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MMEMORANDUM 
To:   Jean Eisberg, Lexington Planning 

Clare Campbell, City of Palo Alto 

From:  Sujata Srivastava and Jesse Brown, Strategic Economics 

Date:  March 4, 2021 

Subject: Additional Financial Analysis of NVCAP Housing Alternatives 

 
This memo report summarizes additional financial analysis of the preliminary land use alternatives 
for the North Ventura Coordinated Area Plan. The findings presented in this report are based on a 
pro forma analysis that was completed in January 2020 and builds on the conclusions from the 
“Financial Feasibility of NVCAP Alternatives” memo from November 2020.  The previous analysis 
found that much of the residential development envisioned in Alternatives 1 and 2 were not likely to 
be financially feasible due to the height limits and parking requirements. However, the residential 
development types in Alternative 3 had a higher probability of being built and delivering community 
benefits. 
 
The additional analysis described in this memo is meant to address the following questions: 
 

 If the residential development envisioned in Alternative 2 is infeasible, what is the shortfall, 
or funding gap? 

 Can residential development projects in Alternative 3 feasibly provide more than 15% of 
units at below-market rate rents or sales prices?  

Key Findings 
The total funding gap is estimated at $130 million for Alternative 2, assuming that each residential 
development prototype sets aside 15% of units for BMR households. This funding gap represents the 
shortfall for residential development only; it does not include other funding needs for infrastructure, 
parks, and other community benefits. 
 
Alternative 3 has significantly lower development costs per unit for all prototypes, which would allow 
for ownership developments to set aside 20% of units for BMR households. This alternative can 
potentially result in a greater percentage of BMR units targeting a mix of moderate (15%) and low 
(5%) income households.  
 
Alternative 3 can also allow for rental developments to provide 15% BMR units if they are targeted to 
a mix of moderate (10%) and low (5%) income households without subsidy.  This generally 
represents a “break even” point. Because rental housing has a lower per unit value than ownership 
housing, it would not be able to support a greater percentage of BMR units onsite or a deeper 
affordability target without a source of subsidy.   
 
For Alternative 3 to achieve the goal of setting aside 20% BMR units in rental developments, there is 
a funding gap of $37 million. The funding gap represents the shortfall of $20,000 per unit for rental 
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residential projects to set aside 20% of units to a mix of very low (5%), low (5%), and moderate 
income (10%) households. 

Assumptions 

BBUILDING TYPES 

Drawing on its previous analyses and the parcel buildout assumptions for the NVCAP alternatives,  
Strategic Economics developed assumptions regarding the building types that would be most likely 
to be under the proposed height limits. They are described in Figure 1 below.  
 
As shown, the buildings in the areas with a 35-foot height limit are most likely to be townhomes, with 
up to two stories over an above-ground parking podium.  Three-story (35 feet) multifamily condos 
and apartments are unlikely to be developed at this height limit, due to the cost of underground 
parking relative to the number of units that can be achieved on the sites and the parking 
requirements. Townhomes in the Peninsula and Silicon Valley markets are usually for-sale products.  
 
In the 50-foot to 70-foot range, it is expected that the development would be a blend of multifamily 
rental apartments and condominiums. Based on recent development trends and the ownership of 
the key parcels designated for higher density multifamily housing, Strategic Economics estimates 
that 80 percent of these would be rental apartments, and 20 percent would be for-sale 
condominiums. 
 
Under Alternative 2’s maximum buildout assumptions, there could be 1,620 units, including 1,423 
multifamily rental apartments, 64 townhomes, and 133 multifamily condominiums. Under 
Alternative 3’s maximum buildout assumptions, there could be 1,856 multifamily rental apartments, 
88 townhomes, and 185 multifamily condominiums. 
 
FIGURE 1: MAXIMUM BUILDOUT BY UNIT TYPE FOR ALTERNATIVE 2 AND ALTERNATIVE 3 

Prototype  Height Limit  Tenure  
Alternative 2 

UUnits 
Alternative 3 

UUnits 

Townhomes 35 Feet For-sale                   64                 88  
Multifamily Rental 50-70 Feet Rental              1,423            1,856  
Multifamily Condominiums 50-70 Feet For-Sale                 133               185  
Total Housing Units                1,620            2,129  

Source: City of Palo Alto, Strategic Economics. 

DEVELOPMENT COSTS  

Residential development costs include land costs, construction (hard) costs, soft costs (including city 
permits, architectural and engineering, and other fees), and profit. The profit expectations would vary 
depending on the financing sources specific to each project, but for the purposes of this analysis, 
Strategic Economics assumed that profit (return on cost) would be equivalent to 15 percent of the 
sum of the other development costs. The components of development costs, including profit, are 
illustrated in Figure 2 below. 
 
To be considered financially feasible, the value of a project must be equal to or greater than the total 
development costs. 
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FFIGURE 2: COMPONENTS OF DEVELOPMENT COST 

Source: Strategic Economics 

Strategic Economics calculated the per-unit development costs by prototype for Alternative 2 and 
Alternative 3. The value is calculated as the sales price for ownership units and as the capitalized 
value of the rental units.1 
 
As shown in Figure 3 and Figure 4, the per-unit development costs are higher in Alternative 2 than 
Alternative 3 because of the amount of parking that is required. In Alternative 2, the parking ratio is 
2.0 spaces per unit for larger units (townhomes and multifamily condos) and 1.5 spaces per unit for 
more multifamily rental units. In Alternative 3, the parking ratio is 1.0 space per unit for all unit 
types. 
 
 

1 The capitalized value for rental housing is calculated as the net operating income divided by the capitalization rate for multifamily 
properties. 
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FFIGURE 3: DEVELOPMENT COST PER UNIT FOR ALTERNATIVE 2 

Prototype  
Townhome Multifamily Condos Multifamily Rental 

35 feet  50--70 feet  50--70 feet  

Description  
2-story 

townhomes with 
podium parking 

4 to 6-story condos 
with underground 

parking 

4 to 6-story 
apartments with 

underground 
parking 

Total Units 18 119 170 
Number of Market Rate Units 15 101 170 
Number of BMR Units Required 3 18 0 

Average Unit Size (in square feet) 1,600 1,000 700 
Number of Parking Spaces 36 238 255 
Parking Ratio (spaces/unit) 2 2 1.5 
Development Cost per Unit $1,212K $1,083K $742K 

Source: Strategic Economics, January 2020. 
 
 
FIGURE 4: DEVELOPMENT COST PER UNIT FOR ALTERNATIVE 3 

Prototype  
Townhome  Multifamily Condos  Multifamily Rental  

35 feet  50--70 feet  50--70 feet  

Description  
2-story 

townhomes with 
podium parking 

4 to 6-story condos 
with underground 

parking 

4 to 6-story 
apartments with 

underground 
parking 

Total Units 18 119 170 
Number of Market Rate Units 15 101 144 
Number of BMR Units Required 3 18 0 

Average Unit Size (in square feet) 1,600 1,000 700 
Number of Parking Spaces 18 119 170 
Parking Ratio (spaces/unit) 1 1 1 
Development Cost per Unit $1,153K $936K $668K 

Source: Strategic Economics, January 2020
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BMR UNITS 

For Alternative 2, it is assumed that all residential development projects (rental and for-sale) would 
be required to set aside 15% of the units at below-market rate sales prices or rents. Currently, the 
City of Palo Alto requires 15% onsite inclusionary units for for-sale projects, and housing impact fees 
for rental projects.  
 
For Alternative 3, Strategic Economics tested the financial feasibility of providing more than the 
current requirement for BMR housing.  
 

 For ownership housing, Strategic Economics analyzed the potential for developments to 
provide 15% BMR units (current requirement) in Scenario 1. In Scenario 2 and Scenario 3, 
the alternative provides 20% BMR units onsite, including 5% low income and 15% moderate 
income units.  

 For rental housing, Strategic Economics tested the potential for 15% BMR units onsite with 
different income targets. Scenario 1 has 15% BMR units with a mix of very low, low, and 
moderate income units. Scenario 2 also provides 15% BMR units but only for low and 
moderate income households. Scenario 3 sets aside 20% BMR units for very low, low, and 
moderate income households. 

 
The Alternative 3 BMR scenarios are summarized in Figure 5 below. 
 
 
FIGURE 5: BMR SCENARIOS FOR ALTERNATIVE 3 

Prototype   Scenario 1  Scenario 2  Scenario 3  

Townhomes and Multifamily Condominiums 15% Moderate  

 
5% Low 
15% Moderate 

 
5% Low 
15% Moderate 

Multifamily Rental 

5% Very Low 
5% Low 
5% Moderate 

5% Low  
10% Moderate 

5% Very Low 
5% Low  
10% Moderate 

Source: Strategic Economics 

 

UNIT VALUES 

The values of the market-rate units and below-market rate units are summarized in Figure 6 below. 
The weighted average of the units in each prototype under the various BMR scenarios are shown in 
Figure 7. Scenarios with a higher BMR percentage, or that target lower income categories, have a 
lower average unit value because of the limits on rents and sales prices for BMR units. 
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FFIGURE 6: MAXIMUM SALES PRICES AND RENTS BY UNIT TYPE 

 Townhome  Multifamily Condos  Multifamily Rental  

  35 feet  50--70 feet  50--70 feet  

80% AMI (Low Income) $334,870 $278,724 $2,076 
100% AMI (Moderate Income) $450,950 $379,753 $2,643 
120% AMI (Moderate Income) $608,172 $516,803 $3,185 
Market-Rate $1,440,000 $1,150,000 $3,850 
Source: Alta Housing, City of Palo Alto, Strategic Economics   

 
 

FIGURE 7: WEIGHTED AVERAGE VALUE PER UNIT BY BMR SCENARIO 

 

BMR Scenario 
Townhome Multifamily 

CCondos 
Multifamily 

RRental 

35 feet 50-70 feet 50-70 feet 

Scenario 1 (15% BMR for ownership targeting Mod,  
15% BMR for rental targeting VLI, LI, Mod) $1,234,528 $989,250 $658,754 

Scenario 2 (20% BMR for ownership targeting Mod,  
15% BMR for rental targeting LI and Mod) $1,182,035 $947,864 $668,150 

Scenario 3 (20% BMR for ownership targeting Mod,  
20% BMR for rental targeting VLI, LI, and Mod) $1,182,035 $947,864 $647,674 

Source: Alta Housing, City of Palo Alto, Strategic Economics 

Conclusions 

FUNDING GAP FOR ALTERNATIVE 2 

In Alternative 2, the total development cost exceeds the value per unit for the multifamily condos 
and multifamily rental prototypes. The funding gap for the multifamily condos is about $94,000 per 
unit. The funding gap for multifamily rentals is almost $83,000 per unit. The townhouse prototype is 
financially feasible. Therefore, in Alternative 2, the likely development response would be to build for-
sale townhomes, even in areas that allow for greater height. 
 
The total funding gap is estimated at $130 million for Alternative 2, assuming that each residential 
development prototype sets aside 15% of units for BMR households. This funding gap represents the 
shortfall for residential development only; it does not include other funding needs for infrastructure, 
parks, and other community benefits. 
 
Because there is a funding gap for multifamily residential building types, there is limited potential for 
Alternative 2 to provide additional community benefits contributions from residential development in 
the NVCAP area. 
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FFIGURE 8: ESTIMATED FUNDING GAP FOR ALTERNATIVE 2 

Alternative 2 
Townhome  Multifamily Condos  Multifamily Rental  

35 feet  50--70 feet  50--70 feet  
Weighted Average Value per Unit $1,234,528  $989,250  $658,754  

Development Cost per Unit $1,212,133  $1,083,385  $741,532  

Gap per Unit $22,395  ($94,136) ($82,778) 

Number of Units in Maximum Buildout 64  133  1,423  

Funding Gap  n/a  ($12,520,033) ($117,793,031) 

 
   

Total Funding Gap     ($130,313,064) 
Source: Strategic Economics 
 

POTENTIAL FOR ADDITIONAL BMR HOUSING IN ALTERNATIVE 3 

Alternative 3 has significantly lower development costs per unit for all prototypes, which would allow 
for ownership housing to provide 20% BMR units onsite. This alternative can potentially result in the 
provision of at least 20% BMR units onsite, targeting a mix of moderate and low income households 
(Scenario 2). 
 
Alternative 3 can also allow for rental developments to provide 15% BMR units if they are targeted to 
a mix of moderate and low income households. In Scenario 2, which would provide 15% BMR units 
(10% moderate and 5% low), the weighted average value per unit of $668,000 is equivalent to the 
development cost per unit, meaning that the projects would generally “break even.” Because rental 
housing has a lower per unit value than ownership housing, it would not be able to support a greater 
percentage of BMR units onsite or a deeper affordability target. In Scenario 1, which would provide 
5% of the units to very low income households, the development cost per unit of $668,000 exceeds 
the average value per unit of $659,000.  
 
There is an estimated funding gap of $37 million for rental developments in Alternative 3 to provide 
20% BMR units. As shown in Figure 10, achieving a goal of 20% BMR units for rental projects 
targeting very low, low, and moderate income households would require a subsidy of about $20,000 
per unit. This represents the difference between the cost of developing a rental unit ($668,000) and 
the average value of the rental unit ($648,000). As noted above, the ownership products can 
feasibly provide 20% BMR units for moderate income households. 
 
FIGURE 9: PER UNIT DEVELOPMENT COSTS, BY BMR LEVEL 

  
Townhome  Multifamily Condos  Multifamily Rental  

35 feet  50--70 feet  50--70 feet  

Development Cost per Unit $1,153K $936K $668K 
Weighted Average Value per Unit    

Scenario 1 (15% BMR for ownership targeting 
Mod, 15% BMR for rental targeting VLI, LI, Mod) 

$1,235K $989K $659K 

Scenario 2 (20% BMR for ownership targeting 
Mod, 15% BMR for rental targeting LI and Mod) 

$1,182K $948K $668K 

Scenario 3 (20% BMR for ownership targeting 
Mod, 20% BMR for rental targeting VLI, LI, and 
Mod) 

$1,182K $948K $648K 

 
Source: Strategic Economics 
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FFIGURE 10: ALTERNATIVE 3, SCENARIO 3 FUNDING GAP (20% BMR FOR OWNERSHIP AND RENTAL) 

  
Townhome  Multifamily Condos  Multifamily Rental  

35 feet  50--70 feet  50--70 feet  
Weighted Average Value per Unit $1,182,035  $947,864  $647,674  
Development Cost per Unit $1,153,134 $935,886 $667,783 
Gap per Unit $28,901  $11,978  ($20,109) 
Number of Units in Maximum Buildout                               88                                        185                                1,856  
Funding Gap n/a n/a ($37,322,386) 

    
Total Funding Gap     ($37,322,386) 

Source: Strategic Economics 

 

EFFECTS OF COVID-19 ON HOUSING DEVELOPMENT 

It is important to note that the feasibility analysis summarized in this report was conducted in 
January 2020 prior to the onset of the COVID-19 pandemic and does not account for the severe 
economic impact of the pandemic. There are some indications that the for-sale housing market, 
especially for single-family homes, has remained strong in the Bay Area. According to Costar data, 
the average rental rates in Palo Alto declined by eight percent from the end of 2019 to November 
2020. Vacancy rates have also increased from four percent at the end of 2019 to eight percent at 
the end of 2020. Some of the reduced demand for market-rate rental housing could be attributed to 
Stanford University’s decision to limit the number of students on campus during the academic year.  
 
While the demand for rental apartments shows some weakness, construction costs continue to rise. 
Architects and developers report that the cost of lumber has increased by approximately 20 percent 
in the last year in response to the recent boom in home improvements and renovations.  
 
There is insufficient data to confidently predict the timing of the recovery from COVID-19, and the 
long-term outcomes on the demand for market-rate housing. The need for housing is likely to 
continue, especially for workforce and lower-income households. However, it is not clear whether 
construction and land costs will continue to rise, and whether the demand for market-rate 
multifamily housing will return to the same levels that existed prior to the pandemic. The feasibility 
analysis shows that strategies to reduce the cost of construction for multifamily housing (such as 
parking reductions) and to create incentives for redevelopment will improve the likelihood of new 
housing development; this will continue to be the case if the demand for market-rate housing takes 
time to recover.  
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