the unit. 

11. Interested applicants attend the open house (attendance is required in order to submit 
an application, according to the information sheet and Information Packet for a resale 
unit).  

12. Interested applicants are required to call PAHC to indicate their interest in purchasing 
the unit within 2-3 days and to submit an application within a week after the call-in 
period. (Current practice is to require that all interested applicants submit an 
application within a shorter timeframe; no phone call is required.) 

13. PAHC contacts the first three interested applicants with the lowest waiting list number, 
i.e. highest on the list, to schedule financial application interviews.  

14. Applicants are required to provide documentation at the financial interview for PAHC’s 
review. 

15. PAHC provides information to the applicant on available buyer assistance grants and 
deferred loans. 

16. If the applicant is not eligible for the unit(s) currently available, or declines the available 
unit, they remain on the waiting list.  

Recent improvements to the Process 
 
In 2004, PAHC improved its waiting list update process by creating a separate waiting list 
update form, establishing a firm two-month deadline, clarifying the requirement that waiting list 
members must submit a waiting list application update to remain on the list, and providing 
reminder notices to all waiting list members. The annual updates are an important practice since 
they cull applicants who are no longer interested in the program. 
 
PAHC has also improved its communication with waiting list members by informing the waiting 
list member of their waiting number both when they apply and when the list is updated each 
year.  This reduces staff time responding to individual requests for that information and 
documents for waiting list members that their application was received and what their ranking is 
on the waiting list. 
 
PAHC staff also reports that they have revised the process by which the interested applicants 
apply.  In the past, the applicants indicated their interest in applying to purchase a specific unit 
through a phone call, whereas now all interested applicants submit an application.  This is an 
improvement to the process due to the possible difficulty documenting whether an applicant had 
or had not expressed interest in applying. 
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Unclear Aspects of the Waiting List Process 
 
The information sheet indicates that “information packets on units that come up for sale are sent 
only to applicants whose household size qualifies for the unit being sold.”  The waiting list 
application and the waiting list application update requests the applicant to indicate which unit 
type (number of bedrooms) the applicant desires.  The waiting list data appears to indicate only 
the unit types for which the applicant has requested, not for which the applicant is eligible.  We 
recommend that the information sheet and the waiting list application clarify this. 
 
PAHC staff reports that they implement the program’s waiting list preferences for those who live 
or work in Palo Alto by ranking the applications in order of their waiting list number for those in 
the priority category first and those in the non-priority category second.  While the information 
available to the public does state this waiting list preference exists, it could more clearly state 
that the order that applications are processed is based not only on their ranking on the waiting 
list, but also based on whether the applicant lives or works in Palo Alto.  In effect, two ranked 
lists are created from the applicant pool.  The first list is all those who live or work in Palo Alto, 
ranked by their waiting list number, and the second is all those who do not live or work in Palo 
Alto, ranked by their waiting list number. 
 
PAHC staff also reports that data is collected from the waiting list application, and included on 
the waiting list, on which applicants use wheelchairs.  According to PAHC staff, if a unit became 
available that is adapted for wheelchairs, those applicants who need wheel chair accessibility 
would get first priority for that unit.  The City may want to consider adopting a policy about 
whether those who use wheelchairs would have preference for BMR units that are externally 
accessible or internally adapted for wheelchair accessibility. 
 
5.2.1.2 Evaluation of Palo Alto’s Current Waiting List Process 
 
Palo Alto’s waiting list process is a hybrid of the notification lists and waiting lists processes 
used in other jurisdictions.  Palo Alto’s process uses the waiting list to notify interested buyers of 
available BMR units, but will allow only waiting list members to apply to purchase the available 
units, and selects the buyer based on their ranking on the waiting list.  Some jurisdictions use a 
notification list to notify interested BMR buyers when BMR units are available for sale and select 
the buyers through a lottery or other buyer selection methods.  Other jurisdictions use a waiting 
list to determine the order in which available BMR units are offered to an interested buyer.  
Many jurisdictions offer BMR units as they become available to the next eligible person on the 
waiting list.  Since the waiting list member has not applied for that specific unit or units within 
that specific development, they may not be interested in purchasing the unit or units available. 
Palo Alto’s process avoids that problem, by allowing waiting list applicants to apply for a specific 
resale unit or a specific new development with BMR units, so that applications are only being 
processed from applicants who expressed interest in the specific BMR units available.  This is a 
good feature of Palo Alto’s waiting list process. 
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 Palo Alto’s process is effective in the following ways: 
 

• it keeps the list relatively fresh through annual updates,  

• it provides clear and comprehensive information about the units, eligibility, the BMR 
restrictions, and the process, 

• it requires that the actual unit or the developer’s models, in the case of new units, be 
available for the interested applicant to view prior to submitting an application, which 
reduces fallout if the applicant is not satisfied with the particular BMR unit, 

• it only requires PAHC to perform detailed financial applicant screening for the top few 
buyers selected, thereby reducing staff time, 

• it only requires documentation from those top few buyers who have applied for a unit, 
reducing the work required by applicants and reducing the necessity that they provide 
personal financial information (a growing concern among homebuyers), 

• it does not require a fee from the applicants, which benefits the applicants,  

• it does not offer BMR units to those waiting list members who are not interested in a 
particular resale BMR unit or new BMR development, and 

• it provides opportunities for homebuyer education for those on the waiting list. 

Other jurisdictions may restrict the number of applicants on the waiting list, require fees to 
receive or submit an application, require participation in a homebuyer education workshop, 
and/or offer units to waiting list members in the order they are on the list, with a limited number 
of refusals allowed.  We recommend a requirement that is used in Davis, Morgan Hill, and 
Monterey County, that every BMR buyer participate in a homebuyer education workshop that 
covers the BMR program requirements and prepares the buyer for the home buying process.  
 
Adequate pool of eligible BMR buyers? 
 
One measure of the effectiveness of the waiting list process is whether it generates an 
adequate number of eligible applicants.  In general, PAHC staff reports that the current waiting 
list process is generating enough eligible applicants.  
 
The High Street development is the first development to provide some units at the higher 
affordability levels adopted in the Housing Element 2002 update, with four of the ten BMR units 
at prices set at an affordability level in the middle of the 100-120% of area median income (AMI) 
range and offered to buyers with incomes up to 120% of AMI.  Prior to the adoption of the 
December 2002 Housing Element update, the maximum affordability for all BMR units was set 
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at 100% of AMI.  In anticipation of the need to generate a pool of higher income buyers on the 
waiting list, PAHC engaged in extensive marketing efforts to expand the waiting list to include 
more households with incomes above 100% of AMI.  As a result of the marketing efforts, the 
size of the waiting list has increased from approximately 400 to 600 households. While the 
waiting list data does not include the income data as a percent of AMI, it appears that many of 
the new waiting list members are in the higher income range from 101% to 120% AMI. The 
sales process at 800 High Street is currently underway and the results of that process will 
provide useful information on whether the list is providing an adequate number of higher-end 
moderate-income buyers. 
 
According to both PAHC and City staff, PAHC has had difficulty finding interested buyers for 
several BMR units resold in the Abitare and Redwoods developments due to the units being too 
small, too dark, in undesirable locations and in need of maintenance and modernizing upgrades 
and due to concern over homeowner association dues and special assessments.  In a few 
cases, PAHC has had to market the BMR units to members of the public because no members 
of the waiting list were interested in purchasing the units.  City staff suggested a change to the 
City’s requirements, to allow very small two bedroom units be occupied by only one person; this 
would lessen the difficulty of finding buyers for smaller BMR units.  
 
Both City staff and PAHC staff have also indicated that the out-dated condition of the BMR units 
upon resale has also resulted in difficulty finding interested buyers from the City’s waiting list. 
Staff noted that BMR buyers demand more or different amenities than BMR buyers did twenty 
or thirty years ago, so that the older BMR units, even if they have been maintained, have 
finishes and features that are out-of-date and in need of upgrades.  Our recommendations in 
Section 3.4 of this report address this issue. 
 
PAHC staff has indicated that many waiting list members report that their income and/or assets 
are too high to qualify for the BMR units that have resold but are too low to be able to afford the 
new BMR units.  Our recommendation to increase income limits and asset limits in this section 
of the report would allow more members of the waiting list to be eligible for available BMR units.  
 
PAHC has required BMR applicants to turn in applications to purchase the units within a very 
short time period, usually less than a week from the date of the open house.  We feel that the 
deadlines of three to four days to turn in an application may be too short, especially since the 
instructions for completing the application are somewhat confusing.  We believe that a more 
reasonable deadline may be 10-14 days, unless the application is simplified and the instructions 
are clarified.  This would also accommodate those eligible applicants who have been waiting for 
many years for a BMR unit but are out-of-town or in the hospital during the narrow window when 
applications are due.  In the City of Emeryville, the developers are required to set an application 
deadline that is at least three weeks from the date that the developer and the City provide public 
workshops for the interested buyers and the application packages are available.  
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Buyers’ Opportunity to View the Unit 
 
PAHC’s practice for both new and resale units is to only hold one open house in which the 
interested applicants have an opportunity to view the units before submitting an application.  In 
the resale file provided for our review, the open house was held in the middle of a weekday.  
 
In the 800 High Street development that is offering 10 new units, interested buyers were 
required to attend the open house but were assigned one of eight one-hour time slots between 
11 a.m. and 4 p.m. on either a Saturday or a Sunday, scheduled based on the first letter of their 
last name, in which to view the unit. Only two adult members of the household were allowed to 
attend.  
 
We believe that this practice is too restrictive for several reasons. First of all, some interested 
applicants may be prohibited from attending a weekend open house on either Saturday or 
Sunday due to religious reasons. In addition to that, we feel that such a limited viewing may be 
appropriate for those making a selection of a rental unit, but not for such an important financial 
investment as buying a home. According to PAHC staff, the developers’ sales staff was 
reluctant to hold even one weekend open house, but this resistance could be a result of the 
prohibition on the payment of sales commission to the developers’ sales agents for the sales of 
the BMR units.  Allowing the developer to pay the sales team for the sales of the BMR units 
could greatly improve the level of cooperation from these agents.  With 600 eligible households 
on the waiting list, the open house may be very crowded and difficult for an interested buyer to 
view the units.  Also, some interested buyers may have more than one or two adult members of 
the household, for example a couple with an elder parent, so that applicants would be required 
to apply at a point in which not all of the adults had had an opportunity to view the unit. If one of 
the buyers is not interested in purchasing the unit after viewing it, it would be better to have that 
household decide that before applying for the unit and possibly going through the buyer 
selection process. 
 
A more workable and reasonable model is the new BMR sales process in Emeryville, which has 
produced 189 BMR ownership units in seven new developments over the past five and a half 
years.  In the Emeryville BMR program, the developer’s sales agents are allowed to earn a 
sales commission for the sale of the BMR units, are paid by the developer, and are available to 
show the units to interested BMR buyers during any of their regular sales office hours, which are 
generally five to seven days a week, including weekends. The City of Emeryville requires that 
the developer have completed models for all unit types available at the time the BMR marketing 
starts and the marketing is required to continue for at least six weeks prior to the application 
deadline, during which time the applicants may view the units during any of the sales office 
hours during weekdays or on weekends.  Also, because the BMR units are required to be 
comparable in size and finishes to the market-rate units and because the marketing is 
concurrent with the developer’s marketing of the market-rate units, the developers have 
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provided furnished and decorated models of the BMR unit types, which has helped to generate 
interest in the BMR units. 
 
Alternatives to the Waiting List Process  
 
The waiting list process is a mechanism for generating a pool of interested applicants to 
purchase BMR units and for determining who gets priority for purchasing the units. An 
alternative method is generating an applicant pool through the use of a lottery, either to create a 
lottery list that is used for more than one development and/or resale units or a lottery that 
generates a pool of applicants for a single new development. While both a lottery and a waiting 
list may establish priorities for the applicant pool based on local preferences, a lottery is 
generally not used to select buyers for individual BMR units being resold. Lotteries are more 
likely to be used in jurisdictions that have a number of BMR units selling at one time in a new 
development and that have the owners select the eligible buyers, as certified by the City’s 
program administrator. If it is a priority for the local jurisdiction that resale BMR units are resold 
to buyers in the jurisdiction’s preference groups, such as those who live or work in that 
jurisdiction, the waiting list is typically used to ensure that. 
 
A lottery for a particular development has the advantage of only processing applications for 
those interested in that development. Particularly in jurisdictions in which the BMR units, 
developments, or location vary widely, buyers may only be interested in certain developments 
depending on the unit size, location, parking, security, accessibility, play areas for children, etc. 
A lottery also has the advantage of creating a pool of applicants that is fresher than a waiting list 
pool, even if the waiting list is updated annually. Interested buyers, especially moderate income 
buyers, may be exploring other housing options at the same time that they apply to the list. The 
waiting list method gives an advantage to interested buyers who have waited the longest to 
purchase a BMR unit, while a lottery allows any applicant who meets minimum standards, 
including length of residency or local employment, to have an equal opportunity to be able to 
purchase a unit. With a lottery, newer hires may have an opportunity to live and work in the 
same community, which may be a priority for a community for which traffic reduction is a priority. 
Or a household in an existing BMR unit may be able to purchase a different sized unit as their 
household size changes over time. A lottery may also be perceived as a more transparent 
process, since the lottery numbers are usually assigned in a public lottery process. The staff of 
some jurisdictions contacted mentioned that the lottery created an opportunity for positive 
publicity for the city.  
 
One advantage of a waiting list is that is can allow enough time for homebuyers, particularly 
first-time homebuyers to prepare for the home buying process. Some jurisdictions use that time 
that the applicants are on the waiting list to provide homebuyer education workshops about the 
homebuyer process and the specific requirements of their BMR program. The waiting list 
process can also provide time for the applicants to save for the downpayment and closing costs 
and take advantage of credit counseling and clear up any credit issues. One jurisdiction requires 
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that the applicant have their credit checked at the time they are placed on the waiting list so that 
the applicant can be clearing up any credit issues while waiting on the list.  
 
While a cost comparison is beyond the scope of this study, local jurisdictions have selected 
different methods based in part on the administrative costs of the alternative approaches.  A 
waiting list involves the staff time to maintain the waiting list- reviewing the waiting list 
applications, entering the data on the waiting list, notifying applicants of their waiting list number, 
mailing to waiting list members to update the waiting lists, processing annual update 
applications, and notifying mailing list members of their new number each year.  When a unit is 
available for sale, information is sent to all eligible members of the waiting list. A lottery list only 
needs to include the applicant’s name and contact information. The lottery list may be smaller 
since it only includes those applicants interested in a particular development. A lottery list does 
not need to be updated every year. Some jurisdictions require that the marketing, lottery 
process, and lottery number notification be done by the developer offering the new BMR units 
for sale so that much of the administrative burden is removed from City or the City’s designee’s 
staff.  
 
Upon resale, many jurisdictions allow the seller to select the buyer. This process will be 
discussed in Section 5.3 of this report. 

 
5.2.1.3 Recommendations: 
 

1. Continue the new waiting list update process and incorporate this new process in the 
Manual. 

 
2. Continue new process of requiring interested applicants to apply in writing and revise 

this process in the Manual.  
 

3. Extend deadlines for interested buyers to turn in applications after viewing the available 
unit(s). 

 
4. Clarify implementation of live and work preferences on the waiting list in the Manual 

and public information. 
 

5. Clarify implementation of any preferences for those in wheel chairs in the Manual and 
in public information. 

 
6. Require BMR buyers to participate in a homebuyer education workshop that covers the 

BMR program requirements prior to purchase.  
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7. Consider eliminating the two-person minimum household size requirement for smaller 
two bedroom units, so that one-person households may purchase small two-bedroom 
units. 

 
8. Allow interested buyers to view a BMR unit being resold by a BMR owner on more than 

one opportunity. 
 

9. Allow developer’s sales agent or team to be paid sales commissions by developer. 
 

10. Require developer’s sales agents to show BMR units to interested BMR buyers during 
regular sales office hours for a designated number of weeks. 

 
11. If the City is interested in shifting the responsibility for selecting the BMR buyers to the 

owners upon resale (whose eligibility would be certified by the City’s designee), the 
City may want to consider using a lottery process for new BMR units. 

 
5.2.2 Buyer Selection Procedures 
 
5.2.2.1 Buyer Selection Process for New BMR Units 
 
The following summarizes the buyer selection process for new BMR units as described in the 
Manual and other program materials provided for our review. PAHC has subsequently compiled 
a detailed description of current BMR Purchase Program procedures that were not available for 
the preparation of this report, but should be incorporated into the Manual, once approved by the 
City. 
 
The process for BMR units being resold is addressed in Section 5.3, Resale Process. 
 

1. The BMR Agreement between the developer and the City establishes the number, the 
unit types and floor plans, the location and the price of the designated BMR units in the 
development. (According to the Sales Procedures for New BMR Ownership Units, 
dated January 7,2005, the developer’s compliance with the BMR agreement is one of 
the project’s conditions of approval by the City.)   

2. Developer notifies the City of the developer’s intent to start the sales process when the 
developer receives the Subdivision Report, or “white paper”, which is required for the 
developer to sell the units. 

3. Developer provides documents to PAHC, including Declaration of Covenants, 
Conditions and Restrictions (CC & R’s), Articles of Incorporation, and Bylaws of the 
homeowners’ association, along with information about the units.  
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4. PAHC contacts the developer’s sales person to explain the BMR program and arrange 
convenient dates for the salesperson to show the units to interested buyers. 

5. The developer’s sales agent schedules certain dates or a date for the BMR applicants 
to view the units. The developer’s sales agent receives no sales commission for the 
BMR sales. 

6. PAHC calculates the income and asset limits for the specific units, prepares the 
information package, and sends the information package to all eligible households on 
the waiting list.  

7. Interested applicants are given an opportunity to attend an open house. 

8. Applicants are given 2-3 days to call and express interest in purchasing the unit, with 
usually an additional week to turn in an application. (High Street Information Packet 
gives applicants 4-5 days to turn in an application, no phone call is necessary.) 

9. PAHC schedules applicant interviews, meets with the applicants, and explains the 
BMR program requirements prior to the applicant signing the application. 

10. PAHC reviews the application and documentation to verify the preference status and to 
determine eligibility to purchase the unit. (High Street Information Packet requires a 
lender pre-approval letter from the applicant.) PAHC provides a buyer and back-up 
buyers if necessary if buyer cannot obtain financing or does not go forward, for each 
unit. 

11. Lending institution and PAHC staff confirms buyer eligibility before the City assigns its 
right to purchase to the buyer. 

12. Within a week of applicant’s qualifying for a BMR unit, buyer enters into a purchase 
contract with developer. (In City’s Sales Procedures for New BMR Ownership Units, 
dated January 7, 2005, it states that the buyer enters into a purchase contract within 
two weeks.)  

13. PAHC provides BMR deed restrictions to lender with request that lender provide 
confirmation of financial information on a Final Certification Form. 

14. PAHC contacts Title Company to explain the BMR process and provides escrow 
instructions to the title company with instructions for recording: 1) the grant deed with 
the BMR deed restrictions attached; 2) the Request for Notice of Default; and 3) a 
Certificate of Acceptance form signed by the City. (In City’s Sales Procedures for New 
BMR Ownership Units, dated January 7, 2005, it states that the developer is 
responsible for providing escrow instructions for the proper recording of the City’s deed 
restrictions to the title company.)  
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15. PAHC has already certified a back-up buyer, if the selected buyer cannot obtain 
financing or breaches contract. 

We recommend that the Manual provide a similar list or flow chart that indicates the steps in the 
buyer selection process and the order in which they are performed. 
 
The following aspects of the buyer selection process could be clarified in the Manual: 
 

1. The Manual indicates that the applicant signs application after BMR requirements are 
explained in the applicant interview but applicant is required to turn in application prior 
to the interview.  

2. It is not clear how the applicant or developer is notified that applicant is eligible in the 
sales process for new units (the checklist for initial sales refers to a letter of Eligibility to 
Purchase & Acknowledgement and Notification re Eligibility to Purchase and a letter to 
City regarding the purchase price that is not included in the Manual).  

3. The Manual states that the right to purchase is assigned to the buyer, but includes a 
form letter from the City assigning the right to purchase to PAHC. While PAHC staff 
maintains that the City has not assigned its right to purchase in writing to either the 
buyer or PAHC for many years, the City’s Real Property staff confirmed in December 
2005 that the City continues to assign its right to purchase to PAHC. The form letter 
being used by the City’s Real Property staff is identical to model form letter included in 
the 2003 Manual.  

4. The Manual includes no discussion of reviewing the purchase contract provided by the 
developer as referenced in the City’s Sales Procedures.  

5.2.2.2 Buyer Selection Process for New Units Issues 
 
One of the main issues facing local jurisdictions in the buyer selection process is the 
administrative time necessary to process the number of applications needed to generate the 
final buyer who enters into a purchase contract. Typically, other jurisdictions report that a large 
number of applicants “fall out” of the buyer selection process for a number of reasons.  A 
common rule of thumb is that 10 low-income applications and 5 moderate-income applications 
are determined to be ineligible or processed for every household that enters into a purchase 
contract.  Many applicants, particularly lower income households, are not able to purchase the 
BMR units available because they have inadequate income or assets to qualify for the 
necessary financing or provide the necessary downpayment and closing costs.  Some buyers 
are not able to get the necessary mortgage financing due to a bad credit history, with tax liens, 
bankruptcies, foreclosures, and/or late payments, or excessive debt for credit cards, car 
payments, or school loans.  Other buyers may withdraw from the process if they were unable to 
see models of completed units or if they have concerns about unit or development features, 
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such as size or location of the units.  Others may have concerns about the limited appreciation 
allowed the BMR units or their ability to leave their equity in the units to their heirs.  Others may 
not have been fully aware of the BMR restrictions and withdraw once they are more aware of 
the program requirements. In the case of units that are not priced far enough below market rate 
prices within commuting distance, buyers typically are very reluctant to buy a price-restricted 
unit.  
 
Palo Alto’s BMR purchase program, administered by PAHC, avoids some of these problems by 
1) providing a workshop once a year to waiting list members with information about the program 
requirements, qualifying for a mortgage and maintaining or reestablishing good credit; 2) 
providing information on estimated incomes and assets needed to purchase a BMR unit on its 
website and in the information packets; and 3) requiring that models be available for viewing 
prior to the application deadlines.  
 
It is important to note that Santa Clara County’s area median income (AMI) levels, upon which 
Palo Alto’s income limits for its housing programs are based, are the highest of any county in 
California, as of the 2005 income limits as published by the state Department of Housing & 
Community Development.  Santa Clara’s current median income for a household of four of 
$105,500 is even significantly higher than other high-cost Bay Area counties, such as Alameda 
and Contra Costa counties with a $82,200 AMI or Marin, San Francisco, and San Mateo 
counties with a $95,000 AMI. Consequently, when discussing what is appropriate or typical for 
lower income (very low and low income buyers), low income buyers in Santa Clara County are 
roughly comparable to median income buyers in Alameda or Contra Costa counties and may be 
moderate income or above in counties outside of the highest-cost areas of California. 
 
Other jurisdictions have adopted procedures to address the “fall out” issue.  San Mateo requires 
credit checks prior to adding applicants to their list so that people can clean up credit.  Morgan 
Hill requires that applicants pay $30 fee to receive an application, attend a seminar, and be pre-
qualified by a lender.  Monterey County requires the top 75 applicants on their waiting list attend 
a homebuyer workshop, participate in credit counseling, watch a video about the BMR program, 
sign a certification that they watched the video, and obtain a mortgage pre-approval from a 
lender. The City of Davis requires homebuyer education before an applicant is offered a unit. 
The City of Emeryville requires full loan approval prior to entering into a purchase contract, 
participation in a homebuyer education workshop, and execution of a disclosure statement 
regarding the deed restrictions provisions. 
 
PAHC has reported that BMR buyers have taken advantage of a number of public programs 
that have provided downpayment or closing cost assistance, yet, at the time of the preparation 
of this section of the report, PAHC staff reports that none of these funding sources are currently 
available. Consequently, BMR buyers in the future may have a more difficult time qualifying to 
purchase BMR units in Palo Alto. 
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Palo Alto’s deed restrictions have never been approved by FNMA, Freddie Mac, FHA, or 
CalHFA.   Because of this, mortgage loans to BMR buyers must be held in the lender’s portfolio 
and may not be sold on the secondary mortgage market. This reduces the number of mortgage 
lenders and mortgage loan products available to BMR buyers.  Staff believes that in the past 
local lenders have provided their best products and rates available for lower income buyers, but 
the future level of BMR unit production over the five years will increase the need for expanded, 
non-portfolio loan products.  
 
5.2.2.3 Recommendations: 
 

1. Clarify in the Manual the process for notifying the applicant and the developer/sales 
agent when an applicant is qualified to purchase a particular BMR unit. 

2. Clarify in the Manual the process for City to assign its option to purchase to the 
qualified buyer and include a model form in the Manual.  

3. Clarify in the Manual the unit selection process by buyers. 

4. Work with FNMA, FHA and CalHFA to revise City deed restrictions to comply with 
FNMA, FHA, and CalHFA guidelines so that borrowers may obtain downpayment 
assistance, favorable underwriting terms, and favorable interest rates and terms 
available with FNMA-conforming loans, FHA loans, and CalHFA loans and grants. 

5. Require buyers to sign a disclosure of BMR requirements in the deed restrictions. 

6. Consider requiring (vs. optional) homebuyer education workshops for all waiting list 
members. 

5.2.3 Applicant Screening/Underwriting Criteria 
 
5.2.3.1 Income Limits 
 
5.2.3.1.1 Current Income Limits for New BMR Units 
 
The City of Palo Alto’s maximum income limits for households purchasing new BMR ownership 
units are based on the HCD’s income limits for median income households (up to 100% of AMI) 
and moderate income households (up to 120% of AMI) for Santa Clara County depending on 
the designation of the unit in the BMR agreement with the developer.  
 
5.2.3.1.2 Income Limits for BMR Units in the Manual 
 
The Manual does not include any reference to the maximum income limits for new BMR units 
based on the HCD income limits. The Manual’s Eligibility Guidelines section, which includes 
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asset and gift limits, does not include any reference to income limit requirements to determine 
applicant eligibility.  In the Buyer Selection section of the Manual, the Manual states that PAHC 
calculates the maximum allowable income limits, for both new and resale units, by multiplying 
the buyer’s annual housing cost by 3.5 and adding $2,000 for each household member in 
addition to the first person in the household.  The Manual’s attachment number 5 includes the 
Income and Assets Limitation Worksheet (dated 1994) used for this calculation, which indicates 
that the income limits are derived from the purchase price and are inversely related to the 
amount of the applicant’s downpayment.  So that the higher the downpayment, the lower the 
allowable income and vice versa. The income limits, adjusted by household size, are calculated 
based on downpayment amounts varying from a 5% to a 100% (all cash purchase) 
downpayment.  
 
We recommend that the Manual refer to the HCD income limits currently being used for both 
new and resale units and include the current version of the City’s annually released Income 
Standards & Rent Limits for Affordable Rental & Ownership Housing in Santa Clara County as 
an attachment to the Manual.  
 
5.2.3.1.3 Current Income Limits for Resale BMR Units 
 
In early 2004, PAHC revised the BMR program income limits for resale BMR units as follows: 
households with incomes up to 70% of area median income (AMI) are eligible for BMR units 
with prices under $100,000, households with incomes up to up to 80% AMI are eligible for BMR 
units with prices between $100,000 and $150,000, and households with incomes up to 100% 
AMI are eligible for BMR units with prices above $150,000.  PAHC staff recommended that the 
income limits for resale BMR units be raised to these levels, due to PAHC’s difficulty finding 
qualified buyers for resale units using the previous system, which had the effect of limiting 
buyers to households with a very narrow band of minimum and maximum incomes and assets. 
Those who qualified often had poor credit histories, insufficient funds for downpayment and 
closing costs, and difficulty obtaining mortgage financing, while other financially sound 
households were excluded because they were over the income or asset limit.  PAHC staff also 
expressed concern that very low income buyers would not have the continued ability to maintain 
their housing payments, would not be financially able to maintain their units in good condition, 
and could fall prey to predatory lenders who offer unfavorable loan terms and are eager to 
foreclose.  
 
City staff has also noted that “the past practice of ‘matching’ a buyer to the BMR resale price of 
the BMR unit created “an excessively narrow band of eligible waiting list households.”  
Feedback from waiting list members was that potential buyers kept being excluded from BMR 
units that they were interested in buying because they were over-income or had too much in 
assets.  PAHC staff noted that by creating a simplified, three category system of income limits 
for resale units and more liberal rules on maximum assets, combined with strict gift limits that 
they seem to have improved the situation.  According to PAHC staff, good, solid buyers that had 
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been bypassed for years (by just being a bit over income for the typical resale BMR unit or by 
having high savings for retirement) have now bought BMR’s and the rules are much easier for 
people to understand. 
 
The low appreciation rates on BMR units (due to moderate inflation as measured by the CPI) 
have resulted in resale prices that are affordable to an increasingly lower income level of buyer. 
For example, if the unit was originally priced to be affordable to, and purchased by, a household 
with an income that does not exceed 100% of AMI, the appreciation formula may result in the 
unit being resold at a price affordable to, and purchased by, a household with an income not 
exceeding 80% of AMI, and at the next resale, the unit may be resold at a price affordable to, 
and purchased by, a household with an income not exceeding 60% of AMI.  The older the unit, 
the lower the required affordability over time, as the allowable appreciation rate (one-third of the 
increase in the Consumer Price Index for most units) has created a greater gap between the 
unit’s originally-designated affordability level and the income level to which the unit is allowed to 
be resold.  According to PAHC staff, in the past, the income limits for resale BMR units have 
steadily declined over time so that income limits were being set at approximately 50% of area 
median income.  Even with the 2004 increased income limits for resale BMR units (see above), 
the resale units are, in general, still required to be sold to a lower level of affordability than that 
originally required when the unit was new.  While beyond the scope of this report, it would be 
useful to review data on the originally required income level of the BMR units (as a percentage 
of the current AMI), compared to the income level of the buyers (as a percentage of the current 
AMI) required at each resale. City staff stated that the goal of the City has been to provide 
housing affordable to a lower income buyer at the time the units resell than the income level of 
the original buyer through lower resale prices. 
 
5.2.3.1.4 Best Practices for Establishing Income Limits for New BMR Units 
 
The best designed inclusionary housing programs are designed to create affordability to a pool 
of buyers within the designated income range, not just buyers with incomes at the top of the 
maximum allowable income range.  This has been an important feature of successful programs 
in generating a large enough pool of eligible buyers to purchase the BMR units.  This has been 
achieved through different mechanisms.  One method is to set BMR prices at those affordable 
to households in the mid-point of the designated income category, while setting maximum 
allowable income limits at the top of the designated income range.  For example, if the units are 
designated to be affordable to households between 81% and 120% of area median income 
(AMI), the prices would be calculated based on what is affordable to a household at 100% of 
AMI and the income limits for the eligible households would be set at 120% of AMI.  Another 
way that jurisdictions have created affordability to households throughout the designated 
income range is by providing downpayment assistance funds through deferred payment, low-
interest rate second mortgages to the eligible BMR buyers.  This option is only feasible if the 
jurisdiction has a local funding source such as redevelopment funds or a housing trust fund 
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funded by in lieu housing fees or has competed successfully for limited outside funding through 
state or federal housing programs.  
 
Palo Alto has used this “best practices” approach for new BMR units, in establishing prices for 
BMR units at a mid-point in the applicable income range, while allowing incomes of the buyers 
not to exceed the maximum income limits for the income range. If this has been the City’s 
practice since the program’s inception, Palo Alto has provided a model for other inclusionary 
programs throughout the state. 
 
5.2.3.1.5 Best Practices for Establishing Income Limits for Resale BMR Units 
 
In many inclusionary housing programs, a BMR unit is designated at a certain level of 
affordability and remains at that affordability level through the term of the deed restrictions on 
the unit.  For example, if certain BMR units were originally required to be affordable to, and 
purchased by, low income households with incomes no more than 80% the current AMI, that 
unit would be required to be resold to low income households with incomes no more than 80% 
of the current AMI at the time the unit is resold, until the term of the deed restrictions on the unit 
have expired.  
 
For Palo Alto’s resale BMR units, this approach has not been used.  While until recently the 
City’s BMR units have been initially priced at the lower moderate income level, in general, the 
units have been resold over time to households who have incomes that are increasingly lower 
than the maximum income restrictions originally applied to the unit.  According to City staff, the 
one-third of CPI appreciation formula was, in part, intended to provide affordability to a lower 
income buyer when the unit is resold. 
 
From a marketing perspective, it makes sense to have older units sell at lower prices than 
newer units. Buyers prefer new units that have less maintenance required and more modern 
fixtures, amenities, and layout.  On the other hand, older units require more reserves to do 
necessary maintenance and make capital improvements.  In the case of BMR units, in makes 
more sense to allow enough appreciation to provide incentives and the necessary equity for the 
BMR owner to maintain the unit. 
 
The City has achieved a supply of housing units affordable to very low and low income buyers, 
not through greater subsidies to a developer or reduced development requirements available to 
a developer in terms of fewer BMR units or other cost-reducing measures.  Instead, by the 
limited appreciation of BMR units, the owners are foregoing increases in equity that would have 
been available if the BMR unit remained affordable to the original income category of buyer. 
 
In the 3.2 section of this report, we recommend that appreciation rates on resale units be 
increased at a level to allow sufficient equity for the BMR owners to cover property 
maintenance, capital improvements, and homeowners’ associations’ special assessments.  We 
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recommend that, in conjunction with adoption of a new resale price formula that allows the 
owner to sell the BMR unit at a price affordable to buyers in the same income category as was 
originally required for that particular unit (through prices set at mid-range), that the City also set 
income limits at the top of the applicable income range for that unit. 
 
5.2.3.2 Assets 
 
5.2.3.2.1 Asset Limits 
 
The current asset limits for the BMR purchase program, adopted in 2004, limits assets, not 
including retirement funds, for seniors 62 years or older to 200% of the BMR price and to 50% 
of the price of the BMR price for those applicants under 62 year old.  This replaced a previous 
requirement adopted in 2000 that limited assets to 100% of the BMR price for those over 65 
years of age.  The City’s rationale for limiting assets is to eliminate BMR buyers who could 
afford to purchase a market-rate unit, with a higher assets test for senior applicants due to the 
fact that they generally have diminished earning potential and may be relying on income from 
their assets.  When considering the increase in the asset limits for seniors, PAHC staff 
considered setting the limits at 2-3 times BMR price, as an interim measure until this report is 
completed.  According to PAHC staff, the rationale for raising the asset limit for seniors to 200% 
of the BMR price was to accommodate those seniors who want to purchase a BMR unit with 
little or no debt, or those who accumulated retirement funds in a non-designated retirement 
account, such as those who may have assets from a divorce or death of a spouse.  
 
Previously, according to asset calculations in the Manual, the City’s asset limits varied 
depending on a downpayment between 5% to 100% of the purchase price.  The higher the 
downpayment, the higher the allowed assets, so that the maximum assets allowed the buyer to 
pay all cash and have reserves slightly over the amount needed to cover housing costs for one 
year.  With a more typical downpayment of 5%, the maximum assets allowed, after payment of 
the downpayment and closing costs were also slightly more than the funds needed to cover 
housing costs for one year.  City staff reports that the City’s previous method of calculating 
minimum and maximum asset limits were too restrictive, resulting in too many applicants on the 
waiting list being unable to buy even though their total assets represented a reasonable level of 
financial reserves.  City staff also noted that many waiting list members have consistently been 
over-qualified for the resale BMR units and under-qualified for the new BMR units.  Other 
factors in the decision to raise the asset limits for seniors was to attract more seniors for the 
smaller BMR units that were in less demand from family households and to attract BMR owners 
with enough resources to upgrade their BMR units and pay upcoming special assessments. 
 
It is useful to examine what the current asset limits represent in dollar amounts. Based on 
recent resale prices on PAHC’s website in August of 2005 ranging from $54,300 to $122,900, 
asset limits for buyers purchasing those units would be $27,150-$61,450 for buyers under the 
age of 62 and between $108,600-$245,800 for buyers 62 and older.  Based on the 800 High 
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Street sales prices ranging from $189,450 to $348,600 for new BMR units, the asset limits for 
buyers under the age of 62 would be $94,725 to $174,300 and the asset limits for buyers at 
least 62 years old is $378,900 to $697,200.  
 
There are a number of reasons why the City’s current asset limits, based on the BMR price and 
the age of the buyer, may be too restrictive.  The different asset limits for those under or over 
age 62 is somewhat arbitrary, since the need for retirement funds increases progressively as 
the buyer gets closer to retirement age.  Buyers may also be saving, or currently need funds, for 
non-retirement financial needs, such as funds for their children’s college education or for family 
medical expenses.  Other buyers with very limited incomes may be living off of their assets, for 
example in the case of a disabled person with a disability settlement.  In other areas of the 
report, we have also noted the need for adequate reserves to cover maintenance, capital 
improvements, and homeowner association special assessments.  In addition, buyers with 
limited assets are the most likely to go into default or possible foreclosure due to a job loss or 
large medical expenses. 
 
The asset limits for buyers under the age of 62 for both resale and new BMR units are far below 
what would be required for a buyer’s downpayment, closing costs, and reserves necessary to 
make a market-rate unit in Palo Alto affordable to low-to-moderate income buyers.  This is also 
true for the senior buyers purchasing lower-priced resale BMR units.  The asset limits could be 
much higher and still eliminate buyers who could afford to purchase market-rate units.  
 
Rather than tie the asset limits to the BMR price, the limits could be tied to the amount needed 
to achieve affordability for a median income buyer for a median priced market rate unit.  The 
asset limit for seniors could be higher to accommodate the City’s interest in providing higher 
asset limits for seniors.  The city of San Mateo’s asset limits for their inclusionary housing 
program is a model.  Their asset limit is 50% of the unit’s fair market value for buyers up to 62 
years of age and up to 100% of the fair market value of the unit for disabled head’s of 
households and seniors over the age of 62.  It would be administratively easier to use an index 
such as the median single family home sales prices available on the California Association of 
Realtors (CAR) website.  For example, the median home price for Santa Clara County, 
published by CAR for November of 2005 was $670,000.  The percentage of the selected index 
that would represent a reasonable asset limit would be locally-determined.  The impact of 
raising the asset limits would be to increase the pool of eligible buyers on the City’s waiting list 
and reduce the time spent by PAHC in processing applications whose assets exceed current 
limits. 
 
5.2.3.2.2 Minimum Asset Requirements 
 
As noted earlier in the report, the City previously had both minimum and maximum asset limits 
but eliminated the minimum asset limits in a desire to simplify the eligibility requirements.  If the 
City decides to require a minimum downpayment, then it would be important to ensure that the 
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applicants have adequate funds for downpayment and closing costs.  If not, buyers may be able 
to obtain 100% financing for their BMR purchases.  If the City obtains CalHFA approval of its 
deed restrictions, many BMR buyers would be able to take advantage of the various CalHFA 
deferred loans and grants that can eliminate the need for funds for downpayment and closing 
costs.  Some buyers, who have good earning potential, would be good candidates for this type 
of assistance.  We do not recommend establishing a minimum asset limit. 
 
5.2.3.2.3 Income-Generating Assets- Included/Excluded 
 
The PAHC has adopted policies that exclude retirement funds from the assets that are included 
as income-generating assets in calculating the applicant’s income.  The exclusion of retirement 
funds when calculating income from assets is reasonable and should be maintained. 
 
Other jurisdictions also vary in their definition of assets included in the asset calculation.  For 
example, some jurisdictions, such as County of Santa Cruz, County of Monterey, the City of 
Novato (in their 350 homeownership Hamilton base project) and the City of Emeryville, deduct 
the costs of purchase (downpayment and closing costs) when calculating total assets.  The 
rationale for excluding funds or equity to be used for downpayment and closing costs is that 
assets used for that purchase will no longer be available to the BMR owner to generate income 
or to serve as reserves.  For some, such as City of Novato, who wanted, in part, to provide 
affordable housing for seniors in their city, this allowed a senior buyer household to sell an 
existing home and use the equity to purchase a BMR unit.  San Mateo city staff indicated that 
they adopted their own definition of assets since the HUD definition is targeted to renters.  The 
City of Emeryville only includes income from real estate and non-retirement liquid assets in 
accounts.  We recommend that the City deduct the funds to be used for downpayment and 
closing costs when calculating income from assets. 
 
5.2.3.3 Gift Limits 
 
The BMR purchase program currently limits gift funds for the purchase of a BMR unit to no more 
than 10% of the BMR price for buyers under the age of 62 and no more than 20% of the BMR 
price for those 62 years old and older.  In 2000, the City adopted a policy to limit gifts to 10% of 
the BMR price for buyers and in 2004; PAHC increased the gift limit for seniors from 10 to 20% 
of BMR price.  
 
According to City staff, the intent of limiting the amount of gift funds provided to the BMR buyer 
is to eliminate purchases in which a relative is totally or principally providing the funds for the 
BMR purchase.  City staff reports that they noted an increasing number of applicants who had 
little or no income or assets, could not demonstrate that they had adequate resources to cover 
monthly housing costs, and were relying on extended family members or friends to provide large 
gifts or private loans.  According to PAHC staff, the rationale for adopting asset limits was to 
assist the neediest buyers and to ensure that the buyers have a financial stake in the BMR unit. 
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The concern was that applicants with little or no income would be at risk of foreclosure and 
those applicants with access to large family gifts were not the type of households the program 
was intended to serve.  According to City staff, the rationale for establishing lower gift limits for 
non-senior buyers was to encourage non-seniors to obtain mortgage financing so that the 
lender would evaluate the buyer’s credit, employment history, and ability to handle the costs of 
ownership. This will be further discussed below in the Minimum Loan Amount section. 
 
It is helpful to examine the gift limits in terms of the dollar amounts that these limits represent. 
Based on BMR resale prices of $54,300 to $122,900 on PAHC’s website (as of August 2005), 
gifts limits would range from $5,430 to $12,290 for buyers under age 62 and range from 
$10,860 to $24,580 for buyers 62 and above. Based on the 800 High Street sales prices ranging 
from $189,450 to $348,600 for new BMR units, the gift limit for buyers under the age of 62 is 
$18,945 to $34,860 and the gift limits for buyers at least 62 years old is $37,890 to $69,720. 
From these examples, we can see that, since the gift limits vary based on the price of the units, 
the gift limits for resale units represent relatively small financial contributions.  
 
Of the other programs contacted, none indicated that they set limits on gifts. Some jurisdictions, 
such as Sunnyvale, felt that it was worthwhile to assist income-eligible buyers even if they 
received substantial financial assistance from family members.  It can be a way for relatives to 
provide stable, independent living situation for an extended family member, such as a retired 
parent or a disabled person, in close proximity to their support network.  Some programs have 
noted attempted abuse of the BMR programs by parents interested in purchasing a BMR unit for 
an unemployed or under-employed adult child, such as a college student, who is dependent on 
the parents for financial support.  The City of Emeryville restricts purchases to buyers who can 
demonstrate that they have the income and/or assets to purchase at least 50% of the value of 
the unit.  
 
We recommend that the City consider increasing gift limits, but to no more than 50% of the BMR 
purchase price. 
 
5.2.3.4 Allowable Sources of Downpayment Funds 
 
The City of Palo Alto does not currently restrict the source of downpayment funds provided by 
the buyer, other than the gift limits discussed above.  Downpayment funds may come from 
various sources, including the buyer’s own funds, gift funds from a friend or relative, withdrawals 
from retirement funds or insurance policies, grants, conditional grants, or deferred payment 
loans. In the past, certain mortgage lenders, such as Citibank and First Nationwide, had grants 
available to cover closing costs for certain homebuyers.  CalHFA currently has a number of 
programs that provide grants or conditional grants/loans for downpayment and closing costs. 
“Conditional grants” are loans that are forgiven incrementally over time to encourage continued 
ownership for a certain period of time, such as five years. The CalHFA low interest rate loans 
and grants have been instrumental in creating homeownership opportunities for low and 
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moderate income buyers with little funds available for downpayment and closing costs. The 
Affordable Housing Program (AHP) provides funds to a member lending institutions for 
downpayment assistance grants or conditional loans.  Under FNMA guidelines, deferred 
payment loans may be considered downpayment, rather than debt, since there are no monthly 
payments required.  While mortgage lenders may establish restrictions on the source of a 
downpayment, generally local jurisdictions have not restricted the source of downpayment 
funds, other than to prohibit loans to meet any downpayment requirements for the program. 
  
According to PAHC staff, downpayment assistance funds available to Palo Alto’s BMR buyers in 
the past have included lender grants, deferred-payment zero interest loans from the Housing 
Trust of Santa Clara County, and Santa Clara County’s downpayment assistance loans, but 
these sources are only sporadically available. 
 
If the City decides to establish a downpayment requirement in the form of a 95-97% loan-to-
value limit, we recommend that the City prohibit conditional grants, which must be repaid under 
certain conditions or loans as a source of downpayment to meet any City required minimum 
downpayment requirement.  
 
5.2.3.5 Minimum Loan Amount 
 
The City of Palo Alto currently has no explicit minimum loan limit requirement.  However, since 
the asset limit for non-seniors is currently 50% of the BMR purchase price and the funds to be 
used for downpayment and closing costs are included in the asset calculation, the City does 
effectively have a 50% minimum loan requirement for non-senior buyers. Previously, the City 
allowed all cash purchases by any BMR buyer, regardless of age.  
 
The intent of a minimum loan amount requirement would be to prohibit large downpayments or 
an all-cash purchase.  While the rationale may be to restrict buyers who have enough assets to 
purchase a market-rate unit, BMR units could be purchased with all cash in an amount that is 
far less than would be needed to purchase a market-rate unit.  According to City staff, the City 
considered establishing a minimum loan amount requirement for non-senior buyers so that the 
lender would evaluate the buyer’s credit, employment history, and ability to handle the costs of 
ownership, but City staff expressed concern about creating too complicated eligibility 
requirements.  The City could consider establishing some minimum standard of credit 
worthiness, such as two year’s of clean credit following a bankruptcy or foreclosure.  This, along 
with debt-to-income limits, will help to ensure that the BMR buyers are able to handle the costs 
of homeownership. 
 
There are some legitimate reasons for all-cash or large downpayment BMR unit purchases.  As 
noted in the discussion of Asset Limits in this report, buyers with very limited incomes, such as 
retired or disabled, may be living off of their assets and do not have adequate income to support 
a mortgage.  Others may have sold or intend to sell their home in order to downsize for 
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retirement.  In addition, some buyers avoid paying interest on a loan for religious reasons.  In 
other cases, cultural or ethnic groups pool resources cooperatively to assist members to buy 
homes. 
 
We recommend that the City eliminate its current policy requiring non-seniors to obtain financing 
for at least 50% of the BMR value. 
 
5.2.3.6 Maximum Combined Loan-to-Value (CLTV) 
 
This discussion includes three issues to consider in limiting the maximum combined loan-to-
value: 1) limiting the combined loan-to-value (CLTV) to the BMR price at the time of purchase, 
2) requiring some equity investment in the home, and 3) limiting the CLTV at the time of 
refinancing. 
 
5.2.3.6.1 CLTV Limits at Time of Purchase 
 
According to the PAHC website, the City’s current policy restricts mortgage financing to 100% of 
the BMR value.  It is not clear when this policy was adopted or whether this limit applies at the 
time of purchase, at refinancing, or both.  PAHC has reported that borrowers have used loans to 
cover closing costs, so it is not clear whether borrowers may now obtain purchase loans in 
excess of 100% CLTV.  Many low-to-moderate income homebuyers are now purchasing homes 
using the combination of available CalHFA loan products, which may not require any 
downpayment and may exceed 100% CLTV since one or more CalHFA deferred payment loans 
may cover closing costs.  When the City’s deed restrictions are approved by CalHFA, it will be 
important to limit the CLTV to 100%. 
 
5.2.3.6.2 Downpayment Requirement 
 
City staff has also indicated an interest in reducing the combined loan to value (CLTV) to 95% of 
the BMR value.  The intent of a CLTV limit below the BMR value would be to reduce the risk of 
foreclosure by increasing the borrower’s investment in the property.  On the one hand, buyers 
who contribute downpayment funds have a demonstrated ability to save and a vested interest in 
the property.  On the other hand, the lack of adequate funds for downpayment and closing costs 
is the greatest obstacle to homeownership.  Also, under the City’s current rules, up to 10% of 
the purchase price for non-senior buyers could come from gift funds, rather than from the 
borrower’s own funds.  
 
Other jurisdictions, such as the City of Sunnyvale, require a 3-5% downpayment but the City 
also provides funds to the buyers through its First Time Homebuyer or IDA programs.  The City 
of Morgan Hill requires minimum downpayment of $1,000. Monterey County requires at least a 
5% downpayment. 
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5.2.3.6.3 CLTV Limits at Time of Refinancing 
 
According to City staff, over-financing, or financing over the current BMR value of a BMR unit, 
has been a problem in the BMR purchase program.  The City’s intent is to prevent a combined 
total financing that exceeds the BMR value putting the owner at risk of default and putting the 
City at risk of losing the BMR unit, while allowing the owner to have access to equity built up in 
the property.  The City has encountered problems from over-financing that have taken up an 
inordinate amount of staff time.  We agree that it is very important to limit financing to the BMR 
value and we have recommended mechanisms in this report that we believe will eliminate future 
over-financings in conjunction with a CLTV limit of 100% or below.  
 
The City of Sunnyvale staff reports that the City did a title search of all 180 BMR units at a cost 
of $3,000 and discovered that 31 of their BMR properties were over-financed.  As a result, the 
City required the BMR owners to sign new resale documents that required City approval prior to 
refinancing, which were then recorded on title.  They also require that BMR owners view a video 
or attend a class describing the City’s financing restrictions prior to refinancing every 3 years. 
Both Monterey County and the City of Morgan Hill allow refinancing only up to 95% of the BMR 
value.  
 
The County of Santa Cruz is considering reducing its CLTV limit of 100% to 80%, since its 
resale prices can go down.  If the City adopts an appreciation rate that is based on affordable 
housing cost without a minimum resale price, the City’s may want to consider establishing a 
lower CLTV for refinanced loans. 
 
Since there is some risk of property value depreciation due to the owner’s deferred maintenance 
or market depreciation, the BMR units that are close to market rate prices, as reported by City 
staff, we recommend that the CLTV limit for refinancing be set at 95% of the current BMR value 
or the outstanding balance on the first mortgage, whichever is more.  
 
5.2.3.7 Maximum/Minimum Housing Costs to Income Percentage 
 
The mortgage lending institutions typically evaluate the borrower’s debt-to-income ratios as part 
of the loan underwriting process.  The lender considers the borrower’s anticipated monthly 
housing costs (including the mortgage, property tax, and condominium association dues 
payments) as a percentage of the borrower’s monthly income, known as the front-end debt-to-
income ratio.  The lender also considers the borrower’s other monthly long-term installment debt 
payments (such as automobile or school loans or credit card debt), in addition to the housing 
costs, as a percentage of the borrower’s monthly income, known as the back-end, or total debt-
to-income ratio.  FNMA standard total debt-to-income limits have increased to 42.5% and 
CalHFA typically allows 45% debt-to-income ratios.  Lenders have increasingly been willing to 
make loans to borrowers at increasingly higher debt-to-income ratios, sometimes as high as 
75% of the total gross income.  There has been a great deal of discussion among inclusionary 
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housing program administrators about reasonable debt-to-income limits for BMR buyers.  While 
some have noted that many buyers in the Bay Area have already demonstrated an ability to pay 
housing costs in the form of rent that exceed 45% of their monthly income.  Others maintain that 
a lower standard is appropriate so that owners can develop and maintain reserves for property 
maintenance or other needs.  We recommend that the City establish a 45% total debt-to-income 
limit for BMR buyers with incomes below 50% of AMI. 
 
A minimum housing cost to income ratio would require that at least a certain percentage of the 
borrower’s income be used for housing costs, including the mortgage payments, property tax 
payments, and homeowner association dues.  A minimum housing cost to income ratio is used 
by loan programs, such as those funded by state CalHome or Begin funds, that want to ensure 
that the limited public funds are only used as gap financing between the borrower’s 
downpayment and the senior lender’s loan(s).  Since many of the City’s BMR buyers may be on 
fixed incomes and may need all their discretionary income for other needs besides mortgage 
payments, we do not recommend establishing a minimum housing cost to income limit. 
 
5.2.3.8 Other mortgage loan restrictions 
 
PAHC provides information on its website and in its program workshops for interested buyers 
and for current BMR owners about predatory lending practices.  The City recently developed a 
policy restricting the type of mortgage financing.  
 
An advisable restriction placed on mortgage financing by local jurisdictions in their inclusionary 
programs is a requirement that the first mortgage be a fixed interest rate loan.  This would 
protect BMR buyers on fixed-incomes or other types of income that may not be sufficient to 
cover significant increases in mortgage payments in the future.  Other restrictions can include 
restrictions on loans in which the principal may increase over time, such as negative 
amortization adjustable rate loans, reverse equity mortgages, and some interest only loans. 
Some of the newer loan products, such as option payment loans, are extremely risky for a very 
low, low or moderate-income buyer.  The option payment loan allows the borrower to select 
from different payment options, which include a minimum payment, similar to a credit card 
minimum payment.  Since the minimum payment may not cover the full amount of interest 
owed, the principal may increase over time.  Other new risky loans include the five-year fixed 
rate that converts to an adjustable rate loan, so that the loan payment may suddenly increase 
significantly.  Another alarming trend in the mortgage lending industry is the prevalence of 
interest only loans, which do not allow the borrower to build up equity by paying down the 
principal amount of the loan.  It is particularly important for BMR owners whose ability to 
accumulate equity through appreciation is limited to avoid financing products that do not build 
equity over time. 
 
State-funded homebuyer programs, such as CalHome or Begin, are required to prohibit first 
mortgage loans that have negative amortization, principal increases, balloon payments, or 
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deferred interest payments.  The City of Emeryville also restricts interest-only or option ARMS 
for its low and moderate-income buyers. 
 
City staff has expressed concern about equity lines of credit, for good reason.  These loans may 
be easily increased by merely modifying the promissory note and the City would not be able to 
prevent this from happening or detect the outstanding balance during a title search. 
 
5.2.3.9 Recommendations: 
 

1. Set income limits for resale units at the same income category as the income category 
originally required for that particular unit. 

2. Reference the requirement that the buyer’s income must fall below certain income 
limits in the Eligibility section of the Manual and include the City’s current version of its 
published income limits for BMR ownership housing in the Manual. 

3. Base maximum asset limits to a percentage of median home prices in Palo Alto or 
Santa Clara County, with a higher asset limit for seniors, such as an asset limit up to a 
certain percent of the median market rate home value. 

4. Deduct assets to be used for the downpayment and closing costs when calculating 
projected income from assets. 

5. Consider increasing the maximum gift limits, but to no more than 50% of the BMR 
purchase price. 

6. If the City adopts a downpayment requirement for BMR ownership units, restrict 
downpayment funds to meet the City’s downpayment requirement from loans or 
conditional grants. 

7. Eliminate the City’s current policy requiring non-seniors, those below 62 years of age, 
to obtain a mortgage loan for at least 50% of the BMR value. 

8. Establish a combined-loan-to-value limit for mortgage financings after the purchase of 
the BMR unit at 95% of the BMR value, or the outstanding balance of the combined 
loan amounts, whichever is more, for BMR units. 

9. Establish a maximum total debt-to-income limit of 45% for buyers of BMR units with 
incomes below 50% of AMI. 

10. Limit first mortgage financing for BMR units to a fixed interest-rate loan for very low or 
low income buyers. 
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11. Prohibit loans that increase in size (negative amortization loans, reverse equity 
mortgages, option adjustable rate mortgages, some interest only loans) or have 
balloon payments or have huge monthly payment increases (some interest only loans) 
secured by BMR units. 

12. Prohibit equity lines of credit secured by BMR units. 
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5.3 BMR Purchase Program Resale Procedures 
 
5.3.1 BMR Purchase Program Resale Process 
  
The following summarizes the buyer selection process for BMR units being resold by the BMR 
owners (referred to in this report as resale units), as described in the Manual.  Information on 
procedures provided to the consultant for preparation of this report but not included in the May 
2003 Manual are noted in parentheses.  PAHC has subsequently compiled a detailed 
description of the BMR Purchase Program procedures that were not available for the 
preparation of this report, but should be incorporated into the Manual, once approved by the 
City. 
 

1. The BMR owner notifies the City by mail of intent to sell (according to deed restrictions, 
notice must be by certified mail or personally delivered). 

2. The City forwards the notice to PAHC with date stamp of date received. 

3. Within 60 days of receipt of the seller’s notice of intent to sell, the City notifies the seller 
of the City’s intent to exercise its option to purchase and assign its right to purchase to 
PAHC. 

4. The seller schedules an inspection appointment with the City’s Real Property Analyst 
and PAHC’s BMR administrator to inspect the unit for deferred maintenance or 
damage and to calculate the value of any substantial capital improvements. 

5. The City’s Real Property Analyst assigns a dollar value to any eligible capital 
improvements and notifies the seller in writing of any necessary repairs that must be 
made prior to close of escrow and the depreciated value of eligible capital 
improvements that may be added to the resale price.  (Variations to this process are 
discussed in Section 3.4 of this report.) 

6. PAHC calculates the sales price based on the applicable allowed rate of appreciation, 
plus any substantial improvements approved by the City; sends the price calculation to 
the City’s Real Property Analyst; and sends a letter informing the seller of the sales 
price calculation and the BMR sales procedures.  PAHC’s letter to the seller informs 
the seller which real estate documents and disclosures are required by law and 
requires that the seller return a signed Acknowledgement of Sale and Price Calculation 
Explanation waiving the need for an appraisal to establish a market value below the 
BMR value and acknowledging that PAHC is not an agent in nor a party to the real 
estate transaction. 

7. The seller returns the signed acknowledgement.  



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 5-47 
 

8. PAHC schedules the date for the seller to hold an open house, prepares an Information 
Packet, and sends the information packet to all households on the waiting list who are 
eligible for the available unit size. (Current practice is to send the Information Packets 
to those who are eligible for the available unit size and have indicated on the waiting 
list application that they desire that unit size.) 

9. Once the buyer has been selected by PAHC, PAHC sends a letter to the buyer 
requesting that the buyer sign a Notification of Eligibility to Purchase form, informing 
the buyer of the BMR purchase process, informing the buyer that PAHC is not an agent 
in nor a party to the real estate transaction, and informing the buyer which real estate 
forms and disclosures will be used in the transaction. The Notification of Eligibility to 
Purchase form, the real estate contract with various real estate forms and disclosures, 
and the City’s deed restrictions are attached to PAHC’s letter to the buyer. 

10. The buyer signs and returns the Notification form to PAHC acknowledging that PAHC 
is not an agent in or a party to the real estate transaction. 

11. PAHC schedules the purchase contract meeting between the buyer and seller, assists 
the seller and buyer in negotiating the purchase contract, and provides the real estate 
forms and disclosures. 

12. The seller opens escrow. 

13. PAHC certifies a backup buyer in case the buyer cannot obtain financing or breaches 
the contract.  

14. PAHC provides BMR deed restrictions to the buyer’s lender with a request that the 
lender provide a confirmation of financial information on a Final Certification Form. 

15. PAHC contacts the title company to explain the BMR sales process and provides 
escrow instructions to the title company with instructions for recording: 1) the grant 
deed with the BMR deed restrictions attached; and 2) the Request for Notice of 
Default; and 3) a Certificate of Acceptance form signed by the City. 

16. PAHC requires the buyer approve various homeowner association documents and real 
estate disclosures provided by the seller to the buyer (see standard Form #28 in 
Manual entitled “Certification of Receipt and Approval of Documents” that requires 
buyers to certify that they approve various real estate documents) and requires that the 
buyer remove the buyer’s financing contingency in the real estate contract. 

17. According to the text in the Manual, “When the Buyer has obtained approval for 
financing from a lending institution, PAHC assigns the right to purchase to the Buyer 
and the Buyer notifies the Seller that he/she is exercising the right to purchase. The 
model form letter in the Manual from the buyer to the seller describes a different 
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process as follows: “As the assignee of the City of Palo Alto, we are notifying you with 
this letter that I/we exercise the right to purchase this unit.” 

18. The seller acknowledges receipt of the buyer’s notice to the seller that the buyer is 
exercising the right to purchase (See standard Form #31 in the Manual). 

19. The City’s Real Property Analyst makes a final inspection of the unit. 

5.3.1.1 Buyer Selection Process for Resales 
 
There are primarily two different processes used by other jurisdictions to select the buyer when 
the BMR unit is being resold by the BMR owner.  Other jurisdictions either require that the City 
or its designated agent select the buyer, as does the City of Palo Alto or they require that the 
BMR owner select the buyer as long as the buyer’s eligibility is confirmed by the City/County or 
its designated eligibility certification agent.  The advantage of the selection process by the City 
(or its agent) is that the City can ensure that BMR units are sold to buyers under the City’s 
designated preferences, such as living or working in the City.  Other jurisdictions have chosen to 
allow the BMR owner to select an eligible BMR buyer to reduce the local jurisdiction’s 
administrative burden, to reduce the City’s liability, and to allow the owner to have more control 
over the resale process to be more similar to market-rate ownership.  Examples of jurisdictions 
that allow the owner to select an income eligible buyer include the County of Santa Cruz, the 
City of Santa Cruz, and the City of Emeryville.  The County of Monterey refers people on its 
waiting list to the BMR sellers.  
 
The City of San Mateo, which has approximately 20-25 BMR resales per year, has a unique 
process.  They retain a local realtor to administer a waiting list for the City, with a detailed 
preference system, at a fee of $900 per month, plus a 3% commission, paid by the seller, for 
each sale. City staff noted that the realtor can cover legality/liability issues that may arise in the 
purchase process. City double-checks the realtor’s applicant eligibility determination and the 
City documents that she prepares. 
 
5.3.2 Resale Timelines 
 
5.3.2.1 Deadlines in the City’s Deed Restrictions 
 
The City’s deed restrictions (dated 8/93) allow 240 days (eight months) for a resale to occur, 
from the date the owner initiates the resale process to close of escrow. The 240 day period 
includes three deadlines:  
 

1. The City, its designee or assignee has the right to exercise the City’s right to purchase 
the BMR unit by notifying the seller within 60 days after receipt of the notice of intent to 
sell from the seller, 
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2. If the City exercises its right to purchase the property, escrow is opened upon delivery 
to the seller of the notice from the City assignee (buyer) exercising its option to 
purchase, or as soon thereafter as possible, provided that the opening of escrow shall 
not be postponed longer that ninety (90) days after the owner is notified of the City’s 
decision to exercise its right to purchase. 

3. If the City assigns its right to purchase, the City may postpone opening escrow until an 
assignee is selected or soon thereafter, as long as escrow closes within 90 days after 
the seller is notified of the City’s exercise of its right to purchase, and within 90 days 
after escrow is opened, the escrow for purchase of the property closes.  

5.3.2.2 Assignment of Right to Purchase 
 

There is conflicting information about the process by which the City’s right to purchase is 
assigned and to whom.  PAHC staff states that the City does not assign its right to purchase to 
PAHC, yet City Real Property staff states that this is always the case. 
 
5.3.2.3 Implementation of Resale Deadlines 
 
The Manual does not explain how the City’s 60 day deadline to exercise its option to purchase 
and assign its right to purchase relates to the other steps in the resale process.  It would be 
helpful to clarify what occurs prior to the City’s notification to the seller. The Manual also does 
not mention how the 90 day deadline to open escrow is implemented and who is responsible for 
meeting the deadline.  The deadlines established in the deed restrictions are confusing and 
could be clarified as part of the other revisions to the deed restrictions following this report.  This 
clarification in the resale process could then be addressed in the Manual. 
 
PAHC staff has worked to reduce the length of time involved in the resale process.  According 
to PAHC reports, the resale of units sold to BMR buyers in the 2003/04 fiscal year, excluding a 
unit purchased by the City, took an average of almost six months to close escrow, while the 
average length of time in the 2004/05 fiscal year dropped to less than four months.  
 
5.3.2.4 Delays in the Resale Process Due to the Price Determination 
 
There are a number of reasons why the resale process can be delayed.  In the City’s resale 
process, as in many other jurisdictions, the owner gives notice to the local jurisdiction of intent to 
sell prior to establishing the resale price, which may include a determination of credits for capital 
improvements and/or deductions for needed repairs. The unit cannot be marketed or offered to 
an eligible buyer for purchase until the sales price has been set.  According to PAHC and City 
staff, this is the area in which there is the most disagreement between the seller and the City in 
the resale process.  
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Another delay in the process, according to PAHC staff, is scheduling the City’s inspection of the 
unit prior to calculating the capital improvements credit and any deductions for repairs.  PAHC 
has consistently reported that scheduling the City’s inspection and obtaining the City’s 
inspection report has added a month or more to the resale process.  This is an important part of 
the process and we do not recommend eliminating the City’s inspection of the unit.  
 
The City of Morgan Hill resale process avoids this problem.  Its deed restrictions add another 
phase to the process prior to the owner’s notice of sale, which is triggered by a Notice of 
Contemplated Sale. After the Notice of Contemplated Sale, City inspects the unit, the owner 
provides documentation of capital improvements, and City sets price. Only after this phase is 
completed, may the owner then provide a Notice of Intent to Sell.  Besides allowing enough time 
for the necessary tasks to be completed, it also provides incentive for the seller to be 
cooperative. 
 
5.3.2.5 Delays In the Buyer Selection Process 
 
Once the sales price has been set, PAHC generally identifies an eligible buyer prior to assigning 
its right to purchase to that eligible buyer. This is another area that the City staff has identified 
as a time-consuming part of the process.  In our experience in processing applications for BMR 
buyers, this process can involve processing several applications before identifying a buyer who 
has adequate income and an acceptable credit history to be able to obtain mortgage financing, 
has sufficient funds for the downpayment and closing costs, and is interested in proceeding with 
the purchase.  
 
5.3.2.6 Seller Cooperation 
 
Many jurisdictions report problems with seller cooperation during the resale process.  A 
common comment from inclusionary program operators is that some buyers are enthusiastic 
about the program when they are able to purchase a home at a below-market-rate price but lose 
their appreciation of the program when they are not allowed to sell their home at a market-rate 
price. In other cases, sellers, who have been renting the BMR unit in violation of the BMR 
program, have been uncooperative.  
 
Resales as a result of the death or incapacitation of the BMR owner also have been a difficult 
process, according to PAHC staff.  Units may be left vacant for extended periods of time while 
the owner is in an assisted care facility or after the owner’s death while the property is going 
through the probate process. Units have been left vacant, sometimes for three or four years, 
when the owner is residing permanently in another location or long after the probate process 
has been completed.  Disputes among heirs have also delayed the process of either disposing 
of the property or an heir legally occupying the property.  These units are at risk of foreclosure if 
the heirs are unable or unwilling to continue making mortgage, property tax and/or homeowner 
association dues payments.  Even with cooperative heirs, difficulties arise in the resale process 
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if the heirs live outside of the area and are attempting to handle the sale and any necessary 
improvements from out of the area or out-of-state.  PAHC staff has noted that such units are 
frequently in worn condition and continue to deteriorate further if unoccupied for extended 
periods. 
 
To improve seller cooperation during the sale of the BMR unit, some jurisdictions have added 
language to their deed restrictions, such as extending City performance deadlines if the seller 
does not meet performance deadlines for the seller, requiring that the seller comply with 
scheduled inspections (appraisal, termite, etc.), and requiring that the unit be in a showable 
condition.  Unfortunately, while extended deadlines may help to ensure that the City maintain its 
rights under the deed restrictions, it negatively impacts the buyer who has scheduled movers, 
taken time off from work, and given notice to vacate their current rental unit, if the originally 
scheduled close of escrow is delayed.  
 
Annual monitoring, annual newsletter mailings, and changes to the deed restrictions discussed 
in Section 4.2 would reduce the vacancy rate among the City’s BMR units.  A real estate agent 
could handle the owner’s responsibilities when the owner is incapacitated or if the owner is 
deceased.  These responsibilities, such as holding the open house, scheduling inspections, 
scheduling the appraisal, and managing repair work, are difficult to perform from a distance.  
The more equity that the owner has in the BMR property, the more likely there will be funds to 
cover the cost of a real estate agent.  We believe that if the City decides to increase the 
appreciation rate for BMR units and allow commissions for real estate agents, the cooperation 
from sellers will improve. 
 
5.3.2.7 FNMA Compliance 
 
The length of time for the resale process allowed in the deed restrictions is an issue in terms of 
obtaining FNMA approval of the City documents.  Lenders are required to certify that a city 
inclusionary program complies with FNMA guidelines in order to offer loan products at the 
favorable terms and underwriting standards available for FNMA-conforming loans.  This makes 
a significant difference for the BMR buyers in terms of qualifying for a loan and reducing their 
housing costs associated with the loan.  FNMA guidelines limit the time in which a local 
jurisdiction may exercise its right to purchase to 90 days from the time the unit is offered for 
sale.  
 
Because other jurisdictions have established resale timelines to comply with FNMA guidelines 
and because these shorter deadlines can make it difficult for a jurisdiction to locate an eligible 
buyer, some jurisdictions have allowed the seller to select a buyer, whose eligibility to purchase 
a BMR unit must be certified by the BMR program administrator. 
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5.3.3 Use of Real Estate Agents in BMR Resales 
 
5.3.3.1 Real Estate Agents Retained by Sellers or Buyers 
 
While the Manual states that “no commission is received from the sale of these (the new BMR) 
units” and in the City’s Sales Procedures for New Below Market Rate (BMR) Ownership Units, 
the City states that the developer’s agents may not receive commissions from the sale of the 
BMR units, it is not clear whether payment of real estate brokers’ sales commissions is allowed 
in the resale of BMR units.  According the deed restrictions, the closing costs of the transaction 
are required to be distributed according to the custom in practice in Palo Alto. Typically a closing 
cost paid by the seller is the real estate broker’s fee for both the seller and the buyer.  
 
The form letters in the Manual inform the seller that “your attorney or any other professional you 
wish to engage is welcome to participate in the process in any way you see fit.” and inform the 
buyer that “your attorney or any other professional you wish to engage is, of course, 
encouraged to participate in the sale in anyway you see fit.”  Even if payment of real estate 
commissions is allowed, the current level of appreciation may be prohibitively low to cover the 
cost of the brokers’ commissions.  
 
5.3.3.2 PAHC’s Role in the Real Estate Transaction 
 
PAHC’s role in the resale transaction as described in the Manual is confusing.  PAHC informs 
the seller and buyer that PAHC is an intermediary in the real estate transaction and is not an 
agent, does not receive a commission, is not a party to the contract, and cannot provide legal 
advice.  Yet, according to the Manual and according to the City’s Real Property staff, the City 
assigns its right to purchase to PAHC.  
 
PAHC performs many of the roles typically performed by a real estate agent.  PAHC sends form 
letters to the seller and buyer telling them which real estate forms will be used in the transaction, 
advises seller of what homeowner association documents the seller is required to provide and 
what real estate disclosure forms are required by law, instructs the seller to complete disclosure 
forms provided by PAHC, and advises the buyer what the seller is required to do, such as 
providing homeowner association documents and real estate disclosures to the buyer. 
According to PAHC staff, PAHC assists in the preparation of the purchase contract and 
disclosures.  According to PAHC reports, PAHC has in one instance performed additional 
services for a seller at no charge to the seller (holding the open house, scheduling inspections 
(termite, HOA, and appraisal) and managing repairs in order to facilitate the resale process and 
has indicated that they would charge a seller for such services in the future.  
 
It is not clear how PAHC determines how the real estate forms and disclosures that they provide 
to the sellers and buyers meet current requirements.  For example, the Lead Based Paint 
Hazards disclosure for sales of housing built pre-1978 was updated in January 2003, according 
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to the California of Association of Realtors (CAR) website, yet the form included in the May 
2003 Manual is a year 2000 version of this disclosure form.  While we claim no expertise in the 
types of forms that are currently required in a real estate transaction, we recommend that a 
licensed real estate broker, who has the expertise and liability insurance, be the party advising 
parties in a real estate transaction concerning the types and versions of forms required by law.  
 
PAHC’s website and workshop materials provide very useful information to the buyers on 
homeowners’ associations, sources of funds for downpayment and closing costs, and predatory 
lending practices.  And in practice, PAHC provides valuable assistance to the buyers by working 
closely with them and their lenders throughout the loan qualification process.  However, despite 
the best intentions and commitment by PAHC staff to assist BMR buyers, PAHC’s, the City’s, 
the BMR owner/seller’s, and the BMR buyer’s separate interests may vary and professional 
representation for the seller and/or the buyer may be helpful.  And, as legal requirements are 
constantly changing, a real estate professional could take on the responsibility of ensuring that 
the seller’s required disclosures are provided to the buyers.  
 
5.3.3.3 Practices in Other Jurisdictions 
 
Other inclusionary programs have required that a real estate agent participate in the transaction. 
The City of Sunnyvale adds a $3,000 real estate broker’s fee to the resale price and requires 
that a real estate agent participate in the transaction whose fee is paid by buyer so that the 
agent represents the buyer’s interest and so that the fee can be financed by the buyer. 
Sunnyvale staff feels strongly that first-time homebuyers require extra hand-holding and need 
representation, dealing with the developer or selling owner, assisting with the walk through, etc. 
A consultant retained by the City of Sunnyvale reports that Sunnyvale has no problem finding 
brokers to work with the BMR sellers, due to the buyers’ participation in five educational 
workshops and loan preapprovals.  The City of Emeryville also requires that a real estate agent 
be involved in the real estate transaction to ensure that the seller complies with the disclosures 
and other reporting forms required by law.  Morgan Hill requires the selling owner to provide a 
purchase contract and other documents as required under federal, state or local law. In our 
firm’s experience, BMR owners have been able to advertise their units on Craig’s list, 
significantly reducing the real estate agent’s time involved in handling the sale, so that the 
agents are willing to handle the transaction for reduced broker fees. 
 
While the City of Davis does not require that a real estate agent be involved in the transaction, it 
does encourage it, so that homebuyers may get advice on the purchase contract, assistance 
with qualifying for a mortgage, and are provided the required disclosures. Other jurisdictions 
have also added the cost of the real estate commission to the resale price, such as the County 
of Santa Cruz and the City of Santa Cruz.  
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5.3.3.4 Recommendations: 
 

1. Clarify in the Manual the assignment of the City’s right to purchase process and 
implementation of the various resale deadlines. 

2. Revise the City’s deed restrictions to include a Notice of Contemplated Sale process 
and include implementation procedures for this process in the Manual. 

3. To improve seller cooperation during the sale of the BMR unit, add language to the 
City’s deed restrictions, such as extending City performance deadlines if the seller 
does not meet performance deadlines for the seller, requiring that the seller comply 
with scheduled inspections (appraisal, termite, etc.), and requiring that the unit be in a 
showable condition.  

4. Consider allowing BMR owners to select income-eligible BMR buyers certified by the 
City’s program administrator. 

5. Require that a real estate agent be retained by the BMR seller and/or the BMR buyer. 

6. Consider allowing the cost of a real estate broker’s commission to be added to the 
BMR resale price. 
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6. POLICY ANALYSIS – PROGRAM IMPLEMENTATION 

This chapter covers a range of topics related to the current BMR program as it is applied to new 
residential construction, leading to conclusions and recommendations on how the program 
might be modified in the future.  It provides an analysis of the current BMR “build” requirements 
for multi-family projects, as well as an analysis of the various in-lieu provisions and other options 
for off-site compliance.  Two sections present a range of policy options for adjusting the 
program in the future.  
 
An understood underlying goal of the consultant work program, particularly as it relates to this 
portion, is that the BMR program as currently embodied in the Housing Element of the General 
Plan, will be reconfigured in an Ordinance, and certain provisions may be updated or modified. 
Goals for the ordinance, as relates to applying the program to new residential construction, may 
be summarized: 
 

• Maintain or strengthen the basic BMR requirements, as described in the 2002 Housing 
Element Program H-36. 

• Simplify the requirements and terms so that the program requirements are easier for City 
staff to administer and are clearer and more predicable for developers.  

• Maximize opportunities for enhancing both unit production and in-lieu payment 
revenues.  

This chapter is organized as follows: 
 
6.1 Multi-family For Sale Units – Market Findings and Implications 
6.2 Multi-family For Sale Units – BMR In-Lieu Program 
6.3 Multi-family For Sale Units – BMR Equivalents 
6.4 Single Family Detached – BMR Program 
6.5 Policy Options for Modifying the BMR Ownership Program 
6.6 Policy Options for Increasing the Supply of BMR Rental Units 
 
The research and analysis contained in this section was conducted during the early months of 
2005.  As such, market conditions and sales prices of market rate units reflect values that have 
increased significantly since that time.  All findings and recommendations have been reviewed 
in light of trends since the research was conducted.  KMA believes that none of the findings and 
recommendations contained in this report are undermined or invalidated by the use of the early 
2005 material.  Most findings and recommendations regarding valuations have been rendered 
more conservative (or lower) than would be the case using data at this time, May 2006, when 
the complete report is being assembled. 
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6.1 Multi-Family For Sale Units – Market Findings and Implications 

An understanding of current market products, pricing structure, and unit sizes is fundamental to 
an understanding of the impact of the BMR program on market rate projects.  With a grasp of 
the current market and some extrapolation to market conditions in other cycles, we can better 
evaluate Program H-36 of the Housing Element.  This market information has also been used to 
inform our analysis in Section 3.1.1 on pricing of newly built ownership BMR units and related 
topics, such as our evaluation of the in-lieu program and of the BMR program’s application to 
projects.  
 
This KMA survey is primarily focused on condominium and townhome units.  Any survey of new 
residential development activity in Palo Alto is constrained by the few projects that proceed 
within a timeframe of a few years, or a market cycle.  The For Sale market is far more active 
than the rental market at this time, but even then, the number and range of projects is limited. 
Following the market findings, we will provide our opinion of how conditions might change 
looking ahead. The market material was prepared in the winter of 2005. 
 
Ideally, we would have a survey of new projects in Palo Alto that covers a range of products 
(condominiums at different densities and unit sizes) and a cross-section of locations within Palo 
Alto.  Since projects are so few, we also look at resales and sales of new units in other nearby 
or similar communities.  Tables 6-1 through 6-6 on (pages 6-7 to 6-11) provide the hard data.  
 
6.1.1 Market Survey Findings 

New Condominiums in Palo Alto (Table 6-1)   
 

• Two high-end, new construction condominiums by Summerhill Homes located in the 
University Avenue area of Palo Alto recently sold out for between $625 and $850 per 
square foot.  The developer of 800 High Street, a high-density luxury condominium 
project currently under development on the southern edge of downtown, expects sales 
prices (per square foot) comparable to the Summerhill developments.  

• This places new condominiums near the downtown at $625 per square foot at a 
minimum with some units over $700 and $800 per square foot.  

• Unit sizes in the Summerhill projects are large. T he one bedroom units are slightly over 
1,000 square feet, the average two bedroom unit is at least 1,400 square feet, and the 
three bedroom units over 2,000 square feet. The units at 800 High Street are planned to 
be smaller, but still larger than downtown condominiums in most cities.  

• One recent condominium project in Menlo Park has similarly large units and prices in the 
higher $600 per square foot range.  
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• Total sales prices per unit in the Summerhill and Menlo Park projects have started in the 
high $700,000’s with the larger units selling for well over $1 million. 

New Condominiums in Other Communities (Table 6-2) 
 

• In Cupertino, a project with a density comparable to the Summerhill Homes 
condominiums sold out in February 2004 at an average price of $444 per square foot.  

• In San Carlos, the units in a luxury high-density project with subterranean parking 
recently sold for between $500 and $575 per square foot.  

• We would expect units located in Palo Alto to sell for a significant premium over units in 
Cupertino and San Carlos, but these projects bear out the high price structure 
throughout the better locations in the Peninsula and Silicon Valley. 

Resales of Condominiums in Palo Alto (Table 6-3) 
 

• Units in the Silverwood Condominiums have resold recently for around $425 per square 
foot. This project has subterranean parking and is of a density comparable to the 
Summerhill projects.  The Silverwood project is now over five years old.  

New Townhomes in Palo Alto (Table 6-4) 
 

• There have not been any recent townhouse projects in Palo Alto from which to 
determine market sales prices.  However, Trumark Companies is currently developing 
76 townhomes in south Palo Alto; current estimates of sales prices from the developer 
are in the range of $700,000 to $900,000 per unit or $575 to $625 per square foot. 

• Townhomes are a lower density product, usually not located in downtown areas. In most 
markets, townhomes are larger on average than condominiums for the same unit type. 
(The two-bedroom condominium is usually smaller than the two-bedroom townhome.)  
However, in Palo Alto there seems to be little difference. Condominium units are being 
developed as large as townhomes. 

New Townhomes in Other Communities (Table 6-2) 
 

• In Cupertino, large townhomes in a 56-unit project sold out in October 2003 for $410 per 
square foot.  

• Two townhome projects are currently under construction in San Jose and Sunnyvale. 
The San Jose project, located in West San Jose, lists sales prices averaging $460 per 
square foot.  The Sunnyvale project listed sales prices averaging $445 per square foot at 
the time of this survey.  
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• In these other communities, the size difference between condominiums and townhomes 
follows the more typical pattern. 

• These projects demonstrate that other communities are selling new townhomes well 
over the $400 per square foot range.  Similar units in Palo Alto would be expected to 
have a significant premium.  

Resales of Townhomes in Palo Alto (Table 6-3) 
 

• Recent resales at The Classics at Barron Park, in south Palo Alto, average around $447 
per square foot. This project is now over 5 years old.  

• Recent resales at the Wisteria, also five years old and in south Palo Alto, have been 
averaging about $580 per square foot. 

Summary 
 

• At this time, there does not appear to be a notable difference between condominiums 
and townhomes in either the unit sizes or pricing.  This may partly be due to the fact that 
the condominium examples all have superior downtown proximity which is valued in the 
Palo Alto market.  Stacked condominiums in less desirable locations within Palo Alto 
could be smaller and/or less expensive.  

• The few new projects for which there is information suggest minimum pricing at $600 per 
square foot.  Many units are priced in excess of $700 per square foot.  Units outside 
proximity to the downtown could be a notch under, say $575 per square foot.  

The current market in Palo Alto is driven, as always, by highest and best use.  The For Sale 
market is so strong that large units bearing million dollar type prices are selling readily.  In 
typical markets there are upper limits to condo or townhome sales prices, before bumping into 
the Single Family Detached alternative, but none appear evident in Palo Alto.  As a result, 
developers are choosing to develop large units which are less expensive to build per square 
foot than small units, particularly when parking is taken into account.  (For a residential area of 
12,000 square feet, eight units at 1,500 square feet each are more profitable than 12 units of 
1,000 square feet each.)  Developers seek to maximize the allowable floor area ratio (FAR), but 
build well below the maximum zoned density (units per acre) in almost all cases. 
 
Other Economic Cycles 
 
By all accounts the current strength of the For Sale market nationally, statewide, and locally, is 
phenomenal and is particularly pronounced in premier locations like Palo Alto and the city of 
San Francisco.  There is general agreement among forecasters that at some point the housing 
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market will cool down (or do something more dramatic) once mortgage rates no longer allow 
incomes to stretch to such high prices.  
 
Without venturing into the realm of predictions, we believe that it would be prudent to analyze 
the BMR program using a range of unit sizes and prices that represent some backing off, or 
modification of the current levels.  The BMR program update and adjustments, as translated into 
an ordinance, will be used for a time period of many years, spanning other economic cycles.  
We therefore examine the provisions of Housing Element H-36 as they relate to condominiums 
and/or townhomes that both reflect the current market activity and units that are smaller and a 
little less expensive per square foot.  
 
For analysis purposes (In Lieu Fees and BMR application to projects), we will therefore draw 
from the two market prototypes, 800 High Street and the Trumark townhomes but use smaller, 
slightly less expensive units, such as: 
 
Chart 6.1.1-A. Modified Prototype, Multi-Family Ownership Units 

Unit Size Sq.Ft. Price per Sq.Ft. Total Price 
  
One Bedroom 800 $600 $480,000 
Two Bedroom 1,100 $590 $650,000 
Three Bedroom 1,300 $570 $740,000 

 
Source: Keyser Marston Associates, 
Winter 2005 

 

 
6.1.2 Affordability of Market Rate Units  

It is always instructive in developing public policy and related programs to understand the 
affordability thresholds of the local market. The figures in chart 6.1.2-A provide an analysis of 
the original two bedroom prototypes, drawn from 800 High and the Trumark townhomes, and 
the modified prototype, as described above.  For each prototype, the chart presents the income 
required, and how the income relates to the Area Median Income (AMI).  
 
In performing the analysis, we have modified the underwriting terms and assumptions that the 
City uses to better reflect lending practices for higher priced units.  KMA assumes a 6.00% 
interest rate, a 20% down payment, 35% of income allowable for housing expenses, HOA dues 
of $350 per month, and no mortgage insurance (due to the higher down payment).  Current 
practices can be even more generous; sometimes allowing more than 35% of income outside of 
consideration of property taxes. 
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The results for the average two bedroom unit for a three person household are as follows: 
 
Chart 6.1.2-A. Affordability of Two Bedroom Units  
 Sq.Ft. Price per 

Sq.Ft.
Total Income Req. % 

AMI
 (2 BR Unit) (3 Person HH) 
Average Market 
Condominiums 

1,250 $625 $781,000 $158,000 167%

Minimum Market Condo 1,235 $570 $700,000 $143,000 157%
Modified Prototype 1,100 $590 $650,000 $134,000 141%
Sources: Keyser Marston Associates; market research performed January/February 2005; 2005 median income levels. 

 
In other words, in 2005 average new market rate townhomes and condominiums require an 
income in excess of 165% of the Area Median Income.  The minimum two bedroom unit 
currently under development may be available for $700,000 to households, or around 157% of 
median.  The modified prototype, a hypothetical unit that does not represent highest and best 
use of most properties in Palo Alto, might be a $650,000 unit, affordable to households around 
140% of median income. 
 
6.1.3 The 120% to 150% AMI Tier 

This analysis suggests that there is a huge spread of households with incomes in excess of the 
maximum for the moderate income category BMR but not high enough to afford the minimum 
market rate unit.  Specifically, it appears that households earning between 120% and 150% AMI 
are priced out of the For Sale housing market in Palo Alto.  This tier, sometimes referred to as 
“Workforce” housing, could be incorporated into the housing program in Palo Alto, as has been 
done in a few other jurisdictions in California.  One possibility would be to have projects that 
deliver units in this price range subject to reduced or no BMR requirements.  
 
The deed restriction and resale program components are usually altered for the 120% to 150% 
AMI Tier.  Typically, the deed restriction includes an equity share formula at resale instead of 
long-term affordability restrictions.  In the event that the market shifts so significantly as to make 
market rate housing affordable to this income tier, the City could suspend the program.  If this is 
a topic of interest in Palo Alto, more analysis to confirm the tier definition and BMR requirements 
would be in order.



TABLE 6-1
MARKET SALE PRICES - NEW CONDOMINIUM UNITS
PALO ALTO AND MENLO PARK
BMR PROGRAM UPDATE
CITY OF PALO ALTO

NEW CONDOMINIUMS IN PALO ALTO
(Market Rate Units Only)

Unit Mix SF Price $/SF

Weatherly by Summerhill Homes
30 Units University Avenue area.

One Bedroom 2 1,003 $795,000 $793
Two Bedroom 13 1,358 $900,000 $663
Two Bedroom 6 1,393 $895,000 $642 28 du/acre.
Two Bedroom 3 1,432 $885,000 $618                                                           
Two Bedroom 3 1,454 $900,000 $619
Two Bedroom 3 1,690 $1,020,000 $604

30 $653

Woodmark by Summerhill Homes
36 Units Total; 20 Units Released University Avenue area.

Two Bedroom 6 1,638 $1,350,000 $824 Project sold out November 2004.
Two Bedroom 6 1,850 $1,325,000 $716 Subterranean parking.
Two Bedroom 2 2,176 $1,815,000 $834 31 du/acre.

Three Bedroom 6 2,096 $1,795,000 $856                                                           
20 $802

800 High Street (Market Rate Units Only)
50 Market Rate Units; Under Construction University Avenue area.

Two Bedroom (1 Bath) 1 845 N/A N/A Not yet marketed.  Developer
Two Bedroom (2 Bath) 31 1,321 N/A N/A estimates sales prices comparable

Three Bedroom (2 Bath) 18 1,658 N/A N/A to the Weatherly and Woodmark
50 projects. Project also contains 9

BMR units.

OTHER NEW CONDOMINIUMS

Menlo Park

Menlo Square, by Oak Grove and Merrill Associates
25 Units (Total Units) Downtown Menlo Park.

Two Bedroom 8 1,189 $765,000 $643 Project sold out March 2004.
Three Bedroom 8 1,480 $939,000 $634 Subterranean parking.
Three Bedroom 9 1,598 $925,000 $579 25 du/acre. Project includes some

25 $617 BMR units.

Source: The Meyers Group, 800 High Street developer, January/February 2005

Project sold out May 2004.
Parking garage.

Prepared by Keyser Marston Associates, Inc.
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TABLE 6-2
MARKET SALE PRICES - NEW TOWNHOMES/CONDOMINIUMS
OTHER COMMUNITIES
BMR PROGRAM UPDATE
CITY OF PALO ALTO

CONDOMINIUMS
Unit Type SF Price $/SF

Cupertino Tra Vigne Villas
46 Units

Two Bedroom 10 938 $450,000 $480
Two Bedroom 12 973 $462,000 $475                                                               
Two Bedroom 10 1,088 $465,000 $427
Two Bedroom 14 1,198 $483,000 $403

46 $444

San Carlos Pacific Hacienda
89 Units

One Bedroom 774 $388,000 $501 Stacked flats with subterranean
Two Bedroom 1,096 $628,000 $573 parking.
Two Bedroom 1,258 $638,000 $507
Two Bedroom 1,268 $649,000 $512

TOWNHOMES

Location Unit Type SF Price $/SF

Cupertino Astoria
56 Units Project sold out Oct 2003.

Three Bedroom 16 1,456 $609,000 $418 Density: 13.5 du/gr. acre
Three Bedroom 17 1,589 $667,000 $420

Four Bedroom 6 1,649 $651,000 $395
Four Bedroom 17 1,801 $709,000 $394

56 $409

San Jose Siena at Saratoga
77 Units Under construction/currently selling.

Two Bedroom 1,350 $663,000 $491 Luxury townhomes.
Three Bedroom 1,460 $700,000 $479
Three Bedroom 1,650 $735,000 $445

Four Bedroom 1,900 $810,000 $426

Sunnyvale Danbury Place
168 Units Under construction/currently selling.

Two Bedroom 1,579 $695,000 $440 Density: 19 du/gr. acre.
Three Bedroom 1,582 $717,000 $453
Three Bedroom 1,658 $725,000 $437

Four Bedroom 1,651 $743,000 $450

Source:  Meyers Group, Developers, RealQuest, KMA, January/February 2005

Project sold out Feb 2004.
Density: 34 du/gr. acre

Project sold out.
Density: 63 du/gr. acre

Prepared by Keyser Marston Associates, Inc.
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TABLE 6-3
RESALES OF NEWER TOWNHOMES / CONDOMINIUM UNITS
PALO ALTO
BMR PROGRAM UPDATE
CITY OF PALO ALTO

RESALE CONDOMINIUMS IN PALO ALTO
Unit Type SF Price $/SF

Silverwood Condominiums California Avenue area.
Built in 2000.

Two Bedroom 1,557 SF $664,500 $427 Subterranean parking.
Three Bedroom 1,833 SF $775,000 $423 33 du/acre.

10 units resold between March 2002
and December 2004.

RESALE TOWNHOMES IN PALO ALTO

Unit Type SF Price $/SF

The Classics at Barron Park South Palo Alto.
Built in 1999.

Three Bedroom 1,794 SF $802,250 $447 17.5 du/acre.
8 units resold between May 2002
and February 2005.

Wisteria South Palo Alto.
Built in 1999.

Three Bedroom 1,541 SF $894,500 $580 12.5 du/acre.
6 units resold between September
2002 and January 2005.

Source:  Dataquick, January/February 2005

Prepared by Keyser Marston Associates, Inc.
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TABLE 6-4
NEW TOWNHOMES
PALO ALTO
BMR PROGRAM UPDATE
CITY OF PALO ALTO

TOWNHOMES

Unit Type SF Price $/SF

East Meadow Drive (Market Rate Units Only)
65 Units; Under Construction Developer anticipates the units will

Two Bedroom 15 1,235 N/A N/A sell for between $700,000 and 
Three Bedroom 49 1,449 N/A N/A $900,000, or approximately $570 to

64 * $620 per square foot. Project also 
contains 12 BMR units.

Source: The Trumark Companies, developer of the East Meadow Drive project, January/February 2005.

Prepared by Keyser Marston Associates, Inc.
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TABLE 6-5
MARKET SALES PRICES: TWO BEDROOM UNIT
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Average Market 
Condominium

Minimum Market 
Condo

Modified 
Prototype

Typical Unit Size 1,250 SF 1,235 SF 1,100 SF
Sales Price/SF $625 $567 $591
Sales Price $781,000 $700,000 $650,000
Down Payment @ 20% $156,200 $140,000 $130,000
Loan Amount $624,800 $560,000 $520,000

Interest Rate 6.00% 6.00% 6.00%
Taxes 1.25% 1.25% 1.25%
Effective Annual Rate 7.25% 7.25% 7.25%

Annual Payments $51,147 $45,842 $42,568
(1) HOA Dues $4,200 $4,200 $4,200

Total Housing Costs $55,347 $50,042 $46,768

% of Income Spent on Hsg. 35% 35% 35%
Annual Income Required $158,134 $142,978 $133,622
Sales Price to Income 4.94 4.90 4.86

(2) Area Median Income (AMI) $94,950 $94,950 $94,950
Percent of AMI 167% 151% 141%

(1) Assumes HOA dues of $350 per month.
(2) Three person household

Source: KMA, May 2005.

Prepared by Keyser Marston Associates, Inc.
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6.2 Multi-Family For Sale Units – BMR In-Lieu Program 

This section provides an evaluation of the current In-Lieu provisions of the BMR program as 
applied to Multi-Family For Sale projects, a discussion of in-lieu provisions and practices 
elsewhere and concludes with an identification of options for modifying the program to increase 
in-lieu fee revenues.  In-lieu fees applied to single family detached housing projects are 
discussed in Section 6.4 and 6.6. 
 
6.2.1 Evaluation of the Current Program 

6.2.1.1 The Current Program 

The current in-lieu provision in Program H-36 of the Housing Element allows for an in-lieu 
payment alternative “if the City determines that no other alternative is feasible.”  It is our 
understanding that it has been the practice of the City to allow in-lieu payments for single family 
detached projects and for occasional other circumstances.  In addition, the in-lieu provision is 
more widely used for satisfying the requirement for fractional units. 
 
The current program establishes the in-lieu fee as a percentage of the sales price of the market 
rate units. The most recent Housing Element sets fee amounts as follows: 
 

• When the BMR requirement is 15%, the fee is equal to 7.5% of the greater of the actual 
sales price or the fair market value of each unit.  

• When the BMR requirement is 20%, as in projects over 5 acres, the fee is 10% of the 
greater actual sales price or the fair market value of each unit.  

• When the BMR requirement is 25%, as can occur with the removal of rental units, the 
fee is equal to 12.5% of the actual sales price or the fair market value of each unit.  

This evaluation seeks to determine how these percentages of sales price relate to foregone 
sales revenues in terms of affordability gaps, or the difference between the BMR sales price and 
the market sales price, allocated to the market rate units. The sales prices tested in the 
evaluation are drawn from the conclusions of the market survey summarized in 6.1.  BMR prices 
are the set of figures recommended in 3.1.1 (instead of the range used by the City), keyed to 
the annually published median income schedule for Santa Clara County. 

 
6.2.1.2 Methodology  

The methodology employed is to set up a hypothetical project and examine the three 
percentage requirements, using market sales prices and BMR sales prices.  
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The prototypical project we selected is 40 units, allowing an even number of units for the 
requirements and no fractional unit issues.  The relationships established by the analysis would 
apply to a project of any number of units, but this prototype illustrates the relationships in readily 
understandable quantities.  Table 6-6 (on page 6-20) provides a project description and the 
affordability requirements at the 15%, 20%, and 25% levels, dividing the affordable units into 
tiers for Lower and Higher Moderate per Program H-36.  
 
The unit sizes used in the prototypical project are smaller (in terms of square footage) than 
typical projects in Palo Alto even in multi-family projects.  We decided to use the smaller units 
(in terms of square feet) because it is a more conservative approach, (i.e., smaller units produce 
lower affordability gaps than larger units), and because these size units might be produced in 
Palo Alto in other market cycles. The analysis using smaller size units produces lower 
affordability gaps because the affordable price for each unit type is set by formula keyed to the 
Area Median Income (AMI) and household and unit size, irrespective of the number of square 
feet. The two bedroom unit affordable price at 90% AMI is $259,000; this price distributed on 
1,100 square feet is $235 per square foot ($259,000 ÷ 1,100); the same price applied to a 1,500 
square feet is $172 per square foot ($259,000 ÷ 1,500).  The market price of For Sale units, on 
the other hand, is heavily driven by a per square foot market value.  
 
To simplify the analysis, we have established the affordable sales prices by number of 
bedrooms using the 90% of AMI average approach, as recommended in 3.1.1 (on page 3-1). 
Table 6-7 (on page 6-21) provides a calculation of the affordable sales price per square foot 
compared to the market price per square foot and indicates the gap at the square foot level.  
The per square foot market prices are drawn from the market survey (6.1).  We have selected a 
hypothetical minimum of $550 per square foot of building area, recognizing that the market is 
not producing anything that low at this time. To test a higher level, we have selected $700 per 
square foot as a level that represents where some of the more expensive projects are selling at 
this time.  Use of this range illustrates how the in-lieu provision works relative to market price. 
For simplicity we use the same market sales price per square foot for all units.  
 
The affordability gap per square foot column on the far right of Table 6-7 is derived by 
subtracting the affordable or BMR price per square foot from the market price per square foot. 
As indicated above, market rate units with more square foot area would reduce the affordable 
price per square foot and thus increase the gap per square foot.  At the Lower Moderate tier 
(90% AMI), the gap is $310 per square foot at the lower end of market rate prices and $460 per 
square foot at the higher end of market rate prices.  At the Higher Moderate tier (110% AMI), the 
gap ranges from $250 per square foot to $400 per square foot.  
 
Tables 6-8 through 6-10 (on pages 6-22 to 6-24) compare the affordability gap approach to the 
percent of sales price approach that is embodied in the Palo Alto program. An average of the 
four unit sizes (one to four bedrooms) and gap per square foot is used and compared to the 
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market sales price of the same hybrid unit. Using the information from Table 6-7, individual unit 
sizes may be tested independently using the same procedure.  

 
6.2.1.3 Findings 

When the prototypical 40 unit project is tested with the 15% BMR requirement (Table 6-8), we 
find that current in-lieu requirement (7.5% of sales price) is less than the foregone revenue 
associated with the build requirement. The total affordability gap of the 6 BMR units, distributed 
among the 40 units in the project, represents 7.9% of the sales price when the lower market 
price of $550 per square foot is used.  At the $700 sales price, the affordability gap rises to 
9.4% of the market sales price.  In other words, the Palo Alto Program H-36 in lieu requirement 
of 7.5% of the sales price is slightly lower on average than the build requirement at the lower 
end of market prices ($550 per square foot) and considerably lower than the build requirement 
at the higher market prices ($700 per square foot).  
 
A similar pattern is determined from the analyses of the 20% and 25% BMR requirements 
compared to the 10% of sales price and 12.5% of sales price BMR in-lieu provision. Tables 6-9 
and 6-10 (on pages 6-23 and 6-24) present these analyses using the same methodology and 
calculations used in Table 6-8.  
 
For example, with the 20% requirement, if the market sales price is $550 per square foot, the 
total BMR requirement equates to 10.7% of the sales price.  If market values are at the $700 per 
square foot level, then the BMR requirement equates to 12.7% of the sales prices, significantly 
higher than the current requirement of 10%.  
 
Furthermore, it is notable that as the sales price goes up and/or the unit size goes up, the 
discrepancy between the City’s current BMR in-lieu requirement as a percent of sales price (of 
the market rate unit) and the real foregone revenue to the developer widens. The higher the 
price of the market rate unit  (whether due to more square feet or higher value per square foot), 
the more the City’s current BMR In Lieu as a percent of sales price is an understatement of the 
foregone revenue to the project.  
 
6.2.1.4 Conclusion 

The percent of market sales price in the current in-lieu provision of Program H-36 is confirmed 
as not excessive compared to delivery of BMR units.  In fact, the percent of market sales price 
appears less than the “cost” (in terms of foregone sales revenues) to the project of providing 
units at the price range of units in Palo Alto at this time.  As the market price increases, the 
“cost” to deliver BMR units increases as a percent of sales price. 
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6.2.2 In-Lieu Payment Alternative Structures 

6.2.2.1 Overview 

This section provides a summary of the basic alternative structures for in-lieu payment as 
provided in inclusionary housing ordinances in California.  Should Palo Alto wish to explore 
alternatives to the current percent of sales price program, the major options are summarized for 
consideration.  The models in Table 6-11 identify six alternatives, although these are based on 
four conceptual alternatives:  
 

1. Percent of sales price of market rate units, the current rule in Palo Alto 

2. Percent of building permit valuation  

3. Actual gap calculated for each project 

4. Gap established by the city based on market averages and charged one of three ways: 

a. Based on the unit(s) owed 

b. Cost charged per market rate unit built 

c. Cost charged on a per square foot basis on the market rate units.  

Table 6-11 presents the summary information.  We indicate sample jurisdictions that use the 
approach, and the advantages and disadvantages of each structure.  The column on the right 
provides an indication of what the comparable charge might be in Palo Alto, based on the in-lieu 
analysis provided herein. 
 
6.2.2.2 Percent of Sales Price of Market Rate Unit 

This approach, long used by Palo Alto, has been adopted in a number of other jurisdictions, 
most of them on the San Francisco Peninsula. Most jurisdictions that use the percentage 
approach use percentages far lower than the 7.5% used in Palo Alto, but most programs are 
only 10% BMR programs and none of the others have average market prices as high as Palo 
Alto. That said, most jurisdictions that utilize a percentage are probably undercharging for the in-
lieu equivalent compared to what an analysis of current market rate housing would support.  
 
The principal advantages appear to be: 
 

• The percentage captures higher fees for the more valuable locations or projects; also, 
larger units yield higher fees. 

• It is easily understood and communicated.  
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• Developers can easily predict what will be owed.  

• It appears fairly easy to apply and collect, based on our conversations with the City.  

• The payment can be collected at close of escrow (or the “back end”) which is far 
preferable to the developer than paying at building permit issuance. 

The principal disadvantages appear to be: 
 

• The City may not collect the full affordability gap for the higher priced units, as 
demonstrated in the analysis.  

• Collection occurs at close of escrow upon sale of the unit, rather than earlier at the 
issuance of the building permit.  This means that the City must have security for the fees 
as well as later receipt of funds by the City.  Also the City must have the cooperation of 
the developer and escrow agent to insure collection.  

• Perhaps there are other aspects of the current program to be weighed in consideration 
of any change, but we are not aware of them.  

6.2.2.3 Percent of Building Permit Valuation  

This is an approach used by several jurisdictions that would appear to have similarities to 
percent of sales price.  At the payment of the building permit, a fee is owed, usually a 
percentage of the permit value.  For example, Half Moon Bay’s in-lieu fee is set at 20% of the 
building permit valuation for the market rate units. This approach is easily understood and is 
administered at the building permit counter without further planning staff involvement.  
 
Building permit valuation is usually determined from a chart keyed to certain construction 
features.  Valuation often bears only a partial resemblance to real construction cost, and only a 
distant relationship to sales price.  In luxury homes, high end finishes, appliances and other 
amenities are not fully reflected in the permit valuation.  In addition, land and all indirect costs 
are not included in valuation, with the result that the building permit valuation tends to run 
somewhere in the range of 35% to 45% of the actual sales price in a market like Palo Alto’s. 
Therefore, to be comparable to the current program (of 7.5% sale price), Palo Alto would have 
to charge somewhere in the range of 15% to 25% of the building permit valuation. (To illustrate 
with figures selected for ease of arithmetic, a house selling for $1 million might have a permit 
valuation of $350,000 to $450,000. To capture the $75,000 in BMR in-lieu fees owed in the 
current formula, the charge on the permit would amount to 20% of the $350,000 permit or 17% 
of the $450,000 permit.)  More research on specific experience on building permit valuation 
compared to end sales price in Palo Alto would be required if the City were to pursue this 
approach. 
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While the administration of this approach is easier than Palo Alto’s current approach, it is less 
sensitive to capturing higher fees for higher value units and therefore probably not preferable to 
the current program, but could be useful for projects of less than 5 units. 
 
6.2.2.4 Actual Gap for Each Project  

A few jurisdictions, such as Santa Cruz County and the City of Sunnyvale, compute the 
difference between the market rate sales prices and the affordable sales prices for each project 
and charge accordingly. The Town of Danville’s in-lieu fees are the difference between the 
“estimated total cost of a new, non-BMR unit” and the affordable sales price. 
 
Section 17.10.034 of the Santa Cruz County Code stipulates that when an in-lieu payment is 
allowed “the fee is keyed to the average price of the ultimate market rate units or lots.”  An 
encumbrance is placed on each unit in the project for its proportionate share of the affordability 
gap and recorded in a Participation Agreement.  In practice, it appears that the County prepares 
a schedule each year, listing the market prices in brackets, starting at $420,000 going up to $2 
million, bumping up every $20,000 to $40,000 in sales price with the fee indicated (much like an 
income tax schedule). 
 
This approach has the clear advantage of capturing the full gap associated with the 
development of higher price units. See Section 6.5 for recommendations for Palo Alto. 

 
6.2.2.5 Average or Blended Gap for Each Affordable Unit Owed 

This is a fairly common approach that has the advantage of being straightforward and relatively 
easy to understand. The jurisdiction typically establishes a fee amount per unit owed and then 
periodically updates it.  Some cities adjust it annually via a formula; others use a more market-
based approach on a regular basis.  San Francisco, for example, posts the gap per unit owed 
on its web page (http://www.sfgove.org/site/moh_page.asp?id=36090) and updates it 
periodically. 
 
In the case of a tiered program such as Palo Alto’s, where at the 15% BMR rate, two thirds are 
at one income level and the other third at a different level, a blended gap would be computed. 
Drawing from the analysis in the previous section, and Table 6-8, a blended gap for Palo Alto 
per unit owed, for the average 1,175 square foot market rate unit selling at $550 per square 
foot, is $340,000 ($2,044,500 owed for 6 BMR units, or $340,000 per unit owned). 
 
Generally, when an average gap, or blended gap, is set by a jurisdiction, there is an attempt to 
move toward the lowest common denominator, or the low end of the market spectrum. This is 
why we have used $550 per square foot in the example.  If a more midpoint type market rate 
pricing average is used, then less expensive units could be over burdened.  Since the developer 
always has the choice of building the unit instead if it is perceived as less burdensome, the City 
is probably on solid ground legally if it bases its in-lieu equivalents using a higher market rate 
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average.  Politically, the use of higher market rate averages tends to be unpopular, however. 
Palo Alto could readily consider its gap analysis at market rate values of $600 or $625 per 
square foot since most of the market activity is in that price range or above.  
 
Advantages to this approach include ease of communication and administration.  Generally, 
payments are collected at building permit, but can be tied to occupancy permit, or apportioned 
to the market rate units and encumbered as is done in Santa Cruz County.  
 
The gap per unit owed approach also is readily applicable to fractional units.  If the average or 
blended per unit gap fee owed is $340,000, then for a project that owes 0.2 fractional units over 
and above the units provided on site, the fractional unit charge is $68,000 ($340,000 x 0.2). 
 
Jurisdictions that use this approach generally do an update every few years, depending on the 
rate of change on the market place. Therefore, disadvantages of this approach are that it 
requires regular economic analysis of the market.  Also, in markets with a wide range of pricing, 
the wider affordability gaps associated with both the modest and the luxury end are not fully 
captured. 
 
6.2.2.6 Average or Blended Gap/Fee for Each Market Rate Unit 

This approach is a variation of the one above, only the payment or fee is expressed per market 
rate unit.  There are over 130 BMR or Inclusionary programs in California jurisdictions and a 
great many use this “in-lieu” structure.  Many of them allow fee payment as of right, instead of 
building units and many charge small fees that bear little resemblance to the costs of delivering 
the units.  Some jurisdictions, such as Carlsbad, do however set their fees at, or close to “Full 
Cost Recovery” and adjust them regularly. 
 
Since this approach is so similar to the prior approach expressed per unit owed, the advantages 
and disadvantages are the same.  
 
6.2.2.7 Average or Blended Gap/Fee per Square Foot on Market Rate Units 

This approach is a refinement of the fee per market rate unit, setting a fee per square foot 
based on an average unit size.  The average fee is assessed on the market rate unit on a per 
square foot basis, allowing collection of larger fees for larger units.  
 
By collecting per square foot, there is usually no differentiation between higher value locations 
or higher quality projects and lesser value locations or quality levels.  The City of Pasadena 
recently enacted an inclusionary program that has four geographic zones within the city.  Each 
zone has its own fee structure to address substantial variation in real estate values from one 
zone to the next.  The most expensive zone of the city has a per square foot fee structure that is 
now $40 per square foot, while the lowest value zone in the city has no fee.  Since developers 
are always permitted to “fee out” in Pasadena, projects in the highest fee zones are still paying 
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fees rather than building units.  Market pressures for more units continue to be intense in these 
zones, despite the high fees. 
 
This approach has the same advantages and disadvantages to the two prior approaches with 
one major exception.  This approach does allow the city to capture higher fees for larger units 
and thus would be appropriate for the Palo Alto market, where developers tend to build 
relatively large units. 
 
6.2.2.8 Summary 

Should Palo Alto wish to consider other approaches to its in-lieu methodology, the most 
attractive options would appear to be either the individual project calculation or the per square 
foot version of the average gap.  See Section 6.5 for more discussion of individualized project 
analysis. 

 



TABLE 6-6
PERCENT OF SALES PRICE IN-LIEU FEE EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Project Description
Number of Units 40
Unit Sizes
One Bedroom 800 SF
Two Bedroom 1,100 SF
Three Bedroom 1,300 SF
Four Bedroom 1,500 SF

BMR Requirements

Units Percent Units Percent Units Percent
Lower Moderate 4 10% 6 15% 8 20%
Higher Moderate 2 5% 2 5% 2 5%
Total 6 15% 8 20% 10 25%

At 25%At 15% At 20%

Prepared by Keyser Marston Associates, Inc.
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TABLE 6-7
PERCENT OF SALES PRICE IN-LIEU FEE EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Affordability Gaps with Market Prices @ $550/SF

Lower Moderate (Set @ 90% of AMI)
Affordability

Unit Type Size Price/SF Gap/SF
One Bedroom 800 SF $281 $269
Two Bedroom 1,100 SF $235 $315
Three Bedroom 1,300 SF $226 $324
Four Bedroom 1,500 SF $214 $336
Average 1,175 SF $239 $310

Higher Moderate (Set @ 110% of AMI)
Affordability

Unit Type Size Price/SF Gap/SF
One Bedroom 800 SF $357 $193
Two Bedroom 1,100 SF $298 $252
Three Bedroom 1,300 SF $285 $265
Four Bedroom 1,500 SF $269 $281
Average 1,175 SF $302 $250

Affordability Gaps with Market Prices @ $700/SF

Lower Moderate (Set @ 90% of AMI)
Affordability

Unit Type Size Price/SF Gap/SF
One Bedroom 800 SF $281 $419
Two Bedroom 1,100 SF $235 $465
Three Bedroom 1,300 SF $226 $474
Four Bedroom 1,500 SF $214 $486
Average 1,175 SF $239 $460

Higher Moderate (Set @ 110% of AMI)
Affordability

Unit Type Size Price/SF Gap/SF
One Bedroom 800 SF $357 $343
Two Bedroom 1,100 SF $298 $402
Three Bedroom 1,300 SF $285 $415
Four Bedroom 1,500 SF $269 $431
Average 1,175 SF $302 $400

1 See Chart 3.1.D.
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TABLE 6-8
PERCENT OF SALES PRICE IN-LIEU FEE EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

40 Unit Project
In-Lieu Requirements 15% BMR (7.5% Sales Price)

Market Rate Sales @ $550/SF  (Lower Market Values)

Affordability Level # of Units Average Size
Affordability 

Gap/SF Total Gap Notes

Lower Moderate 4 1,175 SF $310 $1,457,000
Higher Moderate 2 1,175 SF $250 $587,500
Total BMR Units Owed 6

Total: $2,044,500 Sum of gaps at both tiers
Average per BMR Unit: $340,750 Total gap divided by 6 BMR units
Total Per Market Unit: $51,100 Total gap divided by 40 total units

Total Per SF: $43 Divided by average unit size (1,175 SF)

Percent of Market Sales Price: 7.9% Sales price is 1,175 SF * $550 per SF, or $646,250
$51,100 is 7.9% of $646,250

Market Rate Sales @ $700/SF  (Higher Market Values)

Affordability Level # of Units Average Size
Affordability 

Gap/SF Total Gap

Lower Moderate 4 1,175 SF $460 $2,162,000
Higher Moderate 2 1,175 SF $400 $940,000
Total BMR Units Owed 6

Total: $3,102,000 Sum of gaps at both tiers
Average per BMR Unit: $517,000 Total gap divided by 6 BMR units
Total Per Market Unit: $77,600 Total gap divided by 40 total units

Total Per SF: $66 Divided by average unit size (1,175 SF)

Percent of Market Sales Price: 9.4% Sales price is 1,175 SF * $700 per SF, or $822,500
$77,600 is 9.4% of $822,500
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TABLE 6-9
PERCENT OF SALES PRICE IN-LIEU FEE EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

40 Unit Project
In-Lieu Requirements 20% BMR (10% Sales Price)

Market Rate Sales @ $550/SF  (Lower Market Values)

Affordability Level # of Units Average Size
Affordability 

Gap/SF Total Gap

Lower Moderate 6 1,175 SF $310 $2,185,500
Higher Moderate 2 1,175 SF $250 $587,500
Total BMR Units Owed 8

Total: $2,773,000 Sum of gaps at both tiers
Average per BMR Unit: $346,625 Total gap divided by 8 BMR units
Total Per Market Unit: $69,325 Total gap divided by 40 total units

Total Per SF: $59 Divided by average unit size (1,175 SF)

Percent of Market Sales Price: 10.7% Sales price is 1,175 SF * $550 per SF, or $646,250
$69,325 is 10.7% of $646,250

Market Rate Sales @ $700/SF  (Higher Market Values)

Affordability Level # of Units Average Size
Affordability 

Gap/SF Total Gap

Lower Moderate 6 1,175 SF $460 $3,243,000
Higher Moderate 2 1,175 SF $400 $940,000
Total BMR Units Owed 8

Total: $4,183,000 Sum of gaps at both tiers
Average per BMR Unit: $522,875 Total gap divided by 8 BMR units
Total Per Market Unit: $104,575 Total gap divided by 40 total units

Total Per SF: $89 Divided by average unit size (1,175 SF)

Percent of Market Sales Price: 12.7% Sales price is 1,175 SF * $700 per SF, or $822,500
$104,575 is 12.7% of $822,500
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TABLE 6-10
PERCENT OF SALES PRICE IN-LIEU FEE EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

40 Unit Project
In-Lieu Requirements 25% BMR (12.5% Sales Price) Note: Applies only to Program H-29 projects and Density Bonus rates.

Market Rate Sales @ $550/SF  (Lower Market Values)

Affordability Level # of Units Average Size
Affordability 

Gap/SF Total Gap

Lower Moderate 8 1,175 SF $310 $2,914,000
Higher Moderate 2 1,175 SF $250 $587,500
Total BMR Units Owed 10

Total: $3,501,500 Sum of gaps at both tiers
Average per BMR Unit: $350,150 Total gap divided by 10 BMR units
Total Per Market Unit: $87,538 Total gap divided by 40 total units

Total Per SF: $75 Divided by average unit size (1,175 SF)

Percent of Market Sales Price: 13.5% Sales price is 1,175 SF * $550 per SF, or $646,250
$87,538 is 13.5% of $646,250

Market Rate Sales @ $700/SF  (Higher Market Values)

Affordability Level # of Units Average Size
Affordability 

Gap/SF Total Gap

Lower Moderate 8 1,175 SF $460 $4,324,000
Higher Moderate 2 1,175 SF $400 $940,000
Total BMR Units Owed 10

Total: $5,264,000 Sum of gaps at both tiers
Average per BMR Unit: $526,400 Total gap divided by 10 BMR units
Total Per Market Unit: $131,600 Total gap divided by 40 total units

Total Per SF: $112 Divided by average unit size (1,175 SF)

Percent of Market Sales Price: 16.0% Sales price is 1,175 SF * $700 per SF, or $822,500
$131,600 is 16.0% of $822,500
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TABLE 6-11 
COMPARISON CHART 
IN-LIEU PAYMENT ALTERNATIVES 
BMR PROGRAM UPDATE 
CITY OF PALO ALTO 
 
 
Approach and Brief 
Description 

Sample 
Jurisdictions 

Advantages Disadvantages Approx. Rate for Palo 
Alto (for 15% BMR) * 

     
I.  Percent of Sales Price of 
Market Rate Unit 

Palo Alto, Menlo 
Park, Mountain View 

Higher value units yield higher fees. 
Larger size units yield higher fees. 
Easily understood 
 

May not capture full gap for highest 
end units. 
Administration – must place lien on 
escrow 

7.5% of sales price 

     
II.  Percent of Building 
Valuation 

Half Moon Bay, San 
Carlos, Napa 

Larger size units yield higher fees. 
Easily understood 
Easy to administer; collect at bldg. 
permit 

Permit valuation doesn’t capture 
higher value locations. 

20% - 30% of bldg 
permit valuation to 
approximate existing 
program. 

     
III.  Actual Gap for Each 
Project 

Santa Cruz County, 
Danville, Sunnyvale 

Higher value units yield higher fees. 
Larger size units yield higher fees. 
Captures full gap 

More difficult to explain and predict. 
More administration 

Varies with each 
project 

     
IV.  Gap Established for Each 
Affordable Unit Owed 
(Usually based on average 
unit) 

Monterey County, 
San Jose Redev., 
Davis, San Francisco 

Easy to administer; collect at Bldg. 
Permit 
Easy to apply to fractional unit 

No ability to capture higher fee for 
larger or more valuable units 
Needs annual/periodic adjustment 

$340,750 @ $550/SF 
market sales price 

     
V.  Gap/Fee Established for 
Each Market Rate Unit Built 
(Variation on IV above; gap 
allocated to market rate 
units.) 

Novato, Irvine, 
Carlsbad 

Easily understood 
Easy to administer; collect at bldg. 
permit 
Easy to apply to fractional units 

No ability to capture higher fee for 
larger or more valuable units. 
Needs annual/periodic adjustment 

$51,500 per unit @ 
$550/SF market sales 
price 

     
VI.  Gap/Fee Established per 
Square Foot on Market Rate 
Units 

Pasadena, 
Walnut Creek, West 
Hollywood, San 
Diego, Santa Rosa 

Easily understood 
Easy to administer; collect at bldg. 
permit 
Captures more for large units 

Needs annual/periodic adjustment 
May not fully capture full gap for 
higher end units 

$43 per sq. ft. @ 
$550/SF market sales 
price 

 
* See Table 3.  Based on average 1,175 SF unit and blending of Lower and Higher Moderate Tiers.  Market real estate at $550/SF of sales price. 
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6.3 Multi-Family For Sale Units – BMR Equivalents 

6.3.1 Use of the Information 

This section summarizes affordability gap and BMR equivalents among various For Sale unit 
sizes, price ranges and affordability levels.  
 
This material has been prepared to assist staff by providing technical information for use in 
negotiating application of the BMR program to residential projects.  Even if the program is 
substantially simplified, there will still be a role for interpretations and trade-offs when applying 
the BMR requirements to projects. In any BMR program, the number of units required at each 
affordability level and unit size (number of bedrooms) rarely results in simple round numbers of 
units. With the multiple tiers of affordability that the Palo Alto program has, fractional units will 
almost always be the result of program application.  As a result, the process of applying the 
BMR program will always entail some level of selection among possibilities and thus, 
negotiation.  
 
If the City elects to use this data, or similar data, it needs regular updating, say, every three or 
four years as relationships change with the market and median income.  As such, this type of 
information is probably best left in administrative documentation rather than the ordinance itself.  
 
6.3.2 Methodology 

The methodology used to develop the equivalencies is to compare market sales experience, 
BMR affordable sales levels and establish affordability gaps, or “costs” in terms of forgone sales 
revenue per unit.  Since these affordability gaps vary depending on unit size, price level, and 
affordability level, an array of affordability gaps are generated which can be compared to one 
another.  
 
Table 6-12 (on page 6-31) summarizes the affordable sales prices by number of bedrooms and 
affordability level.  Per our earlier input, we are recommending use of the mid point of the 
income ranges — 90% of Area Median Income (AMI) level for Lower Moderate and 110% AMI 
for Higher Moderate.  
 
For the market rate units, a first step is a summary of the market material developed in the 
Market Conditions Section, 6.1. Table 6-13 (on page 6-32) presents market rate units for three 
prototype situations plus the hypothetical minimum unit that was developed in the in-lieu 
analysis (6.2).  Of the three market products, the townhomes and downtown condominiums 
have similar total prices on average which are higher-end (recognizing that some projects will 
sell units that command yet higher price tags). The lower portion of the table presents hybrid or 
average of the three market rate projects on the upper portion of the table. The hypothetical 
minimum units are not being built in the current market because they do not represent highest 
and best use, but because this may be an extraordinary point in time in the For Sale market 
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(mostly due to the very low mortgage rates), we present this lower set of values.  Also, by using 
two sets of market rate units with very different sales prices, we illustrate how the relationships 
change depending on market prices relative to affordable prices.  
 
6.3.3 Affordability Gaps  

Table 6-14 (on page 6-33) summarizes the affordability gaps for the Higher End Market Units 
and the Hypothetical Market Minimum Units.  These figures are based on the difference 
between the sales prices (Table 6-13) and the BMR affordable prices (Table 6-12).  This is a 
very simple and useful table.  It could be revised and reproduced annually, or every two years, 
with the new median income levels and survey of updated market activity.  
 
The charts have been developed using two different assumptions regarding market values.  The 
Higher End Market Units have sales prices in the $600 to $700 per square foot range while the 
Hypothetical Market Minimum Units have sales prices in the $500 per square foot range. 
Ultimately, we find that the factors do not vary substantially from one set of market assumptions 
to another.  The relationships hold fairly close together with the two market values.  
 
Looking at the figures for the Higher End Market Units in Table 6-14, we can see the magnitude 
of the gap for the various unit sizes at the two affordability levels.  It is evident that a one 
bedroom unit at 90% AMI has essentially the same gap as a two bedroom unit at 110% AMI.  
 
The next set of tables translates these relationships to ratios and we illustrate how to read them. 
It may be easier, however, to work directly off the figures in Table 6-14 when applying 
affordability requirements.  For example, if a project computes to 2.2 two bedroom units owed at 
90% AMI, we could multiply the affordability gap of $520,000 by 2.2 to obtain an obligation of 
$1,144,000.  Then we could identify other combinations that total the same cumulative 
affordability gap.  For example, at 90% AMI, a one bedroom and a three bedroom ($450,500 + 
$606,600 = $1,057,100) would be roughly equivalent to 2.1 two bedrooms (2.1 x $521,000 = 
$1,094,100).  
 
6.3.4 Equivalency Charts 

Tables 6-15, 6-16 and 6-17 (on pages 6-34 to 6-37) express the relationships embodied in 
Table 6-14.  
 
With all of the tables, the user needs to start by finding the appropriate unit owed to the City per 
application of the BMR program, indicated by 1.00. Then equivalencies are expressed as 
factors that can be multiplied or divided depending on the direction.  
 
The first two tables illustrate moving from one unit size (or number of bedrooms) to another and 
then from one affordability level to another. The third table combines all the variables into a 
single chart.  
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6.3.5 Unit Size Equivalents 

Table 6-15 (on page 6-34) presents bedroom size relationships. Using the two bedroom unit at 
90% AMI example, we see that the two bedroom unit is equivalent to .86 one bedroom units or 
1.16 three bedroom unit.  If one bedroom units are to be built instead, then divide the number of 
two bedroom units required by .86. In this bedroom analysis, it is evident that the relationships 
are highly similar for both affordability levels and both market products.  
 
One could readily develop an across the board average. With a little rounding to favor the larger 
units we find: 
 
  One BR Two BR Three BR
Unit Owed to the City 
 One Bedroom 1.00 1.17 1.40
 Two Bedroom 0.85 1.00 1.20
 Three Bedroom 0.70 0.85 1.00
 
Note: Assumes units owed and units delivered are at the same affordability level.  

 
6.3.6 Affordability Level Equivalents 

Table 6-16 (on page 6-35) shows the relationships moving from one affordability level to 
another, staying within the same unit size.  We find that the relationships hold even for each unit 
size, but differ from one set of market sales price assumptions to another. Using the Higher End 
Market Units, we find that a Lower Moderate Unit (90% AMI) is equivalent to 1.16 Higher 
Moderate Units (110% AMI). Going the other direction, the relationship is reversed.  
 
With less expensive sales prices the affordability gaps are smaller resulting in greater 
differences going from one affordability level to another.  
 
6.3.7 Combined Equivalents 

Table 6-17 (on page 6-36) merges both the bedroom size and affordability relationships. 
Several examples illustrate how the chart may be used.  
 

• Suppose the developer owes three one bedroom units at 110% AMI but the City or the 
developer is interested in providing three bedroom units instead, but fewer of them.  To 
determine the equivalency, we find the appropriate row for one bedroom units at 110% 
AMI (fourth row down) and scroll across for the 1.00 factor.  We can see that for each 
one bedroom unit, the developer could do 0.64 three bedroom units at 90% AMI or 0.73 
three bedroom units at 110% AMI.  Since the developer owes three one bedroom units, 
instead he could build two three bedroom units (0.64 times 3 = 1.92).  This could be 
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preferable to the developer since parking might favor fewer units, while the City might 
have a policy objective of achieving larger units.  

• If the unit owed in the BMR application is a two bedroom at 90% AMI, then seek out the 
1.00 two bedroom unit in the 90% portion of the table and read the relationships 
horizontally from there.  With the Higher End Market Units, the two bedroom, at 90% 
AMI is very close to a three bedroom at 110% AMI (which has a ratio of 1.02). 

• If the unit provided (or what the developer wants to build) is the starting place that is 
different from the normal BMR application, locate the 1.00 factor and seek the equivalent 
and go vertically and multiply or go horizontally and divide by the factor.  Say a 
developer wants to build one bedroom units instead of three bedroom units at 90% AMI 
as required of the BMR program.  To be equivalent, the developer should build at 1.35 
one bedroom units for each one three bedroom unit owed (1.0 divided by 0.74) at 90% 
AMI, or 1.56 one bedroom units at 110% AMI (1.0 divided by 0.64).  

The chart is more useful when several units are to be considered so that fractions may sum to a 
reasonable whole unit, or close enough for reasonable rounding.  
 
If the two charts with the differing assumptions as to the sales price of market rate units are 
compared, it can be seen that the factors are very similar. In other words, use of the Higher End 
Market Unit chart in Table 6-17 could be useful for all practical applications in Palo Alto, and the 
other may be disregarded, other than for illustrating the consistency of the relationships.  
 
Again, this information is meant as a tool and needs to be reconsidered regularly in light of 
changing market conditions and adjustments to the Area Median Income.  From 2004 to 2005, 
for example, the Area Median Income did not change but sales prices of market rate units saw 
major escalation, meaning affordability gaps grew larger.  In other cycles, the dynamics could 
be different.  
 
6.3.8 Uses of the Equivalency Information  

The primary use of the equivalency information would be in applying the BMR requirements to 
projects when the number of units required does not result in round numbers or when either the 
developer or the City would prefer to provide units of different size or different affordability level.  
 
The charts in Tables 6-15, 6-16 and 6-17 are possibly best used for quick interpretations of 
trade-off among units and affordability levels.  A more accurate and easier to use approach 
when there are many units of varying numbers of bedrooms and affordability levels would be to 
use the figures in Table 6-14 and compute the total gap and distribute it among units through a 
negotiation process.  If the City were to establish the affordability gaps based on the projected 
market sales prices in each individual project, then the City could fully recapture the BMR 
obligations and have more room to negotiate affordability levels and number of bedrooms.  
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The recommendation contained in Section 6.5 is for a customized analysis for each project. 
Such an analysis would allow the City and developer to work with the relationships and trade-
offs illustrated in this discussion of equivalencies.  



TABLE 6-12
FOR-SALE UNITS - AFFORDABLE PRICES
BMR EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

BMR Sales Prices for New Units (Based on 2005 income levels) 1

Lower Moderate: 90% of Median Income

One Bedroom $224,500
Two Bedroom $259,000
Three Bedroom $293,400

Higher Moderate: 110% of Median Income

One Bedroom $285,800
Two Bedroom $327,800
Three Bedroom $369,900

1 Per KMA recommendation in 3.1.1 and also as used in 6.2 In-Lieu Analysis.
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TABLE 6-13
AVERAGE MARKET SALES PRICES
BMR EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Average Size (SF)
Average Market 
Sales Price (/SF)

Market Sales 
Price

Townhome

Two Bedroom 1,300 SF $600 $780,000
Three Bedroom 1,550 SF $580 $900,000

Downtown Condominium

One Bedroom 1,000 SF $675 $675,000
Two Bedroom 1,250 SF $625 $781,000
Three Bedroom 1,450 SF $625 $906,000

Condominium Outside of Downtown

One Bedroom 900 SF $650 $585,000
Two Bedroom 1,100 SF $600 $660,000
Three Bedroom 1,300 SF $575 $748,000

Higher End Market Average

One Bedroom 950 SF $710 $675,000
Two Bedroom 1,200 SF $650 $780,000
Three Bedroom 1,425 SF $632 $900,000

Hypothetical Market Minimum

One Bedroom 800 SF $550 $440,000
Two Bedroom 1,100 SF $550 $605,000
Three Bedroom 1,300 SF $550 $715,000

Source: Market research performed January, February 2005.
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TABLE 6-14
AFFORDABILITY GAP PER UNIT
BMR EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

AFFORDABILITY GAPS 1

90% of AMI 110% of AMI

Higher-End Market Average

One Bedroom (950 SF) ($450,500) ($389,200)
Two Bedroom (1,200 SF) ($521,000) ($452,200)

Three Bedroom (1,425 SF) ($606,600) ($530,100)

Hypothetical Market Minimum

One Bedroom (800 SF) ($215,500) ($154,200)
Two Bedroom (1,100 SF) ($346,000) ($277,200)

Three Bedroom (1,300 SF) ($421,600) ($345,100)

1 Equals the difference between the affordable sales price (Table 6-12) and the average market rate sales price (Table 6-13).
(Table 6.3.2-B less Table 6.3.2-A.)
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TABLE 6-15
EQUIVALENCIES BETWEEN UNIT TYPES (NUMBER OF BEDROOMS)
BMR EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Comparing Bedroom Sizes

Value of Units Provided
Higher-End Market Unit

One Bedroom Two Bedroom Three Bedroom
Lower Moderate (90% of AMI)

Units Owed to the City:
One Bedroom 1.00 1.16 1.35
Two Bedroom 0.86 1.00 1.16

Three Bedroom 0.74 0.86 1.00

Higher Moderate (110% of AMI)

Units Owed to the City:
One Bedroom 1.00 1.16 1.36
Two Bedroom 0.86 1.00 1.17

Three Bedroom 0.73 0.85 1.00

Hypothetical Market Minimum

Lower Moderate (90% of AMI)

Units Owed to the City:
One Bedroom 1.00 1.61 1.96
Two Bedroom 0.62 1.00 1.22

Three Bedroom 0.51 0.82 1.00

Higher Moderate (110% of AMI)

Units Owed to the City:
One Bedroom 1.00 1.80 2.24
Two Bedroom 0.56 1.00 1.24

Three Bedroom 0.45 0.80 1.00
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TABLE 6-16
EQUIVALENCIES BETWEEN INCOME LEVELS (SAME UNIT TYPES)
BMR EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Comparing Affordability Levels

Higher-End Market Unit

One Bedroom
A Lower Moderate Equals: 1.16 Higher Moderate Units.
A Higher Moderate Equals: 0.86 Lower Moderate Units.

Two Bedroom
A Lower Moderate Equals: 1.15 Higher Moderate Units.
A Higher Moderate Equals: 0.87 Lower Moderate Units.

Three Bedroom
A Lower Moderate Equals: 1.14 Higher Moderate Units.
A Higher Moderate Equals: 0.87 Lower Moderate Units.

Hypothetical Market Minimum

One Bedroom
A Lower Moderate Equals: 1.40 Higher Moderate Units.
A Higher Moderate Equals: 0.72 Lower Moderate Units.

Two Bedroom
A Lower Moderate Equals: 1.25 Higher Moderate Units.
A Higher Moderate Equals: 0.80 Lower Moderate Units.

Three Bedroom
A Lower Moderate Equals: 1.22 Higher Moderate Units.
A Higher Moderate Equals: 0.82 Lower Moderate Units.
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TABLE 6-17
EQUIVALENCIES BETWEEN INCOME LEVELS AND UNIT TYPES
BMR EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Unit Provided:

90% AMI 
One Bedroom

90% AMI
Two Bedroom

90% AMI 
Three Bedroom

110% AMI 
One Bedroom

110% AMI 
Two Bedroom

110% AMI 
Three Bedroom

90% AMI 
One Bedroom 1.00 1.16 1.35 0.86 1.00 1.18

90% AMI
Two Bedroom 0.86 1.00 1.16 0.75 0.87 1.02

90% AMI 
Three Bedroom 0.74 0.86 1.00 0.64 0.75 0.87

110% AMI 
One Bedroom 1.16 1.34 1.56 1.00 1.16 1.36

110% AMI 
Two Bedroom 1.00 1.15 1.34 0.86 1.00 1.17

110% AMI 
Three Bedroom 0.85 0.98 1.14 0.73 0.85 1.00

U
ni

t O
w

ed
:

Higher-End Market Unit
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TABLE 6-17
EQUIVALENCIES BETWEEN INCOME LEVELS AND UNIT TYPES
BMR EQUIVALENCY ANALYSIS
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Unit Provided:

90% AMI 
One Bedroom

90% AMI
Two Bedroom

90% AMI 
Three Bedroom

110% AMI 
One Bedroom

110% AMI 
Two Bedroom

110% AMI 
Three Bedroom

90% AMI 
One Bedroom 1.00 1.61 1.96 0.72 1.29 1.60

90% AMI
Two Bedroom 0.62 1.00 1.22 0.45 0.80 1.00

90% AMI 
Three Bedroom 0.51 0.82 1.00 0.37 0.66 0.82

110% AMI 
One Bedroom 1.40 2.24 2.73 1.00 1.80 2.24

110% AMI 
Two Bedroom 0.78 1.25 1.52 0.56 1.00 1.24

110% AMI 
Three Bedroom 0.62 1.00 1.22 0.45 0.80 1.00

U
ni

t O
w

ed
:

Hypothetical Market Minimum
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6.4 Single Family Detached – BMR Program 

This section covers several topics with respect to the BMR program and its application to single 
family detached units. This section draws heavily from material in the previous two sections (6.2 
and 6.3). 
 
Single family detached units in luxury residential markets that have BMR programs raise a 
number of issues in application.  In Palo Alto, these issues are particularly acute.  New single 
family homes have such high market values, usually at least $1.5 million that BMR program 
goals and public policy are not well served by the City requiring BMR units on site.  With the 
Palo Alto requirement that BMR units be identical to the other units in the project, application of 
the BMR requirement on site is particularly problematic.  Instead, other approaches that 
generate resources for increasing the supply of BMR units elsewhere are more efficient and 
appropriate.  It is our understanding that the City has, in the past, employed a range of practices 
such as in-lieu fees, land dedication, allowing construction of zero lot line or duplex units for on-
site compliance, and outright exemption below various threshold size projects.  
 
6.4.1 Current Requirement and Application Situations 

There are at least three different development scenarios with respect to new Single Family 
Detached (SFD) units currently built in Palo Alto and how the BMR program is applied. 
 

• Small projects of individual SFD homes. The Palo Alto program now applies to projects 
of five units or more.  Projects of four or less units are exempt.  

• SFD units as a component of a large project that includes other housing products such 
as townhomes or other attached units.  It is our understanding that large projects often 
have a SFD component that is used to buffer the higher density units from adjacent 
single family neighborhoods.  The BMR requirement applies equally to the SFD units 
along with all the other units.  

• Subdivision of lots for SFD homes.  H-36 currently specifies that when three or more lots 
are subdivided there must be a parcel transfer (i.e. land dedication) or in lieu-payment. 
In some cities, this situation would be resolved by requiring a percentage of lots to have 
deed restrictions requiring that the homes built on them meet BMR affordability 
limitations.  For a market like Palo Alto’s, this solution raises the same issues referenced 
earlier with luxury homes.  

In all three of these situations, the practice of the City in recent years has been to negotiate 
additional units in the case of projects that also have attached units or to accept in lieu fees. 
BMR program in-lieu payments are a principle source of funding for program administration and 
also a source of revenue for subsidizing Very Low Income rental projects.  Because in-lieu 
payments on single family detached units represent a major revenue source to support the 
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City’s affordable housing program, it has been the practice of the City to generally accept in-lieu 
payments for SFD units that are subject to the BMR requirement.  
 
6.4.2 BMR Prices and Affordability Gaps 

6.4.2.1 BMR Prices 

Affordable or BMR sales prices for SFD units are the same as for condominium units, all driven 
by the income definition (percent of Area Median Income or AMI), household size and number 
of bedrooms.  As with condominiums, the BMR price is irrespective of the number of square feet 
in the unit (only the number of bedrooms determines the price). 
 
BMR Affordable Prices for units of three and four bedrooms per 2005 income levels are 
indicated below.  Single family detached homes of less than three bedrooms are no longer 
being built in Palo Alto and most other places in the Bay Area.  The prices for three and four 
bedroom units are those determined in Section 3.1.1 and used in 6.2.2 and 6.3.3: 
 

 90% AMI 110% AMI 
  
Three Bedroom Unit $293,400 $369,900 
Four Bedroom Unit $320,900 $403,600 

 
6.4.2.2 Market Prices and Affordability Gaps 

Newer single family detached homes in Palo Alto are selling at prices in excess of $700 per 
square foot.  With unit sizes usually generous (3,000 square feet or more), sales prices for new 
single family homes frequently exceed $2 million. Since the market price range is so broad 
relative to the BMR affordable price, it is of little value to try to derive average affordability gaps, 
or average difference between market and affordable prices. Table 6-18 (on page 6-43) 
illustrates the condition.  For example, a four bedroom unit at 1,600 square feet at $700 per 
square foot would sell for $1.26 million while a four bedroom at 4,000 square feet, also selling at 
$700 per square foot would sell for $2.8 million, producing gaps of $929,000 for the smaller 
square foot unit and nearly $2.5 million for the larger square foot unit.  Even the gap per square 
foot varies by over $100.  

 
6.4.2.3 In-Lieu Options – Forms of Application 

The in-lieu payment alternative structure outlined in 6.2 for multi-family for sale units is 
essentially the same with some additional comments as follows: 
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6.4.2.4 Percent of Sales Prices per the Current Formula 

If the current in-lieu formula of 7.5% of the sales prices, etc., understates the forgone revenue to 
the developer of providing BMR units in higher priced condominiums, the 7.5% in-lieu fee rate 
produces an even greater understatement of the real foregone revenue when delivering BMR 
SFD units because unit sizes are likely to be so much larger.  Nonetheless, charging a percent 
of the sales price is readily applicable to SFD units in all situations; the City is currently 
experiencing and does capture BMR fees proportional to unit size and/or value.  As indicated in 
the condominium analysis, the percent rate could be stepped up as the sales price escalates as 
a variation to the current program to capture even higher fees. 

 
6.4.2.5 Percent of Building Permit Valuation 

This procedure can be applied to SFD as well as to condominiums.  Because the building permit 
valuation is based primarily on the type of construction and square feet, it does not cover a large 
portion of that which constitutes the value of a house — land, location/neighborhood, finishes 
and appliances, all manner of amenities and extras that add to value. (On the other hand, 
construction costs can be driven up by site conditions that do not necessary translate to value 
such as a steep hillside; however, the land price should theoretically adjust for this.)  See 
6.2.2.3 (on page 6-16) for discussion.  
 
If the City wishes to pursue a building permit valuation approach, we recommend a study of 
actual valuation charged on construction compared to the sales price of the same unit that later 
sold.  With this information from a cross section of units, a percent of valuation could be 
determined that roughly approximates the affordability gap and each unit’s proportionate share 
based on the overall program.  

 
6.4.2.6 Actual Gap for Each Project 

This procedure entails a calculated gap for each individual unit.  This would enable the City to 
maximize fee revenue from SFD units.  Several jurisdictions such as the Town of Danville and 
Santa Cruz County do this for SFD’s.  In practice, Santa Cruz County prepares a chart, which it 
periodically updates, indicating the in-lieu payment based on the projected sales price of the 
unit.  

 
6.4.2.7 Gap for Each Affordable Unit Owed, or Each Market Rate Unit, or Per Square Foot 

These approaches use an average, usually a lowest common denominator type average.  As 
such, the extremes of the market at the higher price end would have a lesser BMR burden 
compared to other approaches and generate less fee revenue to the City. 
 
The per square foot of the average gap approach has the advantage of generating in-lieu 
revenues in proportion to the unit size.  This approach could represent a good compromise that 
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is easy to administer.  Table 6-8 (on page 6-22) demonstrated that with the current 15% 
requirement for units selling at $700 per square foot market rate, the gaps translate to a per 
square foot cost of $66.  If the City were to charge $66 per square foot, by way of example, then 
the charge on a 3,000 square foot unit would be $198,000 ($66 x 3,000), an amount that is 
9.4% of the sales price ($198,000 = 9.4% of $2,100,000).  If the house sold at $800 per square 
foot, then the charge would be the same, but only represents 8.25% of the sales price 
($198,000 = 8.25% of $2.4 million).  This may be compared to the current in-lieu charge of 7.5% 
sales price. 
 
6.4.3 On-Site Compliance 

There are a number of approaches to on-site compliance with Single Family Detached Units. 
Some are more applicable to large subdivisions, such as land dedication or doing smaller 
affordable units within the subdivision.  It is our understanding that Palo Alto has a history of 
applying innovative solutions for on-site compliance when there are numerous units, such as 
multiple units on corner lots and small lot duplexes, etc.  It is the charge of this work program to 
identify any further options for consideration. 
 
One other approach to on-site compliance being utilized elsewhere that has not been pursued in 
Palo Alto is that of accessory units.  
 
6.4.3.1 Accessory Units 

Some jurisdictions permit the BMR requirement for single-family detached homes to be met 
through development of small “subunits”, referred to as accessory units or “second” units.  The 
new Walnut Creek component provides for a fee option or accessory units, Santa Cruz County 
has a new program encouraging them, and Danville has a program that has been implemented 
for over 10 years now.  
 
All programs have some minimum standards about the unit size and composition, such as full or 
partial kitchen, etc.  All usually address parking as well (requiring off street space) and other site 
coverage and zoning aspects.  
 
More difficult issues relate to tenancy.  Anecdotally, it is reported that many units are built and 
never, or only rarely, occupied by tenants.  More likely the units are occupied by immediate 
family members, such as teenage or “boomerang” children.  As might be expected, a household 
purchasing a $2 million home is usually not pressed for the extra income generated by renting 
out a small accessory unit for $1,500 a month, or less if the unit has an affordability restriction. 
In light of total annual housing costs associated with a $2 million home, the extra income from a 
rental is not a motivation for renting the unit whereas holding the unit available for children, 
parents, guests, and even extra home office space may be more attractive.  
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Finally, there are difficulties with monitoring accessory units if they are required to be rented 
and/or have affordability restrictions that would add to City administrative costs.  In summary, 
the accessory unit solution is not recommended for Palo Alto as a primary means of 
accomplishing on site compliance for the BMR requirement for single family homes.  Since 
State law permits them, the City cannot prohibit them. 
 
6.4.4 Additional Issues 

6.4.4.1 Development Below Maximum Zoned Density  

Palo Alto, like many high priced housing locations, finds developers proposing projects that are 
below the maximum-zoned density measured by units per acre.  As summarized in the Market 
Conditions (6.1), current sales prices are so strong that even large units command prices per 
square foot that are equal or higher than smaller units.  Since the profit on one large unit is 
greater than two smaller units of the same square footage, the market is responding by building 
large units and at lesser density.  In addition, parking requirements, open space requirements, 
and neighborhood opposition all contribute to the pressure to build at below the maximum-
zoned number of units. 
 
To Palo Alto, this occurrence represents the loss of a potential housing resource.  Scarce land 
that may be planned to accommodate up to 30 units per acre for a range of policy objectives 
relating to housing, transportation and other policy spheres, is often being developed at well 
under the maximum-zoned number of units. The question is therefore asked what the City might 
do to either legislate or encourage higher density.  From the perspective of economics and 
policy analysis, the loss of land resource is used in other contexts and might be applied here as 
a justification for measures to compensate the City for the loss of potential affordable housing 
associated with “underbuilding.”  For example, the number of BMR units that would be achieved 
if the land were built to the zoned density, compared to the number of BMR units achieved by 
the “underbuilding” project, could serve as a basis for a higher level of BMR requirement in 
these situations.  
 
In fact a few jurisdictions (Yountville is an example) base the BMR requirement on the 
underlying zoning, not the built project.  To our knowledge such a requirement has not been 
tested in court and it is our understanding that the City Attorney is not aware of any legal 
prohibition on such a policy.  



TABLE 6-18
MARKET AND BMR PRICES AND AFFORDABILITY GAPS
SINGLE FAMILY DETACHED UNITS OF VARYING FLOOR AREA
BMR PROGRAM UPDATE
CITY OF PALO ALTO

Per Unit PSF Per Unit PSF Per Unit PSF
At 90% AMI

Three Bedroom (1,600 sf) $293,400 $183 $1,120,000 $700 $826,600 $517
Three Bedroom (3,000 sf) $293,400 $98 $2,100,000 $700 $1,806,600 $602
Four Bedroom (1,800 sf) $320,900 $178 $1,260,000 $700 $939,100 $522
Four Bedroom (4,000 sf) $320,900 $80 $2,800,000 $700 $2,479,100 $620

At 110% AMI

Three Bedroom (1,600 sf) $369,900 $231 $1,120,000 $700 $750,100 $469
Three Bedroom (3,000 sf) $369,900 $123 $2,100,000 $700 $1,730,100 $577
Four Bedroom (1,800 sf) $403,600 $224 $1,260,000 $700 $856,400 $476
Four Bedroom (4,000 sf) $403,600 $101 $2,800,000 $700 $2,396,400 $599

BMR Price Market Price Affordability Gap
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6.5 Policy Options for Modifying the BMR Program as Applied to Ownership Projects 

This section provides some policy options and recommendations for modifying the current H-36 
Program as applied to ownership, or for sale, residential projects.  The previous sections have 
reviewed market conditions, affordability gaps, as applied to attached (condominium, 
townhome, etc.) and single family detached projects in Palo Alto.  The in-lieu provision as 
contained in H-36 has also been analyzed and other options for structuring in-lieu provisions 
have also been examined.  
 
In this section, we describe a recommended approach for a customized analysis of each 
project.  In addition, we summarize and recommend some adjustments to the in-lieu fee and 
land dedication options for meeting the H-36 BMR requirements.  
 
6.5.1 Require a Customized Analysis for On-Site Compliance 

After extensive consideration of the Palo Alto conditions over the course of this work program 
and in light of the small volume of projects of five or more units processed per year, we strongly 
recommend that a customized BMR analysis be conducted for almost all projects of 5 or more 
units.  The exceptions would be those projects for which the BMR compliance is straightforward 
and not subject to interpretation or negotiation regarding unit sizes or affordability levels.  To 
accompany this recommendation, we provide a standardized methodology for performing the 
analysis and a process outline for the conduct of the analysis.  
 
6.5.1.1 Standardized Analysis Methodology  

We recommend a standardized methodology for addressing the BMR requirement and 
presenting of options for fulfilling the requirement.  A detailed description of the analysis steps 
and materials to be used is provided as an Appendix E.  Briefly, the analysis steps are: 
 

1. A market survey of new unit sales prices to estimate market prices (or market 
minimums) 

2. Description of the project development program: number of units, by unit size (number 
of bedrooms), square feet of units 

3. BMR requirements as applied to the development program; using the BMR affordable 
prices by unit size per the City’s annual calculations for the BMR Program 
(summarized in Section 3.2 and now implemented by the City)  

4. Analysis of BMR affordability gaps and total BMR obligation. This will be expressed 
both as number of units and/or total dollar amount of sales revenue forgone. This unit 
count and dollar amount will establish a baseline from which to calculate the 
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economics of potential alternatives of building BMR units on site that mirror the market 
rates. 

 
Multiple options for meeting the BMR obligation exist with most multifamily projects.  The current 
program has split affordability targets (two affordability levels required) and requirement to make 
BMR units the same as market rate units by unit size. As a result, BMR requirements applied to 
projects rarely result in even numbers of units.  This condition leaves room for interpretation and 
negotiation among BMR equivalents and partial in–lieu payment obligations, or options for 
compliance.  
 
Since the BMR requirement will be established and negotiated in advance of project completion 
and sale of units, there will be a time lapse of at least a year from the analysis to the sale of the 
market rate units.  In periods of value escalation this could translate to the City not capturing 
100% of the affordability gap between market prices (at the time of unit sales) and BMR prices. 
However, the current in-lieu provisions (as percents of sales prices) do not capture 100% either. 
On balance, this provision should capture most of the gap while realizing savings in 
administrative costs.  
 
We believe that this standardized methodology will result in enhanced achievement of BMR 
units on the part of the City and a clearer understanding by all parties of the total BMR 
obligation for each project and options for fulfillment.  
 
6.5.1.2 Procedural Aspects  

Following is a brief summary of the process for residential projects that must meet their BMR 
obligations with on-site compliance or some combination of on-site compliance and BMR in-lieu 
payment.  
 

1. Initial inquiry to the City.  City provides material and explains BMR program.  City 
explains process and customized analysis requirement.  City provides developer with 
analysis methodology and sample so there is an understanding of the forthcoming 
analysis and process.  

2. Developer presents development program of the market rate units to the City. 
Development program is number of units, unit sizes by number of bedrooms and 
square foot area, etc.  

3. City prepares, or retains an outside service to prepare the BMR analysis.  If an outside 
service is used, the service is contracted to the City but paid for by the developer, 
similar to the typical EIR preparation procedure.  An outside service uses the 
standardized methodology and should be able to prepare the analysis and report for 
$15,000 or less (relative to the total BMR obligation this is a very minor amount). 
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Alternatively, the City could retain an outside service to do a market survey on a 
regular basis (every one to two years) to determine baseline market prices per square 
foot.  The City could then prepare the analyses, using the standardized methodology.  

4. City presents the findings of the analysis to the Developer.  City may express a 
preference in how the City prefers the obligation to be fulfilled.  For example, it may 
seek larger (more bedroom) units in exchange for smaller ones plus payment. 

5. City and Developer negotiate the options until a satisfactory resolution is achieved. 
This process will likely entail the developer testing different options in the project 
design in consideration of other project variables.  

We believe that the above procedure will enable the City to negotiate the achievement of more 
units of desirable configuration than the current process seems to produce.  If the City chooses, 
this procedure could be used to facilitate the substitution of smaller square footage units instead 
of very large BMR square footage units per the current program without sacrificing any of the 
objectives of the existing program.  
 
Finally, we believe that the standardized methodology combined with the outlined procedure will 
be less burdensome for the staff to administer.  All parties – staff, developer, and City Council 
will have a clearer picture of the BMR total requirement adapted to each project and the options 
for fulfillment. 
 
6.5.2 In Lieu Provision  

In Section 6.2 and 6.4 we tested the current in-lieu provision which is structured as a percent of 
sales price of the market rate unit. The conclusion of the analysis was that the current 
percentages per H-36 of the Housing Element (7.5% sales price for the base 15% BMR, 10% 
sales price for 20% BMR condition, and 12.5% sales price for the 25% BMR condition) are 
similar to the burden on market rate projects to providing on-site units, assuming the lower end 
of market prices in Palo Alto.  At the higher end of the range of market prices in Palo Alto, the 
forgone revenue associated with onsite provision of BMR units is greater than that required by 
the current percentage of sales price obligations. 
 
In Section 6.2, several options are described for alternative ways in-lieu fees are structured 
based on a survey of BMR or inclusionary housing programs in California.  One option is 
described as the “Actual Gap” or gap that would be owed based on the specific development 
program of each project.  The customized analysis for on-site compliance described above 
could also be used to establish a customized in-lieu obligation for each project.  Should the City 
elect to use the customized analysis, then we recommend that the in-lieu provision be similarly 
approached.  
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Should the city not wish to proceed with customized analyses, a preferred approach to in-lieu 
fees is the per square foot charge on market rate units, also described in 6.2.  Should the City 
elect to expand coverage of the BMR program to very small projects, then we recommend the 
per square foot fee approach.  In the subsequent section on Policy Options for Increasing the 
Supply of Rental Units, expanded coverage of the BMR program down to single units and even 
additions to residential units is recommended as a major means of increasing revenues with 
which to assist affordable rental projects.  In the event this option is pursued, then a per square 
foot charge would be the most equitable and easy to administer approach to an in-lieu charge 
for very small projects and additions to existing units.  
 
6.5.3 Land Dedication Option  

This section covers several topics related to land dedication as an alternative to on-site 
provision of BMR units. The City has raised several questions with respect to implementation of 
a land dedication or donation concept cited in H-36 of the Housing Element.  This section 
addresses these questions.  
 
More discussion of land dedication is provided in 6.6 when land dedication is recommended as 
a requirement for projects over a certain size in order to produce sites for the production of 
affordable rental housing.  In this discussion, the land dedication is an option to on-site 
compliance and thus alters the concept and raises some different questions. 
 
6.5.3.1 Land Dedication Option Equivalency Issues 

The first question raised by the City, concerns how to measure land dedication that is equivalent 
to an on-site BMR requirement.  While there are a number of ways that this is handled by 
various jurisdictions, the most prevalent one, as applied to off-site parcels, is equivalency in 
value.  
 
The value of the on-site BMR requirement can be determined by the customized analysis 
described previously in this section.  As for the parcel to be donated, most ordinances or code 
sections call for an appraisal of the proposed parcel to determine its value.  The City of Irvine, 
for example, has wording to describe the transfer of a parcel for which “the value is to be 
calculated based on a City approved appraisal of the land and the gap study.” 
 
Always, the jurisdiction must approve the parcel as acceptable, properly zoned and suitable for 
affordable units.  The minimum size of the parcel is usually expressed as capable of being 
developed with a certain number of units consistent with the current zoning and other 
regulations.  In Palo Alto, based on discussions with staff, a site capable of developing 20 units 
is a suggested minimum in order to achieve a viable project size for obtaining favorable state 
and federal financing. 
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6.5.3.2 Land Dedication Option Procedural Issues 

The major procedural issue is that of entitlement risk and which party is to take responsibility for 
the process.  Clearly the City or non-profit cannot be left with a major entitlement risk on a 
dedicated land parcel.  The City of Sacramento, for example, requires all project level approvals 
prior to issuing a Certificate of Occupancy for the market rate project.  
 
In Section 6.6, we provide more discussion of a land dedication requirement and recommended 
procedure.  The same procedures could be applied to a donated parcel that is the choice of the 
market rate project developer for meeting the project BMR requirement. 
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6.6 Evaluation of Policy Options for Increasing the Supply of BMR Rentals 

This section provides a summary and evaluation of policy options for modifying the existing 
BMR program as contained in Housing Element Chapter H-36.  The options evaluated are 
selected based on our contractual agreement with the City of Palo Alto and expanded based on 
discussions with City staff over the course of the work program.  
 
The content of this section is best summarized by the outline below: 
 
6.6.1 History and Original Goals of the BMR Program 
6.6.2 Current Conditions and Needs for BMR Program Modifications 
6.6.3 Advantages of BMR Rentals v BMR Ownership Units 
6.6.4 Increase Site Resources: Require Land Dedication  
6.6.5 Increase Financial Resources: Increase In Lieu Revenues  
6.6.6 Options for Applying a Rental Program to New Ownership Projects 
6.6.7 Options for Converting BMR Owned Units to Rental Units 
 
The key recommendations from this section and the previous sections of this report are 
provided in a separate Summary of Recommendations.  
 
6.6.1 History and Original Goals for the BMR Program 

The City of Palo Alto’s BMR program traces its roots back to at least the early 1970’s.  As part 
of this updated program, City of Palo Alto staff undertook research on the mission and intent of 
the early program.  The results of the research is contained in a City Memorandum dated 
September 23, 2004, which briefly summarizes the major milestones and attaches excepts from 
early documents. (Document available from the City upon request) 
 
The goals of the original program were quite general: to increase the ability of families to meet 
their housing needs regardless of age, income and disability through a broad range of housing 
choices.  The pioneering aspect was the use of zoning powers to require the private sector to 
build 20% of the units affordable to low and moderate income households, “to avoid further 
imbalance in the housing stock.”  Other principles were incorporated into the program that have 
become standard today with cities that have adopted BMR (or “inclusionary”) programs – 
inclusion of affordable units in each project, dispersion of units throughout the city, and 
application to a range of multi-family projects in terms of unit size and configuration.  
 
In the 30+ years that the program has been in place, it has produced an inventory of BMR units 
at a range of affordable income levels and unit types.  At this time there are 101 rental units in 
the program and another 139 ownership units.  In recent decades the program has primarily 
produced ownership units which are affordable to households at median and low income.  As a 
result, households of less than low income (or 80% AMI) are not being served by the program, 
except through the turnover of the existing inventory.  The BMR ownership inventory has 
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experienced very low turnover since its inception, resulting in few new low income households 
being served by the program.  In summary, the current program has had limited success in 
serving the broad range of housing needs envisioned at the outset.  
 
Clearly the program has not been successful in “avoiding further imbalance in the housing 
stock” although it is impossible to conceive of any reasonable program that could have achieved 
that result in light of the strength of the local economy, the market pressures on the housing 
stock, and the high desirability of Palo Alto as a place to live.  
 
6.6.2 Current Conditions and Needs for the BMR Program Modifications 

The current conditions with respect to the units produced by Palo Alto’s BMR program and 
opportunities for the City to expand the households it can serve may be summarized: 
 

• There has been an almost total absence of market rental housing production in Palo Alto 
in recent decades, except for the few projects sponsored by Stanford University and/or 
built by non-profit developers.  While forecasters at the national and state level foresee 
the return of the rental market in several years, in markets like Palo Alto where the gap 
between the profitability of ownership units and the infeasibility of rental units is so huge, 
the likelihood of the rental market returning anytime in the near term future is remote.  

• Some of Palo Alto’s goals for affordable housing can be best met by more affordable 
rental housing.  The affordability levels of the units produced by the BMR ownership 
program are not deep enough to make units affordable to households where members 
work in sectors that meet basic community needs such as teaching and public safety. 
Households where members work in service or retail jobs find housing opportunities, 
including most BMR units, hopelessly out of reach.  

• Rental projects developed using federal and state programs can deliver units affordable 
to very-low income levels, households not served by the BMR ownership program. 

• Rental units built through these programs have also proven easier and less expensive 
for the City to monitor and administer.  The units built through uses of programs that 
have regulatory controls set by the State or federal government has proven to be a 
lesser administrative burden for the City.  By contrast, the administrative burden of 
administering and monitoring Palo Alto’s BMR ownership unit inventory is substantial 
and will only grow over time as the inventory expands, even with improved measures 
that may result from this program update.  

• The major constraint to producing more rental projects and units accessing state and 
federal programs is land availability.  Multi-family ownership projects are so profitable 
neither the non-profit developers nor the City can effectively compete for sites.  The City 
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is further hampered by process requirements that do not enable it to act rapidly enough 
to secure options on the few opportunity sites that are presented.  

• Non profit developers are able to use local funds to access state and federal programs, 
achieving a leveraging of local funds by a factor of three to five times.  As a result, local 
funds can be used far more efficiently to produce affordable units in qualified rental 
projects than in projects without outside funds.  Put another way, not accessing federal 
and state funds to produce rental units represents a significant lost opportunity to the 
City of Palo Alto.  

• There are sufficient highly qualified and experienced non-profit developers active in the 
local region that are eager to develop affordable rental projects if sites are available. 
Projects developed by non-profits with the benefit of state and federal programs still 
require additional cash subsidy.  As a result adequate funds represent another constraint 
given the amount of revenue currently generated by the BMR in-lieu payment program 
and other Palo Alto affordable housing resources. 

In summary, the City would like to increase its production of affordable rental units for both 
policy and administrative efficiency reasons.  The following subsections explore options for 
producing more rental units through both new development and converting existing BMR 
ownership units to rentals.  Since the major obstacle to development of rental projects is site 
availability, the City would like to pursue options for improving access to developable sites. 
Additionally, the City would like to explore measures to enhance in-lieu payment revenues to 
assist rental projects, as well as for more resources in general.  
 
For the existing program, the City has requested our consideration of transitioning some of the 
BMR ownership unit inventory to rental units over time, through either conversion from 
ownership units to rental units or through selling BMR ownership units and using the sales 
proceeds for the development of rental units.  
 
6.6.3 Increase Site Resources: Require Land Dedication  

To meet the need of producing more sites for the development of rental projects affordable to 
lower income tiers and to access federal and state programs, the City program could be 
modified to include a mandatory land dedication component.  This approach is used by 
Sacramento area cities as part of their inclusionary program and could be adapted to the infill 
conditions of Palo Alto.  Specifically, projects over a certain threshold site size can be required 
to dedicate a portion of the site to the City or directly to a non-profit developer for the 
development of rental units.  Developers may also be permitted to dedicate an alternative site 
accommodating the same number (or more) of units.  
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6.6.3.1 Required Land Dedication Amount 

Projects of over 5 acres can be required to dedicate a site suitable for the construction of rental 
units by another entity, such as a non-profit developer.  

 
• The minimal dedication site should be capable of developing 20 units of rental housing 

per existing zoning. (Units should be an assumed mix of one and two bedrooms). This 
minimum is recommended since projects of 20 units represent a practical minimum size 
for securing federal tax credits and other favorable financing tools.  The parcel must be 
suitable and properly zoned for the development of at least 20 multi-family units.  

KMA undertook an analysis of three different prototypical projects to determine what portion of a 
site would need to be dedicated to maintain the same profit as the project developed with BMR 
units on site within the project.  Since land dedication is perceived as a possibility for projects of 
larger acreage, the prototypes were tested for projects of five or more acres, subject to the 20% 
BMR requirement.  The two alternatives tested for the same profit level are 1) a five acre project 
with BMR units on-site and 2) all market rate units with a portion of the site dedicated to the 
City.  
 
The three prototypes were assumed to have a sales price for the units per square foot at $625, 
or a level experienced by several projects at the time the market surveys were conducted in late 
2004 and 2005.  Otherwise, the three prototypes differ significantly in density, construction cost 
(inclusive of indirect costs, but excluding cost of sales, profit and land) and land cost per unit. 
Conclusions on amount of land dedication to maintain profitability also varies substantially. 
Briefly, the three prototypes and conclusions are as follows: 
 

1. Townhome units built at a density of 17.2 units per acre. Cost of construction per unit, 
$311,432, land cost per unit, $342,000 or approximately 45% of unit sales price.  
Percent of site that could be dedicated and maintain profit level – 18%. 

2. Condominium units built at a density of about 35 units per acre, above grade podium 
parking.  Cost of construction per unit $425,000, land cost per unit $187,000, or 25% of 
total sales price.  Percent of site that could be dedicated to maintain profit level – 29%. 

3. Condominium units built at a density of 63 units per acre with subterranean parking. 
Cost of construction per unit $486,500, land cost per unit $112,000, or 15% of sales 
price.  Percent of site that could be dedicated and maintain profit level – 32%. 

The conclusion that may be drawn from the three prototypes is that the percent of the site that 
could be dedicated while maintaining profit level varies substantially, depending on the share of 
sales prices attributable to land cost (which is inversely proportional to density and construction 
cost).  
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The City of Palo Alto therefore has several policy options with respect to a land dedication 
component: 
 

a. If the BMR requirement is 20%, the land dedication is 20%.  This percentage is an 
average.  It is preferable to doing BMR units on site for higher density projects and it is 
more onerous than doing BMR units on site for lower density projects.  Averages are 
usually justified in public policy applications, recognizing the occasional inequities.  

b. If the BMR requirement is 20%, apply a higher percentage dedication to higher density 
projects than lower density projects.  It is suggested that more prototypes be tested 
before recommendations of percentage of land dedication for each.  

c. The City could require a customized analysis to determine the land dedication on a case 
by case basis for all projects over a certain threshold size.  The threshold size could be 5 
acres, or possibly as low as three acres, as long as the minimal parcel size requirement 
can be met (for developing 20 rental units).  For example, a 3.5 acre site with a 15% 
BMR requirement might yield a land dedication of .52 acres, or large enough for the 
minimum project, depending on the zoning.  

In the interest of simplicity, KMA recommends the first option, or a 20% land dedication for all 
projects of 5 acres or more.  In higher density locations, the advantages to the developer should 
be sufficient to incentivize the dedication option. 
 
6.6.3.2 Land Dedication Procedural Recommendations 

Land dedication of a parcel, to be conveyed to the City or directly to a non-profit developer with 
the City’s consent, is being recommended as the appropriate procedure.  
 
We recommend against requiring the master developer (or developer of the market rate units) 
being responsible for developing the affordable rental units because of the special expertise 
required in developing affordable projects and accessing state and federal programs.  We also 
recommend against linking the timing of development of the rental units to the development of 
the market rate units. The two types of projects have differing requirements, differing financing 
and differing time lines. (State and federal programs need approval at the state level which has 
timing implications.)  Also, with separate developers, one entity cannot control the other.  
Finally, we believe there is no necessity to link the two once the City has secured a land 
dedication because the risks that the parcel will not be suitably developed are low, given 
appropriate procedure. 
 
The following provisions will be important to include in the land dedication component.  
 

• At the Use Permit entitlement stage, the land dedication parcel with the proposed rental 
project development program (expressed as a narrow range or maximum number of 
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units) must be included in the overall entitlement.  The development of the parcel to be 
dedicated needs to be identified to the same level of detail as the rest of the project.  

• After the Use Permit entitlement, the master project and the dedicated land parcel will 
proceed as independent projects.  

• The rental project on the dedicated land parcel will be subject to Architectural Review, 
which is similar to all projects.  

• The developer of the master project must be responsible for any infrastructure 
improvements or off-site improvements required to develop the rental units on the 
dedicated land parcel.  The site must be free of toxics and other impediments.  

With the above steps to insure that the development is entitled and protected from infrastructure 
and off-site cost burdens, there should be minimal risk to the City that a rental project will be 
developed on the dedicated land parcel.  
 
6.6.4 Increase Financial Resources: Increase In-Lieu Revenues by Covering All Residential 

Construction  

A revision of the program to affect all units would generate a substantial new revenue source 
not currently being captured by the BMR Program.  Unlike most of the policy recommendations 
regarding application of the BMR program to new residential units that entail trade-offs between 
BMR unit production and in-lieu fee payments, this measure would entail not any trade off. 
 
If the City were to reduce the minimum threshold below the current level of five units down to 
one unit and include all additions of new space to existing residential structures, the following 
could be considered: 
 

• There are currently around 90 units per year built in Palo Alto that are not covered by the 
program.  Almost all are single-family homes built by owner occupants or by speculative 
builders doing one or two units at a time.  As a result, a significant share of the 
residential activity in Palo Alto is not participating in the BMR program (90 units is the 
average annual number of building permits issued for structures under 5 units, for the 
past 7 years). 

• There is no conceptual basis for exempting single family detached homes from 
contributing to the City’s affordable housing program.  Moreover, there is probably a 
great capability to making a contribution given the strong economics of single family 
detached units.  

• Because less than one on-site BMR unit is owed in very small projects, generally, cities 
scale back their base in-lieu requirements in steps down to one unit.  For example, if the 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 6-55 
 

base in-lieu requirement is 7.5% of the sales price for 5 units, it might be 7.0% for 4 
units, 6.5% for 3 units, 6.0% for 2 units and 5.0% for a single unit.  

• However, many very small projects are custom built for owner occupants and do not 
entail a sales price of the finished unit. As a result, an alternative to a percent of sales 
price would need to be added to the program for an in-lieu requirement for very small 
projects.  An example would be a per square foot charge supported by a BMR 
affordability gap analysis.  

• To illustrate the revenue potential from the 90 units per year, now exempt from the 
program, if the City were to charge $25 to $50 per square foot, and the average size of 
the new units is 2,000 square feet, then new revenue would be $5 to $9 Million per year; 
if the average size of new units is greater than 2,000 square feet, then new revenue 
would be proportionately greater. ($50 per square foot is equivalent to the 7.5% sales 
price requirement when the average sales price is $667 per square foot.) 

• Additions of residential space to existing units could also be charged as part of the BMR 
program.  New square footage may be charged in the same manner as single family 
detached units.  Remodeling of existing space that does not add new residential area 
may not, however, be included in the program.  Including residential additions to the 
program would potentially produce more affordable housing funds in Palo Alto. 

• A number of other jurisdictions charge all residential units.  Examples include Napa City 
and County, San Juan Capistrano, Santa Cruz County, Monterey County, Santa Monica, 
and Cupertino.  None of these, however, charge as much as the current Palo Alto BMR 
program.  

In summary, by expanding the program to include all residential construction, substantial 
additional BMR in-lieu payment revenues could be realized to enhance the program to assist in 
the development of more rental units and to provide more resources for other aspects of the 
program. 
 
6.6.5 Options for Applying a Rental Program to New Ownership Projects 

If the Palo Alto BMR program is to transition to more of a rental BMR program, then the program 
needs an alternative to requiring new condominium and townhouse projects to include BMR 
ownership units within the project.  Instead, there are two major options – collect in-lieu fee 
revenues (and use funds to build rental units) or require rental units within ownership projects.  
 
Clearly the more simple approach for all parties is to collect in-lieu fee revenues and then have 
the City use the funds to assist the development of more BMR rental projects. The major 
difficulty is for the City to continually acquire sites for development to keep BMR unit production 
in more or less consistent relationship to market rate unit production.  Advantages are those 
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indicated in the introduction of the greater leverage of funds using federal and state financing 
mechanisms, resulting in substantially more funds per City dollar.  
 
The City of Santa Monica is a case study of a city that has long had an aggressive and active 
affordable housing program.  A number of years ago, the City transitioned to a completely fee 
based program applied to new condominium development, and uses the fees to facilitate the 
development of affordable rental units.  The City has no inventory of BMR ownership units.  
 
An alternative to fee collection is to require rental units within condominium or townhome 
projects.  This alternative raises a number of issues: 
  

a. What is the ownership entity of the rental units? Condominium homeowners associations 
are not appropriate entities due to incompatible purpose for existence, and lack of 
appropriate expertise.  In our view, cities also do not make suitable landlords.  The best 
option would be a non-profit entity that owns other BMR rental units.  

 
Ownership by definition includes responsibility for the physical condition of the unit.  The 
unit owner would presumably also pay the HOA dues; however since the owner is not 
the occupant, there could be a need for some special representation in the HOA. 
 
Finally, there is the issue of how the entity that is to own the unit, presumably a non-
profit, is to raise the funds to purchase the unit from the condominium development. 
Rental units affordable to very-low and low- income households may not have high value 
relative to the housing market, but they do have some value.  A low income unit, 
affordable to a household at 70% AMI, for example, has a value in the range of 
$180,000 per unit.  Non-profits are not generally structured to raise funds to purchase 
units when there is no opportunity for rehabilitation and generate fee revenues to sustain 
the existence of the non-profit organization.  Some benefit or revenue to the non-profit 
would have to be devised to make the arrangement workable.  

 
b. What entity should manage the rental units?  Even more than ownership per se, 

management would be best undertaken by a qualified and experienced non-profit 
housing provider.  Again, HOA’s lack the expertise and compatible motivation.  Cities are 
a poor option.  While units dispersed in the condominium projects throughout the city 
would be less efficient to manage than the same number of units together in a single 
building, management could be performed by an appropriate non-profit. 

 
Management implies tenant selection, tenant income compliance, rent collection, day to 
day maintenance and repair and a host of other activities.  All rental property 
management requires expertise to do well; affordable units add an additional layer of 
responsibilities and requirements. 
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c. Compatibility of owners and renters in the same building.  Since many condominium 
units are rented, this potential is not inherently a problem.  However, with the added 
degree of difference between the income of the rental tenants and the owners there 
could be discomfort and friction.  Most friction is about maintenance and management; 
well maintained and well managed units would be likely to avert most issues that cause 
friction, but the potential for friction must be recognized.  

 
d. Physical differences between owner and rental units.  Rental units are typically built to 

smaller sizes (in square foot area) and with more modest interiors than ownership units 
in Palo Alto.  Palo Alto would need to re-evaluate its policy of requiring affordable units 
to be identical to market rate units.  

   
e. Examples in other jurisdictions.  A number of inclusionary housing ordinances allow the 

use of rental units within condominium and townhome projects.  However, we have not 
identified any city that has extensive experience with rental units having been developed 
within such ownership projects.  

 
Most of the above issues are generic or inherent to locating BMR rental units within 
condominium projects.  As such, the discussion holds irrespective of the BMR affordability level. 
 
6.6.6 Options for Converting BMR Owned Units to Rental Units 

If the City is to transition out of a BMR program with owned units to all rental units, then one 
option is converting owned BMR units that become available for sale to rental units.  
This would have to be an incremental process, one unit at a time, as units become available for 
sale.  
 
Most of the same issues identified regarding rental units within condominium and townhome 
projects would apply to the conversion of older units – who will own them, who will manage 
them, how are all the incompatibilities to be addressed.  In some cases there could be the 
additional need to buy down the value of the condominium unit to rental unit value.  However, 
many units in the Palo Alto BMR owned unit inventory have sufficiently low restricted sales 
prices that no buy down would be necessary. 
 
If the City can identify a willing non-profit entity to own and manage scattered units, then the 
non-profit could be delegated the responsibility of the upgrades and capital improvements that 
many older units sorely need.  The City could potentially grant or loan funds for the 
improvements, depending on the individual circumstances (cost of unit purchase, cost of 
improvements, affordability level of tenants and rental income vs. operating expenses, and other 
factors.) 
 



 

 
 

Keyser Marston Associates, Inc. 
17175.005/BMR Analysis_KMA.doc; 5/17/2007; dk  Page 6-58 
 

If the City is to embark on a transition program, we recommend that the City rethink the 
affordability level requirements.  The affordability level of the rental units might be set to lessen 
the disparities between the rental and owned units.  Rental units in high priced condominiums 
might be set at median moderate income, for example.  Rental units in more modest older 
condominiums might be set at low income.  
 
6.6.6.1 Sale of BMR Units at Market Prices and Use Proceeds to Construct Rentals 

If the City determines that it would like to transition out of its BMR ownership inventory and into 
a rental stock, then another option would be for the City to acquire BMR units as they become 
available for resale, lift the deed restrictions and sell the units at fair market value.  The City 
could then use the sale proceeds to purchase land or enter into an agreement with a non-profit 
rental apartment developer to construct affordable rental units.  Based on discussions with non-
profit developers, there is often an opportunity to build additional rental units within an existing 
rental complex, which can be an effective way of increasing the stock without having to 
assemble a new site. 
 
In order to implement this option, the City would likely have to undertake improvements to the 
BMR units to make them marketable but the cost of the improvements would be recovered 
through the sale of the unit on the open market.  Given the spread between the deed restricted 
price and market rate prices, the sale of each BMR unit could yield in excess of $300,000, which 
could be used to help leverage other funds and possibly build 2 to 3 new rental units in place of 
the ownership unit. 
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7. SUMMARY OF RECOMMENDATIONS 

The following is a summary of the consultant team’s recommendations. 
 
 
Section 3: BMR Unit Value and Maintenance 
 
(3.1) Key findings/ Recommended revisions to the City’s formula for establishing initial 

prices for BMR units 
 

• The City should eliminate the “cost-based minimum pricing” provision from its BMR 
program. 

 
• The City should annually establish a list of prices for BMR units that would apply to all 

new BMR units. The prices would not be subject to negotiation.  It is our understanding 
that in May 2005, the City adopted this recommendation. The City sets prices based on 
HCD’s published income limits as of May 1st. 

 
• The City’s pricing formula for new units should be simplified as follows: 

 
 Establish the price for all lower moderate income units at 90% of AMI; 

 Establish the price for all upper moderate income units at 110% of AMI; 

 Base unit prices on a household size equal to the number of bedrooms plus 1; 

 When establishing annual prices, use an interest rate that is somewhat higher than 
then current market rate of interest.  This will provide some cushion in an increasing 
interest rate cycle. 

 Other than as done in the annual price calculations, do not allow  for project-specific 
adjustments to interest rates or other factors; and 

 Apply prices that are in effect as of the date that: 1) the units are being marketed; or 
2) a set time period after building permits are issued.  

 
(3.2) Recommended appreciation index for establishing BMR resale prices 
 

• The resale price should be capped at the lesser of: 1) the price of comparable new BMR 
units being sold at the same level of affordability as the price originally paid by the seller; 
or 2) 80% of the unrestricted market rate value of the home.  
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• A floor should be established for the resale price that would be equal to the greater of 1) 
the price that the seller paid for the home; or 2) the price that would be affordable to 
households with incomes that equal 75% of the AMI.  

 
• The resale price should be driven by a “base” appreciation index equal to 80% of the 

increase in the AMI.  
 

• The resale price formula should include both a provision for increasing the resale price 
beyond the 80% AMI escalation base if the homeowner undertakes capital 
improvements to the property and/or pays a special assessment and a provision for 
reducing the resale price to cover the cost of curing deferred maintenance.  

 
(3.3)  Maintenance and Treatment of Capital Improvements on Resale 

 
• The City should adopt an appreciation formula that allows adequate appreciation to 

encourage owners to maintain and improve their units.   
 
• The City adopt refinancing policies in its Policies and Procedures Manual that would 

assist BMR owners to use refinance proceeds to undertake capital improvements.  The 
policies would apply to refinancing of the first mortgage loan or obtaining new 
subordinate financing or equity line of credits and restrict the maximum combined loan-
to-value to between 95-100% of the BMR unit’s current value and prohibit loans in which 
the principal may increase over time, including negative amortization loans, option 
adjustable rate mortgages, and reverse equity mortgages. 

 
• The City should consider revisions to the asset limits as discussed in Section 5.2.3.2 of 

this report. 
 
• The City should have inspections of the properties performed by a City building 

inspector, City staff or outside contractor with construction experience and knowledge of 
building codes. 

 
• The City should continue to advise homeowners to obtain their own independent 

property inspection prior to resale and that, if the City inspections are not performed by 
an inspector with code compliance expertise, that the City advise the buyers that the 
inspection does not include a determination of compliance with applicable codes. 

 
• The City should require that any deferred maintenance be completed prior to the close of 

escrow and that repair grants and rehabilitation loans be available to the owners to fund 
the work. 
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• The City should adopt a minor home repair grant program and a deferred-payment, 
zero-interest rate rehabilitation loan program for BMR owners.  In addition to helping 
BMR owners, this would also help the City become more competitive to secure other 
funding sources for BMR improvements. 

 
• The City or its program operator, PAHC, should continue and expand its efforts to 

remind and inform BMR owners of the provisions under the current and any newly-
adopted deed restrictions.  

 
• The City should revise its adopted housing plans (the Housing Element and the 

Consolidated Plan) addressing affordable housing needs and priorities to include the 
repair and rehabilitation of BMR units as a housing need and priority for the City. 

 
(3.4)  Major Special Assessments for Capital Repairs and Increasing Monthly 

Homeowners’ Association Dues 
 

• The City’s Assessment Loan Program needs to have adequate funds to meet the needs 
of all eligible BMR owners. 

 
• The City should explore retaining an outside program operator to operate the 

Assessment Loan Program to reduce City staff time. 
 

• The provisions of the Program should be modified as follows: 
 

 The minimum special assessment amount should be lowered to $5,000; 

 The ineligibility of owners who have secured unauthorized mortgage financings 
should be suspended until the program requirements are clarified through the 
recording of updated deed restrictions; 

 Eliminate the priority for households with housing costs in excess of 30% of income, 
particularly for those in the lowest income categories. 

 Eliminate the requirement that applicants need to have applied for and been denied 
a refinancing. 

 Simplify the priority categories. 

 Consider forgiving loan after 30 years. 

 Eliminate requirement that existing loans subordinate to the new City loan for 
assessments. 
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• Apprise all BMR owners of the Assessment Loan Program. 

• Simplify the income determination process. 
 

• Explore applying for funding from the CalHFA HELP Program and the State Workforce 
Housing Reward Program. 

 
• Enable BMR owners to add the full value of major special assessments to the resale 

price. 
 

• Consider requiring that a portion of developers’ on-site or in-lieu fee requirements be 
deposited into the Assessment Loan Program as a future funding source. 

 
 
Section 4:  Deed Restrictions 
 
(4.1) Revisions to the City’s deed restrictions to Enforce Program Requirements 
 
General Provisions 
 

• Record the deed restrictions separately on title, rather than as an exhibit to the grant 
deed. 

• Secure the deed restrictions with a performance deed of trust in favor of the City. 

• Revise the title of the deed restrictions to include a reference to use, financing, transfer, 
and resale provisions. 

• Include a plain language summary disclosure as an attachment to the deed restrictions, 
both of which would be signed by the buyers. 

• Include clearly identified separate sections. 

 Owner-Occupancy 
 

• Include a separate section defining owner-occupancy as occupying the BMR unit as a 
principal residence for 10-12 months of the year for the duration of the ownership of the 
BMR unit and specifically identifying leaving the unit vacant as a violation of this 
provision. 

• Include a process for obtaining a temporary waiver of owner-occupancy for specific 
reasons. 
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• Include requirement that owner cooperate with the City’s monitoring of the owner-
occupancy requirement, maintain a valid homeowner’s exemption for owner’s property 
taxes, and provide any requested documentation to verify owner-occupancy. 

Rental of BMR Units 
 

• Include separate, clearly labeled rental section. 

• Include conditions under which BMR units may be rented and process for obtaining 
approval for such rentals. 

• Require that owner pay to the City an assumed market rate rent for the period that units 
that are not owner-occupied in violation of deed restrictions and that owner forfeit any 
appreciation of the unit during that period. 

Transfer of Title 
 

• Include separate, clearly labeled transfer section. 

• Expand list of allowable transfers to include transfers to domestic partners and adopted 
children and into inter vivos trusts in which the owner is the beneficiary. 

• Include requirement that owners notify the City of allowable transfers, that new owners 
occupy the property and execute and record new deed restrictions, and that allowable 
transfers to owners who are not currently occupying the property be certified as income 
eligible BMR owners. 

Refinancing/Over-financing 
 

• Include separate, clearly labeled refinancing section. 

• Require a new Request for Notice of Default or Sale to be recorded related to any new 
loans. 

• Define loans covered by this section to include any new mortgage loans, home equity 
loans, or line of credits. 

• Establish maximum loan-to-value limits of between 90-100%. 

• Include restrictions on types of loans for which the principal may increase over time. 

Enforcement Measures 
 

• Identify violations of owner-occupancy, allowable rentals, allowable transfers, and 
financing provisions of the deed restrictions as breaches or events of default. 
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• Establish a process by which owner is notified of breaches or defaults with specified 
process and deadlines to cure. 

• Include enforcement measures identified in Section 4.2.6 that the City’s legal counsel 
has determined are legally enforceable. 

(4.2) General Revisions to Structure of Deed Restrictions 
 
Revise and standardize document to be comprised of two separate documents: 1) Resale, 
Transfer, Use, and Refinance Restriction Agreement and Option to Purchase; and 2) Deed of 
Trust and Security Agreement. 
 
(4.3) Summary of Recommended Changes to Existing Deed Restrictions 

If it is legally feasible, we would recommend that the deed restrictions on existing BMR units be 
revised and standardized to conform with the deed restrictions to be imposed on newly 
constructed units. 

The new deed restrictions should offer benefits to both the homeowner and the City.  
Specifically, the amount of appreciation should be increased, the City’s interests should be 
secured by a deed of trust, occupancy, transfer, and refinancing provisions should be explicit, 
and homeowners should be able to recover the cost of special assessments in the resale price. 

 
Section 5:  BMR Purchase Program Implementation 
 
(5.1) Improvements to the website 
 

• Indicate that there are three eligibility requirements: income, assets, and citizenship/ 
legal residency status – not just income eligibility. 

• Briefly describe how income is calculated. 

• Include income eligibility for new units in Income Eligibility section. 

• Remove citizenship/legal residency requirement from preferences section, since it is a 
minimum requirement, not a preference. 

• Include requirement for owners of applicable units, to contact City, or the City’s 
designee, to obtain approval for any new mortgage financing or lines of credit. 

• Clarify whether the financing limit of 100% of the BMR value pertains to both refinancing 
and purchase. 
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• Clarify that buyer selection is not based solely on applicant ranking on the waiting list but 
also on live or work status. 

• Clarify for existing BMR owners that resale price is set at different appreciation rates 
depending on the deed restrictions for the particular unit. 

• Clarify that the current gift limit for those under age 62 is 10% of the BMR price 
(currently stated indirectly as 20% of the asset limit that is limited to 50% of the BMR 
price). 

(5.2) Improvements to the Policies & Procedures Manual 
 

• Clarify the process for adopting new program policy and procedures and who has the 
authority to do so. 

• Incorporate program policies into the program Manual, including a summary of the 
adopted policy, the adoption date, and the adopting entity (i.e. BMR Committee, PAHC 
Board, City staff, City Council) with reference to any background materials that would 
indicate the intent and relevant factors informing that decision and update the Manual as 
new policies are adopted. 

• Incorporate current program materials, such as the Information Packet, the Waiting List 
Application, and the Waiting List Application Update, and update the Manual as 
materials are revised or new materials are developed. 

• Incorporate new program parameters, such as income limits for resale units, household 
size requirements, asset limits, and gift limits, and update the Manual as needed. 

• Include sections in the Manual covering other areas for which policies have already been 
adopted (such as the rental of BMR ownership units, transfers of BMR units to heirs, 
transfers to trusts, maximum allowable financing, etc.) and those that the City may adopt 
as a result of this study (such as restrictions on types of mortgage financing).  

• Include new sections in the Manual covering refinancing and over-financing, continuing 
education for BMR owners, monitoring, default, foreclosures, and follow-up to the close 
of escrow. 

• Incorporate into, or reference in the Manual the different versions of the City’s deed 
restrictions with the City’s list of which versions were recorded on the title of each BMR 
property, both of which are already compiled by the City, along with any necessary 
variations in program implementation as a result of differing requirements in the various 
versions of the deed restrictions. 
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• Consider replacing older versions of the deed restrictions with the revised deed 
restrictions with the performance deed of trust developed as a result of this study, when 
units resell, or by requiring that new deed restrictions be recorded upon refinancing the 
unit, or with the incentive of allowing a higher appreciation rate. 

• Consider reformatting the Manual to more easily incorporate updated information. 

• Make BMR information provided by mail (information sheet) and website materials 
consistent.  

• Consider minor revisions to Information Sheet, Waiting List Application, and Information 
Packets to clarify program information.  

• Provide a brief description of how income is calculated in program materials. 

• Ensure that information on the City’s BMR Purchase Program for interested BMR buyers 
is accessible through a search on the City’s website under such general topics as BMR 
Housing Purchase Program, below market rate units, and/or affordable housing, either 
through a link to Palo Alto Housing Corporation’s website’s description of the BMR 
Purchase Program or from the BMR Purchase Program information on the City’s 
website.  

• Make program information on the website consistent with the Manual and other program 
materials and consider minor clarifications to PAHC’s website description of the 
program. 

• Continue providing workshops and newsletters to those on the BMR waiting list and to 
current BMR owners. 

(5.3) Improvements to the Waiting List Procedure 
 

• Continue the new waiting list update process and incorporate this new process in the 
Manual. 

 
• Continue new process of requiring interested applicants to apply in writing and revise 

this process in the Manual.  
 

• Extend deadlines for interested buyers to turn in applications after viewing the available 
unit(s). 

 
• Clarify implementation of live and work preferences on the waiting list in the Manual and 

public information. 
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• Clarify implementation of any preferences for those in wheel-chairs in the Manual and in 
public information. 

 
• Require BMR buyers to participate in a homebuyer education workshop that covers the 

BMR program requirements prior to purchase.  
 

• Consider eliminating the two-person minimum household size requirement for smaller 
two-bedroom units, so that one-person households may purchase small two-bedroom 
units. 

 
• Allow interested buyers to view a BMR unit being resold by a BMR owner on more than 

one opportunity. 
 

• Allow developer’s sales agent or team to be paid sales commissions by developer. 
 

• Require developer’s sales agents to show BMR units to interested BMR buyers during 
regular sales office hours for a designated number of weeks. 

 
• Consider using a lottery system for selecting buyers for new BMR units. 

 
(5.4) Improvements to Buyer Selection Procedures 
 

•  Clarify in the Manual the process for notifying the applicant and the developer/sales 
agent when an applicant is qualified to purchase a particular BMR unit. 

• Clarify in the Manual the process for City to assign its option to purchase to the qualified 
buyer and include a model form in the Manual.  

• Clarify in the Manual the unit selection process by buyers. 

• Work with FNMA, FHA and CalHFA to revise City deed restrictions to comply with 
FNMA, FHA, and CalHFA guidelines so that borrowers may obtain down payment 
assistance, favorable underwriting terms, and favorable interest rates and terms 
available with FNMA-conforming loans, FHA loans, and CalHFA loans and grants. 

• Require buyers to sign a disclosure of BMR requirements in the deed restrictions. 

• Consider requiring (vs. optional) homebuyer education workshops for all waiting list 
members. 
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(5.5) Improvements to the Applicant Screening/Underwriting Criteria 
 

• Set income limits for resale units at the same income category as the income category 
originally required for that particular unit. 

• Reference the requirement that the buyer’s income must fall below certain income limits 
in the Eligibility section of the Manual and include the City’s current version of its 
published income limits for BMR ownership housing in the Manual. 

• Base maximum asset limits to a percentage of median home prices in Palo Alto or Santa 
Clara County, with a higher asset limit for seniors, such as an asset limit up to a certain 
percent of the median market rate home value. 

• Deduct assets to be used for the down payment and closing costs when calculating 
projected income from assets. 

• Consider increasing the maximum gift limits, but to no more than 50% of the BMR 
purchase price. 

• If the City adopts a down payment requirement for BMR ownership units, restrict down 
payment funds to meet the City’s down payment requirement from loans or conditional 
grants. 

• Eliminate the City’s current policy requiring non-seniors, those below 62 years of age, to 
obtain a mortgage loan for at least 50% of the BMR value. 

• Establish a combined-loan-to-value limit for mortgage financings after the purchase of 
the BMR unit at 95% of the BMR value, or the outstanding balance of the combined loan 
amounts, whichever is more, for BMR units. 

• Establish a maximum total debt-to-income limit of 45% for buyers of BMR units with 
incomes below 50% of AMI. 

• Limit first mortgage financing for BMR units to a fixed interest-rate loan for very-low or 
low- income buyers. 

• Prohibit loans that increase in size (negative amortization loans, reverse equity 
mortgages, option adjustable rate mortgages, some interest only loans) or have balloon 
payments or have huge monthly payment increases (some interest only loans) secured 
by BMR units. 

• Prohibit equity lines of credit secured by BMR units. 
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(5.6) Improvements to the BMR Purchase Program Resale Procedures 
 

• Clarify in the Manual the assignment of the City’s right to purchase process and 
implementation of the various resale deadlines. 

• Revise the City’s deed restrictions to include a Notice of Contemplated Sale process and 
include implementation procedures for this process in the Manual. 

• To improve seller cooperation during the sale of the BMR unit, add language to the 
City’s deed restrictions, such as extending City performance deadlines if the seller does 
not meet performance deadlines for the seller, requiring that the seller comply with 
scheduled inspections (appraisal, termite, etc.), and requiring that the unit be in a 
showable condition.  

• Consider allowing BMR owners to select income-eligible BMR buyers certified by the 
City’s program administrator. 

• Require that a real estate agent be retained by the BMR seller and/or the BMR buyer. 

• Consider allowing the cost of a real estate broker’s commission to be added to the BMR 
resale price. 

 
Section 6: Policy Analysis Recommendations 
 
We recommend that the City of Palo Alto consider the following; it is noted that many policies 
are linked to one another.  
 
In-Lieu Fee Program 
 

• Expand the program to cover all residential construction, including projects of under 5 
units and all additions to residential structures. This measure would add substantial 
funds for many components of the affordable housing program. 

 
• Adopt a per square foot fee for applications of very small projects, particularly those that 

do not entail an immediate sale (such as custom built houses or residential additions).  
 

• For larger projects, either stay with the percent of sales price program currently in place 
or calculate a customized fee for each project (see below) 
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On-Site BMR Compliance 
 

• Prepare customized BMR compliance analysis for each multi-family project to generate 
greater BMR value to the City to enhance flexibility in meeting the BMR requirement to 
the benefit of both the developer and City, and to give all parties a clearer understanding 
of the ground rules.  See standardized methodology and examples.  

 
Land Dedication Option  
 

• Clarify the land dedication option. The City can use the results of a customized BMR 
analysis which determines the total value of the BMR requirement.  The dedicated land 
parcel should be required to be of equal value to the BMR requirement, per the 
recommended appraisal procedure, and subject to minimum standards.    

 
• If the City wishes to encourage land dedication (see Rental BMR Program below), it 

should offer a discount on the land valuation required relative to the BMR requirement.  
We recommend a 20% to 25% discount.  

 
Increasing the Supply of Rental BMR Units 
 

• The City should pursue policies and programs to enable development of more affordable 
rental units for several compelling reasons: 1) to broaden the effectiveness of the BMR 
program and reach more lower income households; 2) to take advantage of powerful 
state and federal financing measures which leverage local dollars to produce more units; 
and 3) to take advantage of the lesser long term administrative burdens on the City 
associated with rental BMR units as compared to ownership BMR units. 

 
• Adopt a land dedication requirement for projects over the 5 acre threshold to increase 

sites for the development of rental units.  Projects over 5 acres should be required to 
meet their BMR obligation by dedicating 20% of the site, subject to certain standards for 
the site, and following the recommended procedures.  For projects under 5 acres, the 
land dedication option should be encouraged with an incentive discount.   

 
• Expand the BMR program to cover all residential construction (repeat of #1 above) to 

substantially increase in-lieu funds to subsidize the development of affordable rental 
units.  

 
Other policy options for consideration (not recommendations at this time): 
 

• Pursue a program component for households in the 120% to 150% median income tier, 
or those priced out of most market rate for sale units yet not served by the BMR 
program. 
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• Pursue a policy that would apply the BMR requirement to the zoned density as 

expressed in units per acre of a land parcel instead of the proposed development 
program.    
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City of Palo Alto Below Market Rate (BMR) Program 
Summary of City Based Policy Regarding Cost-Based Pricing of BMR Units 
Revised November 2004 
 
Comprehensive Plan Language From Program H-36 of the Dec. 2002 Housing Element: 
“In all cases, the sales price should be sufficient to cover the estimated cost to the developer of 
constructing the BMR unit, including financing, but excluding land, marketing, off-site 
improvements and profit.” 
 
City Policy Interpretations: 
• Estimated Costs of Constructing means the estimated documented hard construction costs 

of the actual BMR units.  Alternatively, the pro-rate share (of construction costs of the BMR 
units to all the units) based on square footage may be used.  If the BMR units will have 
different interior finishing or lack certain features, such as fireplaces, then the hard 
construction cost figures need to reflect those cost reductions.  The construction costs of 
foundations are only allowed if the foundation is for a specific BMR unit, such as in a 
townhouse of detached unit product. 

• “Costs” do not include hard and soft costs that the developer would incur whether or not the 
BMR units were required.  The following are examples of disallowed costs with specific 
exceptions described: 
 Land 
 Demolition 
 Site preparation, site clean-up and excavation 
 Foundation & podium costs in a multi-family project (if a BMR unit is built on its own 

separate foundation, then the cost of the foundation for the BMR unit is allowed.) 
 Costs allowed for parking spaces within a garage used by the market and BMR units 

should only be the hard costs for the actual square footage taken up by the spaces to be 
allocated to the BMR units.  The cost of immediately adjoining access areas, such as 
aisles, serving those parking spaces is also allowed; but allowed costs do not include the 
common circulation areas of the parking garages such as stairs, elevators and access 
ramps. 

 Off-site costs 
 Utilities from the public ROW, or within the private streets of a project, to the BMR unit’s 

lot line or to its exterior walls 
 Common areas, circulation and access areas of a project or site such as plazas, lobbies, 

stairs, elevators, walkways, internal streets and access to parking 
 Common area landscaping, common open spaces and recreation facilities 
 Architecture, engineer, or other consultants fees and other “soft” costs 
 Financing costs prior to start of construction 
 Planning entitlement fees 
 Marketing 
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 General contractor’s overhead, general conditions and profit 
 Developer’s overhead and profit 

 
• Financing costs during construction are allowed, but they must be prorated based on the 

allowed costs of the BMR units compared to the total amount of the construction loan. 

• Building permits, school and impact fees allocated directly to the BMR units (based on the 
actual BMR unit square footage) are allowed. 
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Standardized Methodology 
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APPENDIX E 
 
PALO ALTO BMR PROGRAM 
ANALYSIS FOR BMR COMPLIANCE – SECTION 6.5.1 
STANDARDIZED METHODOLOGY  
 
Following is a recommended methodology for preparing a customized analysis of the BMR 
requirement for projects for which more than one BMR on-site unit is required in Palo Alto. 
Section 6.5.1 describes the generalized approach, methodology and procedure.  This Appendix 
provides more detail on the methodology and examples of applying the methodology to projects.  
 
A four step process is identified in Section 6.5.1 as follows: 
 

1. Market survey of new unit sales prices to estimate market prices 

2. Detailed description of the proposed residential project development program  

3. BMR sales prices of various size units, per the City’s annual calculations 

4. BMR compliance analysis  

More description of each step is provided below, along with references to other report sections.  
 
1. Market survey of new unit sales prices to estimate market prices 

Recorded sales data of multi-family units within a market area is readily obtainable information. 
Several commercial firms regularly collect and sell data that is widely used by the real estate 
development industry.  For example, the firm Hanley Wood, formerly the Meyers Group, sells 
reports of sales activity from recently completed multi-family residential projects, indicating the 
date of the sales period plus full information on the project and the units and sales prices per 
square foot for each unit, or averaged sales prices for units of the same description.  Material 
from this source is summarized in Section 6.1 of the report.  
 
We recommend assembling sales information from Palo Alto and Menlo Park (to enable a 
greater number of sales) and establishing a per square foot selling price range.  If one or more 
projects in the survey are highly atypical, it should be eliminated from the survey.  A rounded 
average (to the nearest $25) sales price per square foot figure may be concluded from the 
review.  
 
In the event of few recent sales within the past year, sales data from prior years going back two 
to three years should be obtained.  Then a sales price adjustment can be applied to correct for 
the lapse of time.  The adjustment can be drawn from a review of sales, or cross checked 
against the California Association of Realtors monthly survey.  
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Resale of existing units may also be reviewed for confirmation of the sales range, although the 
existing units should be relatively neat and in excellent condition to be comparable.  
 
If the developer is willing to share sales projection information, the City may use the developer’s 
information, confirming the reasonableness of the developer’s estimates based on the City’s 
own survey.  
 
The developer will be planning for the project and working with the City on BMR compliance well 
in advance of units being available for sale, by a time period of two to three years.  We 
recommend against a policy of projecting sales prices ahead for a combination of reasons: all 
projections are speculative and subject to disagreement; BMR obligations are also determined 
by annual median income levels, determined by H.U.D. and California H.C.D. and cannot be 
projected with any reliability.  
 
The City could annually do a market survey to serve as a basis for all projects processed within 
the year, or alternatively, could hire an outside service to prepare the survey.  For large or 
complex projects, a market survey and BMR analysis prepared by an outside service provider 
could be required as a project expense.  The outside service provider would be retained by the 
City but paid for by the developer, similar to the preparation of an EIR.  To reduce time and 
administrative costs, the City could maintain a list of prequalified providers from which the 
developer could select a name.  
 
2. Project description and analysis of market sales prices  

The developer will provide a description of the project, as is the current procedure, indicating 
unit descriptions, sizes, square foot area of each unit, parking calculations, etc.  
 
The City will then apply the concluded market sales price per square foot to the units in the 
project per the project description.  
 
See illustrative examples in the tables following the text.  
    
3. BMR Affordable Prices 

The City annually determines BMR unit sales prices, by number of bedrooms based on the HCD 
median income level, published each spring.  The City has an established methodology for the 
BMR sales price determination, and recently modified the methodology per a recommendation 
from this BMR Update program, summarized in Section 3.1.  These are the BMR sales prices 
for the BMR units in the project. 
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The current City policy and Housing Element requires that BMR units be of the same square 
footage as the market rate units.  This provides the basis for estimating the BMR obligation 
applied to the square foot sizes of the market rate units.  As demonstrated in Section 6.2, the 
BMR sales price per unit usually translate to values in the range of $200 to $250 per square 
foot. 
 
4. BMR Compliance Analysis  

The BMR percentage requirements per Housing Element H-36 are then applied to each unit 
size, for each affordability level.  Fractional unit results should not be rounded to whole units.  
 
The total obligation is expressed both as numbers of units (including fractional units) and total 
BMR obligation as a dollar amount.  For example, the developer might owe 1.35 one-bedroom 
units, 2.24 two-bedroom/two bath units, another 2.76 two-bedroom/2.5 bath units, etc. for a total 
of 6.35 units and a total gap calculated at $3 million.  
 
This is the conclusion of the BMR analysis.  See examples following for hypothetical Project A 
and Project B, per the 15% BMR requirement level.  The same procedure would be used for the 
20% or 25% BMR requirement level.  
 
Negotiation Options 
 
The City and developer could then negotiate any number of alternatives that are equivalent to 
the dollar amount owed.  The material in Section 6.4 illustrates the many equivalencies which 
can be adapted to the affordability gap structure of each project. 
 
The BMR compliance options for Project A, as indicated in Appendix E, Table2 indicate two of 
many solutions for delivering the BMR value calculated at $1.9 million.  In the first option in the 
upper half of the table, the City gets 5 units instead of the calculated 2.85 or 3 units, but the 
units are smaller and more predominantly in the upper moderate category instead of the lower 
moderate. The second option for Project A, results in only two units instead of 2.85, but the units 
are all larger at three bedrooms.  All the compliance options illustrated for Project A, maintain 
the City standard of BMR units in identical size as the market rate units.  
 
The BMR compliance options for Project B illustrate how a variation from the existing City policy 
of identical size units might work.  Project B is a 64 unit project that would ordinarily produce 9.6 
BMR units.  The first option shows how a developer might elect to do larger units but fewer of 
them.  In this example only seven units are provided, but three of them have three bedrooms for 
larger families.  The second option shows more but smaller units and a deficiency which is met 
by a cash payment for a portion of the obligation not met on site.  
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Were the City to be desirous of incorporating even more flexibility into the program, the 
developer might be allowed to deliver even fewer units, but to lower income levels which 
produce larger gaps.  
 
We believe that more flexibility in the BMR application with a customized approach would 
benefit both the City and the developer.  The City would have more opportunity to achieve larger 
units or units that meet some other unmet need.  The developer would have more flexibility in 
designing the project around the many regulations and limitations.  For example, larger 
bedroom units but fewer of them might result in a physical solution that works better from the 
parking perspective, or perhaps the FAR perspective, or some combination of them.  Smaller 
units sometimes fit better in corners or other physical conditions generated by the site 
configuration or the main target market rate units in the project.  
 
Clearly, the negotiated process will require a back and forth, but with the methodology and 
analysis clearly understood and presented, the developer ought to be able to propose solutions 
that are acceptable to the City because they meet the quantified BMR obligation.  There may, in 
fact, be less room for discretion and decision making on the part of the staff than generated by 
the current application procedure.  
  
 


