AGENDA ITEM REQUEST FORM

Department: Rent Program Department Head: Bill Lindsay Phone: 620-6512

Meeting Date: May 24, 2017 Final Decision Date Deadline: May 24, 2017

STATEMENT OF THE ISSUE: The Richmond Fair Rent, Just Cause for Eviction, and Homeowner Protection
Ordinance (“Ordinance”) provides for a petition process, whereby Landlords and Tenants may submit a petition
for an upward or downward adjustment in the Maximum Allowable Rent. Furthermore, in lieu of filing a civil
action, a Tenant may file an administrative complaint. Section 11.100.100(b)(1) of the Ordinance provides that the
rules and regulations adopted by the Board shall provide for final Board action on any complaint for Excess Rent
within one-hundred twenty (120) days following the date of filing the complaint. The establishment of interim
guidelines is necessary to process the twenty-two (22) Excess Rent Complaints and forty-two (42) Rent
Adjustment Petitions filed with the Rent Program as of May 17, 2017.

INDICATE APPROPRIATE BODY

[] City Council [] Redevelopment [] Housing Authority [] Surplus Property [] Joint Powers
Agency Authority Financing Authority
[J Finance [] Public Safety Public  [] Local Reuse Authority [Jother: Rent Board
Standing Services Standing
Committee Committee
ITEM

[_] Presentation/Proclamation/Commendation (3-Minute Time Limit)

[] Public Hearing [ ] Ordinance [] Other: Training

[ ] Contract/Agreement [] Council As Whole

[] Grant Application/Acceptance [_] Claims Filed Against City of Richmond

[ ] Resolution [] Video/PowerPoint Presentation (contact KCRT @ 620.6759)

RECOMMENDED ACTION: ADOPT Administrative Regulation 17-02 and DIRECT staff to establish and implement interim
guidelines for hearing Rent Adjustment Petitions and Excess Rent Complaints.
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ITEM [-2

City of
Riehmond

AGENDA REPORT

RENT PROGRAM

DATE: May 24, 2017
TO: Chair Gray and Members of the Rent Board
FROM: Bill Lindsay, City Manager

SUBJECT: INTERIM GUIDELINES FOR HEARING RENT ADJUSTMENT
PETITIONS AND EXCESS RENT COMPLAINTS

STATEMENT OF THE ISSUE:

The Richmond Fair Rent, Just Cause for Eviction, and Homeowner Protection
Ordinance (“Ordinance”) provides for a petition process, whereby Landlords and
Tenants may submit a petition for an upward or downward adjustment in the Maximum
Allowable Rent. Furthermore, in lieu of filing a civil action, a Tenant may file an
administrative complaint. Section 11.100.100(b)(1) of the Ordinance provides that the
rules and regulations adopted by the Board shall provide for final Board action on any
complaint for Excess Rent within one-hundred twenty (120) days following the date of
filing the complaint. The establishment of interim guidelines is necessary to process the
twenty-two (22) Excess Rent Complaints and forty-two (42) Rent Adjustment Petitions
filed with the Rent Program as of May 17, 2017.

RECOMMENDED ACTION:

ADOPT Administrative Regulation 17-02 and DIRECT staff to establish and implement
interim guidelines for hearing Rent Adjustment Petitions and Excess Rent Complaints.

FISCAL IMPACT:

On April 5, 2017, the Rent Board authorized staff to enter into a sole source contract
with University of the Pacific McGeorge School of Law Institute for Administrative
Justice (IAJ) for hearing officer services. The draft Fiscal Year 2017-18 Rent Program
Budget assumes that each hearing will last approximately two hours at a rate of
$220.00 per hour.! As of May 17, 2017, the Rent Program has received twenty-two (22)

! While the insertion of an assumption is necessary for budgetary purposes, based on staff members’
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ITEM [-2

Excess Rent Complaints and forty-two (42) petitions (Attachments 2 and 3). If each
hearing lasts the full two hours, the associated cost will be $27,280.

DISCUSSION:

Section 11.100.070(d) provides that the Board shall enact rules and regulations
governing hearings and appeals of individual adjustments of the Maximum Allowable
Rent. During this interim period, before an Executive Director is hired and permanent
staff members are retained, interim Rent Program legal counsel recommends utilization
of the Maintenance of Net Operating Income (MNOI) methodology for making a fair rate
of return determination (Attachment 4). Utilization of this approach, adopted in a myriad
of other jurisdictions in the State of California with rent stabilization policies, will allow
the Rent Program to process the forty-two petitions filed as of May 17, 2017, in a timely
manner.

DOCUMENTS ATTACHED:

Attachment 1 — Resolution of the Richmond Rent Board Adopting Administrative
Regulation 17-02 Concerning Interim Regulations for Hearing Rent
Adjustment Petitions and Excess Rent Complaints

Attachment 2 — Excess Rent Complaints Submitted as of May 17, 2017

Attachment 3 — Rent Adjustment Petitions Submitted as of May 17, 2017

Attachment 4 — Comment on Fair Return Analysis Pursuant to the Zoning Application of
2631 Durant St., Berkeley

conversations with attorneys at the Institute for Administrative Justice, the duration of hearings is largely
dependent on the complexity of the case. It is anticipated that a majority of hearings will be heard in less
than two hours.

May 24, 2017 Page 2 of 2



ATTACHMENT 1

RICHMOND RENT BOARD REGULATION 17-02

1. Petitions for a rent adjustment.

A. A petition for a rent adjustment shall be scheduled for hearing by the appointed hearing officer
within 15 business days of the Rent Board’s staff receipt of the petition and, as to a landlord filed
petition, determination that the declaration of the landlord that the Rental Unit meets all the
requirements of the Ordinance is true. The hearing examiner shall use best efforts to conduct the
hearing on the petition within 45 days thereafter, recognizing, however, that the timeframe may
need to be extended for good cause, for example, the need to conduct a current building
inspection and/or the need for adequate time for records to be assembled, produced and reviewed
by the party opposing the petition. The hearing examiner shall issue a written decision concerning
the petition within 30 days of the close of the hearing; the hearing examiner may allow the parties
to file letter briefs before the hearing is closed.

B. Any person aggrieved by the decision of the hearing examiner may appeal the decision to the
Board by filing an appeal, on a form provided by the Board, within 15 business days from the
date the Board sends a notice of the decision to the parties. The Board shall not conduct a de
novo hearing on the petition but shall affirm, reverse or modify the decision of the hearing
examiner based on the administrative record as set forth in Section 11.100.070 (d)(7), Richmond
Municipal Code. The Board shall meet as soon as reasonable in order to consider the appeal and
issue a decision. If an appeal is not filed timely in response to the hearing examiner’s decision,
that decision is final. If an appeal is timely filed, the Board’s decision is final but subject to
judicial review as set forth in Section 11.100.090, Richmond Municipal Code.

2. Administrative complaints for excess rent.

A. A tenant’s administrative complaint under Section 11.100.100 (b), Richmond Municipal
Code, shall be scheduled for hearing by the appointing hearing officer within 15 business
days of the Rent Board’s staff receipt of the complaint. For the administrative complaints
that have been filed prior to June 1, 2017, the 15 business days shall start June 1, 2017. The
hearing examiner shall use best efforts to conduct the hearing on the complaint within 30
days thereafter. The hearing examiner shall issue a written decision concerning the complaint
within 21 days of the close of the hearing; the hearing examiner may allow the parties to file
letter briefs before the hearing is closed.

B. Any person aggrieved by the decision of the hearing examiner may appeal the decision to the
Board by filing an appeal, on a form provided by the Board, within 10 business days from the
date the Board sends a notice of the decision to the parties. The Board shall not conduct a de
novo hearing on the complaint but shall affirm, reverse or modify the decision of the hearing
examiner based on the administrative record as compiled by the hearing examiner. The
Board shall meet as soon as reasonable in order to consider the appeal and issue a decision. If
an appeal is not filed timely in response to the hearing examiner’s decision, that decision is
final. If an appeal is timely filed, the Board’s decision is final but subject to judicial review
as set forth in Section 11.100.090, Richmond Municipal Code. The Board will have taken
final action within 120 days on any administrative complaints for excess rents that were
pending as of June 1, 2017 and on all administrative complaints filed on June 1, 2017 and
thereafter.

Regulation 17-02
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ATTACHMENT 1

Approved as to form on May 24, 2017:

Michael Roush
Interim Board Counsel
Richmond Rent Board

Regulation 17-02
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ATTACHMENT 2

City of Richmond Rent Program
Summary of Excess Rent Complaints
May 17, 2017 10:23 AM

FORM SUBMISSION SUMMARY:
EXCESS RENT COMPLAINTS

Purpose: In lieu of filing a civil action, a Tenant may file an administrative complaint. A Landlord who demands, accepts, receives, or retains any payment of Rent in excess of the Maximum Allowable Rent shall be liable for damages in the
amount by which the payment or payments demanded, accepted, received, or retains exceeds the Maximum Allowable Rent . The rules and regulations adopted by the Board shall provide for final Board action on any complaint for excess
Rent within one-hundred twenty (120) days following the date of filing of the complaint (RMC 11.100.100(b)(1-2)). Total Excess Rent Complaints Submitted: 22

" Date Filed 120 Day Deadlim.e for Final Date Courtesy Compliance I_Warning | Violation Letters Current Rent/Base Rent
Board Action Mailed

1 February 7, 2017 June 7, 2017 February 6, 2017 | April 6, 2017 | April 17,2017 $1,550/ 61,295
2 February 11, 2017 June 11, 2017 March 20, 2017 | May 10, 2017 $1,100 / $950
3 February 24, 2017 June 24, 2017 February 6, 2017 | April 24, 2017 $1,506/ 51,333
4 February 28, 2017 June 28, 2017 March 14, 2017 | April 6, 2017 | April 17, 2017 $1,335/ 5950
5 March 2, 2017 June 30, 2017 March 17, 2017 (COMPLIED) $1,230/ 51,150
6 March 2, 2017 June 30, 2017 February 22,2017 | May 10, 2017 $1,550/ $1,150
7 March 2, 2017 June 30, 2017 March 7, 2017 | April 6, 2017 $1,400 / $950
8 March 2, 2017 June 30, 2017 March 7, 2017 | April 6, 2017 $1,400 / $950
9 March 7, 2017 July 5, 2017 February 14, 2017 S600/ S500
10 March 20, 2017 July 18, 2017 March 14, 2017 | April 6, 2017 | April 17, 2017 $1,335/$950
11 March 20, 2017 July 18, 2017 March 14, 2017 | April 6, 2017 | April 17, 2017 $1,335/$950
12 March 24,2017 July 22, 2017 March 8, 2017 | April 12, 2017 $700/$500
13 March 27,2017 July 25, 2017 March 15, 2017 $1,400/$825
14 March 30, 2017 July 28, 2017 February 6, 2017 | April 24, 2017 $1,889/$1,834
15 April 6, 2017 August 4, 2017 February 6, 2017 | April 24, 2017 $1,889/$1,834
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City of Richmond Rent Program

Summary of Excess Rent Complaints
May 17, 2017 10:23 AM

ATTACHMENT 2

120 Day Deadline for Final

Date Courtesy Compliance | Warning | Violation Letters

# Date Filed Board Action Mailed Current Rent/Base Rent

16 April 8, 2017 August 6, 2017 March 7, 2017 | April 24, 2017 $2,250/5$2,100

17 April 14, 2017 August 12, 2017 February 6, 2017 | April 24, 2017 $1,804/$1,475

18 April 15, 2017 August 13, 2017 March 7, 2017 | April 24, 2017 $1,395/$1,295

19 April 26, 2017 August 24, 2017 April 18, 2017 $1,100 / $866

20 May 1, 2017 August 29, 2017 May 10, 2017 $1,150/ $1,100

21 May 1, 2017 August 29, 2017 May 10, 2017 $1,150/ $1,100

22 May 16, 2017 September 13, 2017 May 18, 2017 S872 /5834
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ATTACHMENT 3

City of Richmond Rent Program
Summary Rent Adjustment Petitions
As of: May 17, 10:13 AM

FORM SUBMISSION SUMMARY:
RENT ADJUSTMENT PETITIONS

Purpose: Landlords and Tenants may file a petition for an increase or decrease in the Maximum Allowable Rent by completing the following form and submitting all required proof (RMC 11.100.070(c)). A hearing examiner will closely evaluate
a request and the proof provided in accordance with Rent Board rules and regulations. Total Petitions Submitted: 42. Total Petitions Filed by Tenants (Downward Rent Adjustment): 5. Filed by Landlords (Downward Rent Adjustment): 37.

Calendar Days Since Reason for Filing
# Date Filed - Tenant or Landlord? . .
Filing (Per online form categories and RMC 11.100.070(g))

1 January 31, 2017 106 Landlord Increase or decrease in property taxes; The pattern of recent rent increases or decreases; Increases or decreases in
the number of tenants occupying the rental unit, living space, furniture, furnishings, equipment, or other housing
services provided, or occupancy rules.

2 January 31, 2017 106 Landlord Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
Capital Improvements

3 January 31, 2017 106 Landlord Increase or decrease in property taxes; The pattern of recent rent increases or decreases; Capital Improvements

4 January 31, 2017 106 Landlord Increase or decrease in property taxes; The pattern of recent rent increases or decreases; Capital Improvements

5 January 31, 2017 106 Landlord Increase or decrease in property taxes; The pattern of recent rent increases or decreases; Capital Improvements

6 February 6, 2017 100 Landlord Other: Rent rollback

7 February 8, 2017 98 Landlord The pattern of recent rent increases or decreases

8 February 9, 2017 97 Landlord The pattern of recent rent increases or decreases

9 February 12, 2017 94 Landlord The pattern of recent rent increases or decreases

10 | February 19, 2017 87 Landlord Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increase or decrease.

11 | February 19, 2017 87 Landlord Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases

12 | February 20, 2017 86 Landlord Unavoidable increases or decreases in maintenance or operating expenses; Substantial deteriorations of the
controlled rental units other than as a result of normal wear and tear; Capital improvements

13 | February 21, 2017 85 Landlord Unavoidable increases or decreases in maintenance or operating expenses; Substantial deteriorations of the
controlled rental units other than as a result of normal wear and tear; Capital improvements

14 | February 24, 2017 82 Landlord Substantial deteriorations of the controlled rental unit other than as a result of normal wear and tear; Capital
improvements

15 | February 26, 2017 80 Landlord Unavoidable increases or decreases in maintenance or operating expenses; The pattern of recent increases or
decreases

16 | March 3, 2017 75 Landlord Substantial deterioration of the controlled rental unit other than a result of normal wear and tear
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City of Richmond Rent Program
Summary Rent Adjustment Petitions
As of: May 17, 10:13 AM

ATTACHMENT 3

Calendar Days Since Reason for Filing
# Date Filed - Tenant or Landlord? . .
Filing (Per online form categories and RMC 11.100.070(g))

17 | March 3, 2017 75 Landlord Substantial deterioration of the controlled rental unit other than a result of normal wear and tear

18 | March 3, 2017 75 Landlord Substantial deterioration of the controlled rental unit other than a result of normal wear and tear

19 | March 3, 2017 75 Landlord Unavoidable increases or decreases in maintenance or operating expenses

20 | March 3, 2017 75 Landlord Unavoidable increases or decreases in maintenance or operating expenses

21 | March 3, 2017 75 Tenant Requesting for relocation payment that haven’t been paid in the amount of $16,000

22 | March 8,2017 70 Tenant The pattern of rent increase or decreases; Substantial deterioration of the controlled rental unit other than as a
result of normal wear and tear; Capital improvements

23 | March 14, 2017 64 Landlord Increases or decreases in property taxes; The pattern of recent rent increases or decreases

24 | March 14, 2017 64 Landlord Increases or decreases in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases

25 | March 14, 2017 64 Landlord Tenant is currently receiving a $250 discount off of base rent, by serving as the building manager. | believe | have the
right to terminate his manager position and add back the rent discount he currently receives. The add-back should
not be treated as a rent increase.

26 | March 20, 2017 58 Landlord Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases
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City of Richmond Rent Program
Summary Rent Adjustment Petitions
As of: May 17, 10:13 AM

ATTACHMENT 3

#

Date Filed

Calendar Days Since
Filing

Tenant or Landlord?

Reason for Filing
(Per online form categories and RMC 11.100.070(g))

27

April 11, 2017

36

Tenant

Substantial deteriorations of the controlled rental unit other than as a result of normal wear and tear; Severe mold
and moisture infestation; leaking water in living room windows causing uninhabitable living conditions;Certified
letter was sent in January to the Property Manager at which time he sent out a crew to clean the mold from the
walls; inspection of the unit was done and measurements for new windows taken;| was told that new windows
would be installed to prevent further damage but that was in February 2017 until this point nothing has been done;
last time | contacted Property Management in March 16th, 2017 | was told "Their going to have the windows next
week";It's been over a (3) months since first notification of said problems; | suffer from severe asthma and other
allergies the bedroom has mold infestation!

28

April 12,2017

35

Landlord

The pattern of recent rent increases or decreases; At the time of 89yr old [name redacted] death, 05/09/2015, the
$800 per month rent had been allowed to remain at less than 50% of Fair Market Rent ( based on Sect 8 allowable
rent schedule). As a result, Property Management Co (Bartels Prop) was subsequently fired. We respectfully request
the rent be allowed to remain at $1400 month. This amount of rent is still well below the Section 8 rent schedule.

29

April 16, 2017

31

Landlord

Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases.

30

April 16, 2017

31

Landlord

Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases.

31

April 16, 2017

31

Landlord

Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases.

32

April 16, 2017

31

Landlord

Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases.

33

April 18, 2017

29

Landlord/PM

Capital improvements; this property is a four-plex. The roof was replaced due to leaks. Also new fencing was
installed around the property. There was no existing fencing around the complex. The fencing cost is 50% of the
total bill as it is shared with the four-plex next door which is also under the same ownership.

34

April 18, 2017

29

Landlord/PM

Capital improvements; new front window installed in unit.

35

April 18,2017

29

Landlord/PM

Capital improvements; This property is a four-plex. The roof was replaced due to leaks. Also new fencing was
installed around the property. There was no existing fencing around the complex. The fencing cost is 50% of the
total bill as it is shared with the four-plex next door which is also under the same ownership.

36

April 21, 2017

26

Landlord /PM

Capital improvements; Seismic retrofit. 4-Plex building had tuck under parking-- soft story construction. Project was
planned by a licensed engineer who submitted plans to the City of Richmond Planning Dept. which approved same.
Cost of engineering services (including directing contractor's work) was $8,295. Contractor is specialist in EQ
retrofitting. Included were plywood sheer walls over the preexisting interior garage walls, a new free standing sheer
wall and foundation bolts. Cost of construction was $52,511; total cost $60,806.

37

April 21, 2017

26

Landlord/PM

Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases; Substantial deteriorations of the controlled rental unit other than
as a result of normal wear and tear; Increases or decreases in the number of tenants occupying the rental unit, living
space, furniture, furnishings, equipment, or other housing services provided, or occupancy rules; Capital
Improvements.
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ATTACHMENT 3

City of Richmond Rent Program
Summary Rent Adjustment Petitions
As of: May 17, 10:13 AM

Calendar Days Since Tenant or Landlord? Reason for Filing
Filing ) (Per online form categories and RMC 11.100.070(g))

38 | April 26, 2017 21 Landlord Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
Increases or decreases in the number of tenants occupying the rental unit, living space, furniture, furnishings,
equipment, or other housing services provided, or occupancy rules; Capital Improvements

39 | May 3, 2017 14 Tenant Unavoidable increases or decreases in maintenance or operating expenses; Substantial deteriorations of the
controlled rental unit other than as a result of normal wear and tear

# Date Filed

40 | May 10, 2017 7 Landlord Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases

41 | May 10, 2017 7 Landlord Increase or decrease in property taxes; Unavoidable increases or decreases in maintenance or operating expenses;
The pattern of recent rent increases or decreases.

42 | May 16, 2017 1 Tenant Failure on the part of the Landlord to provide adequate Housing Services or to comply substantially with applicable
housing, health and safety codes; | been asking my landlord to fix these problems(bathroom and windows) for the
past five months. | don't think it's fair that she has came out to fix things for the other tenants but will not fix things
for me!
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Summary
While the zoning ordinance provides for a determination of whether an
appﬁcantcanmakeafairretumbymaintainingthe'dweﬂingunitas apart
of the rental housing matket, it does not include a standard for
determining what is a fair refutn. : : .
In this case a “circular” type of fair return, standard — rate of return on
investment —was used, instead of the type of fair standard that has become
niost widely accepted as the most reasonable type of fair return standard
~maintenanice of net opetating ipcone. '

While the conéept of rgteqfremmronmesttnent makes sénse for..an

 from seviére'cdnice

investment analysis, its tibe iri thé,contexs of a fuif return analysis suffers
ceptial and methiodologicl flaws. . |

: T T S . RN :
a) The fair rate of tetiitn onl investnxent methodology is circular because

the investor can detetmine what retuen s fair by setting the level of the
investment (or éven manipulate the outcome under such an approach),
b) There is na standard. rate that is “reasonable,” a

" ¢) There is divergence about what “rate bage” should be used in a rate of

rétuen analysis - the original investment, the original investment -
adjusted upward by the CPI increase since the time of the investment,
ot thie original investment adjusted downward by depreciation.

» Incontrast, under the maintenance of net operating income standard,

' faureturnxs defined as net operating income as of a base year, adjusted

by theinciease in the Consumet Price Index since the base year. ‘This type
of standard has beer adopted by the cities'of Los Angeles, Santa Monica,

" andWest Hollywood, ds well as Betkeley, California appellate courts have

répeétéd.ly affirmed and positively commetited on the use of this type of
standard. c | -



3.

In this case, there are very large differences in proiections of market
rents by the Planning Staff and Rent Board Staff which lead to opposite
conclusions by the Rent Board Staff and the Planning Staff about whéther
the current building corjld yield a falrretum, No matterwhat type of fair
return standard js-used, ‘this i5 a central issue. An independent appraiser

. should be engaged to provﬁle an opinion on what the market rents of the
cutrent building would be assumiiig the proiected renovation of the

property, The Courts have indicated that fair retumn decisions must be -
based on expert opinion. LocaI agencies and applicants for fair retutn rent

'adjustments under rent stabxhzauon ordinances have tiet this standard by

using an appraiser. In this case, the opinions about current market rents

are not based on market-fent appralsals by appraisers (the otily available
appraisals were petfonned almost four yeats ago, before the excepuonal

' sutge in rents)

In advance of any future cases that raise fair retum issues in the context
of a zoning permit detenhinauon, a specific fair return standatd should be
adopted. Otherwise, the process will hiave to start with a “legislattve”
deterrnination of what: 'standard should be used, which will then be
accompanied by.a subjective “mix and match” process under that -
standard among the potential rates for which iusnﬁcauons can be :

profetred.
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The Author

The authot has a Ph.D in utbasi planmng and § is an a.ttomey He has researched and pubhshed

extenstvely on housing policy and real estaﬁe‘xssues

OverﬁlepastSOyears,hehassmedasaconsuItantibtbmyCahfomm unsdmuonsonlssues
telanedtorentstabihzahomHxsatndesonfmrremmxssueshavebeenawdmdemmonsof

the Califotnia and New Jetsey Supreme, Couts and in numerous California Court of Appeal
decisions. He has prepated fair return a.nalyses in rent smbthzauon cases for seventeen

Califosnia jurisdictions. * .

Also, he has setved as aconsultantto theWorld’BankandUS AID on pohcy1ssues in Bast
Futopean nations undetgomg econommic u:anétﬂon and- pn two occasxons has bee,n a visiting
Fulbtight professor in Bast Burope. © - - : 8 |

, Acopyofﬂaeaudaor'sresumematlnchedasAppmdtxA. o '")-

| Jppolite Court Opinlons In Fai Rgtu Cases Relying ot the Testimony of Kenneth K. Bear
Rainbow Digposal Co, I 4. Mabilebyma Park Rental Review BaamL 64 Cal App 4t 1159 (1999)
California Court of Appeal -
M:ICOpmglmdeby g Cigy qf.S'az]a.rq, 106 Gal. App4th. 204 (2003) California
Courto'prpeal ;\1 L
‘ Hxllrboumpﬂm.w.Pﬂwa Uites Cbm:mn,ZOSCal.App 44 246 (2003) cmf&mm Courtof
Appeal
Bergermedatm ﬂ Cz{y qu.rcoﬂdzdo i27°Cal App 4th'1 (2005) Cahforma Coiitt oprpeal
Las Altos Bl Granada Investors 9. Giy qf@mla, 139 CalApp.4th 629 as fiiodified by 140
Cal.App.4th 135¢ (2006)
Besaro 0. Cily of Fremund, 204 Cal. App.4th 345 (2012) California Court of Appesl
Colonsy CowPropeMLlEv Ciy cy‘Camn, 220 Cal. App4th 840 (2013) Caltfomm Court of
Appeal , o

Appellate Court Opinions Citing Analysls of Falr Retum Issues in Law Review Articles
authored by Kenneth Baar

Hekmslgy v. Borongb of Fors Lae, 78 N.J. 200; 394 A2d. 65 (1978) New Jetsey Supreme Coutt,
appeal dismissed, 440 U.S. 978, 99 S.Ct 1782, 60 LEA. 2d 237 (1979) .

Fisher . Gity of Berkelyy, 37 Cal3d. 644 (1984) California Supreme Coutt; affiemed, 475 U. S.
260, 106 S.Ct. 1045, 89 L.Ed.2d. 206 (1986)

v



Ocsansids Mobile Home Park Owners Amaalzm v Cx_ty q’ Ommde 157 Cal.App.3d. 887 (1984)

California Court of Appeal

Mayes v, Jackson Township, 103 NJ. 362; 511 A.2d. 589 (1986) Newjetsey Supreme Coutt; cett.

denied, 479 U.S. 1090, 107 8.Ct. 1300, 94 L.Ed. 2d. 155.(1987).

Yes v. Mobileboms Park Remtal Review Board, 17 Cal. App. 4th 1097 (1993) Cahfomm Coutt of

Appeal | .

Palomar Mobilehome Pm(z 3 qu o .S'aﬂ Marm, 16 CaLApp 4th 481 (1 993) Cahforma Court of

Appeal -

Kauaﬂa,u v. Santa Monsca Rent Ccmlm/ Bami, 16 Cal.4th. 761 (1997) California Supreme Court),
cett. denied, 522 U.S. 1077, 118 §.Gt.:856, 139 L.Ed. 2d. 755 (1998) '

Rainbew Disposal Co.,.Inc, 0. Mobdebom Park Rmtaﬁme Boam’ 64 CaLApp 4th 1159 (1998)

Califofsia Coutt of Appeal :

‘Ouinn 9. Remt Control Board of Peabo@ 45 Mass. App Ct. 357, 698 N. E.Zd.911 (1998

Massachusetts Court of Appeal) _

Galland v. nyq’Cbm 24 Cal4th 1003 (2001) CahformaSup:emeCourt;cett. demed,534U S.

826, 122 8.Ct. 65 (2001) -

MHE Operatinig Limited Partnership v. Cty q‘ .S'm ]m, 106 Cal. Appi4th 204 (2003) California

Court of Appeal” - : 5 e

Berger Foundation v. Escondido, 127 Cal.App 4th 1 (2005) Cahfomia Court of Appeal

T.G. Ocsaiside L.P. v. City q’Ox_amdc, 156 Cal. App.4th. 1355 (2007) California Court of



I Inh‘oduction

This casemvolves an application for a pen:mt to dcmohsh anexistmg apariment bmldmgwmh
18 units sind to construct & 56 umtbmldmgmuﬁplaqe: G
Inthlscase,oneofthelssuesmwhedaettheapphcantcanmake afairreunnonmvesunent
bymamwmng the dwelling units as a:patt ofithe renmlhousmgmatket.'rh!sreport sets forth
an opinion of how such an analysis should be conducted.** ~ -

Itlsgg_ttheputposeofthlsreporttoconsideroraddtess othetissucsmthlscase.

Two types ofissueSemergemconmdenngafai.ttetimclmm.
" 1, What standard of methodology should be uséd in ‘order to detetmine what
is a fait retuth?
2 Whether the Applicant can obtain a fait tetum from the existmg buﬂdingP

KAt

il. An Appropriate Methodology for Making a Fair Retum
Determination

Allrentregiﬂauonsconmmfmtemmsmndards. Neaﬂyailofthemstancesmwhmhthefm
teturn detetminations have beenmademtegardtoremdenﬂal tental propetties.have been

made in the context of detet,tmnmg allowable rents undet*a tent regulnuon.

undetordmanceswhlchteq\memmgauons assocmadwnh the discontinuances of
exlsimg uses (such a restrictions on mobilehome park and residential hotel closures)
excepﬂonsarepmdedwherecompulmmmcmunue&mensungusewﬂlbeawmpulmn
to opetate a business that will not ptovide a fait return. Suchprovmonsareasafetyvalveto
msmethatconsumuonaltainngsdonotoccut.Suchaﬁndmgwouldbeexcepuonalmhghtof :
theexuaordmatymmeasesmmatketrmtsmathaveomunedmthmthepastfewym

While the zoning/planning ordinance ﬂnatgovemsmiscasehasafaureumsmndard,ﬁdoes
not define fair refumn ot refet to any othet definition .of fait retun.’ Regulations adopted
: pursuahttotheCity’sRentSmblhzauonOrdmmceconmmaspeaﬁcfaitremm standard. In
ﬂaiscase,thcpiammg staffusedatypeoffmtretumstandatdwhmhisbasedond&'etent

1 See Berkeley Municipsl Code Sec. 23C.08030E.3, - -



concepts ‘than the fait return standard promulgated under the City’s rent tegulauon and most
of the municipal rent regulations in ‘the sl:ate.2

1 Judlcial Docttine SetﬂngFotth Fair Retum Ctitetia

* Fairreturnisa consutuuonal law concept formulated by the Coums in order to protect owners
frorn confiscatory takings. While legislative bodies may formulate fair return stindards, the
ultimate determinatioh of whether a faif return hasbeenpeumtnedm sub)ectto]udlmalrcwcw

- based on standards set forth in case law, -

There is extensive )udn:nal docttine set forth in California appellate deaslons regatding issues:
of fait refurn under féat fegulauon.?' The earlyfm retiirh cases (i the 1980s) commonly
involved apattment rent atiohs. ‘Since ‘the stite mandated vacancy decontrol under
apartment tent controls (the: Costa-Hawlnns  Act) fair return applications have been rare under
apartment rent controls. In contrast, there have been numerous appellate opinions involving
faxtretumundetmobﬂchomepatkspacetentregu]auons (which are in effect in about one .
hundred California jurisdictions.) While the types of rental properties are phymcally distinct
(apartment rental v mobilehome space land tental) the séme fair teturn concepts ate applied
byﬂxeconrtsundetbothtypesofregulauons .

Asthecourtshavenowd,ﬂ:efmrretmnlssuelscomplex In1993 aCahfommCourtof ‘
Appealcommentedaboutthlscomplyxny . .

Whatappearsatﬁtstbmhtobeashnplemesﬁonoftubstanﬁalevidencemom

"'to be something considergbly' more- complex when. one-realizes that the fomnula for
determining & -“fair -rétum” i§ hotly ‘débated: in economic Circles and has:been the
subject of sparse, scattered, and soriietimes conflicting comment by appellate courts.
in paftlcdar, only thebmad ouﬂlnes have béen discussed in Califoria decisions.*

Approx:mately one hundred ;unsd:cuona tegulatae mobilehome pa:k space rents. A substantial pm:uon of
those ordinances contein maintenatice of net operating income standards. Others list relevant factors in-making
afmrreunmdete:mmauonw:ﬂmutsetungfot&xafonmﬂa,butmmmnee o£netopmungstanda.tdsate
‘commonly used in the implementation of those standards.”. '

3 Soe Baar, “Fair Retum urder Mobilehonie Pak Space Rent Controls; Conceptual and P:acnmlApproaches.,
29 ReaIPrMLmRIMmrI&% (Sept. 2006, , California Continuing Education of the Bar)

. % Palomar Mobilshoms Park Assn. 9. Mobils Horms Rent Review Com. (1993) 16 Cal App.4th 481, 484)
. k 2 i 2 .
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2. Genetal Principles

‘This subsection discusses conceptual issugs related to the use of altenate fait retum standatds
and the basic judicial guidelines on the fair retutn issue in order to set forth the bases for this
authot’s analysis.® o T R

'The coutts have not tequited that 2 specific formula or statidatd be used in ordet to determine
whit rents-provide a “fair retusn.” (also labeled a.“just/and reasonable return.”) Instead; the
. coutts have repeatedly feiterated that: “a. governmentél-entity may choose to regulate
pursuant ‘to any fairly constructed. formula, Tiik ‘#nethod "of regulating prices is

immaterial so long as the result achieved is constitutionally acceptable.” (bold added)
As the Califotnia coufts have stated on several occastons ' C ‘

«.thare is na conatitutionally required. formula -which ‘must be ullized when
govemment secks to regulate.the price charged for a good or service. [Citation] ...
[A] govemmental entity miay ¢hoose:to fegulate- pursuant o eny fairly constructed

formula_even_-though other formulas: might aliow' for highet prices” (Palomar

.

offoct of the rate order cannot be said to be unjust and unreagonable judicial inguiry
[...]is.at an end.* (Federal Power Cormn v. Hope Natural Gas Co. (1944) 320 U.S.
501,802 - i - 2eimd e L i, ol
The Coutts have also repeatedly reiterated the principle ‘that theee is & “sange” of rents that
may be considered reasonable. One California Coutt of Appeal has explained:
Thers s & rerige of rentts which carvbe charged, allof which:could be charactprized as
 aliowirig'a "Just and-reasonable” retum. {See. Hutton, Frark Gardans v: Town Coungll
. .-(1976)68 N.J.’543 [850.A:2d 1, 16} fthe terms “just and reasonable” and " confiscatory”
afefiot précise fornalations]; Pawer Comm'n'v. Pipeiine Co. (1942) 316.):6, 575,585 -
[86 LLEd. 1037, 1040, 525Gt 736; 743] [there 18 a zone of reasonahieness. which s
higher than a confiscatory rate].) Thus, many decisions by rent control boards will focus
on the Issue of where the requested increases fall within the range of possible rents -
‘- all of which rents would allow the owner a retum sufficiently “Just and reasonable” as
to not be constitutionally oonﬂseletory! : .

R

5Aﬁ&mdmﬂéd'&smﬁmof&kmdmeegﬁ-k-safoiﬁ;h'ﬁ'm&o{sa:ﬁ.cle“Guidelines-fotDmEﬁng -
Rent Laws: Lessons of a Decade,” 35 Ruggors Law Roview 721, 781-817 (1983). - :
8 CaamHerzl/aga,muwmmmpmmmﬁmzo_mm.wm,mam
1 Rainbow Dispasal Go. 9. Eseondido Mobileboms Rent Review Bd. 64 Cal App.dth 1159, 1172 (1998)

3 Sian Maruos Mobilebom Park Owners Ass'n. V. Cigy of San Maros, 192 Cal. App.3d. 1492,1502-1503 (1987)
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While the coutts have held that no specific formula is required and that @ sange of sents may
_be considered reasonable, they have set forth some criteria for fair feturn. Some of those
guideliries have been largely theoretical. In Kavanax 2. .S'mfaMomRmC'oﬂmlBoafd, the

California Supteme Couttreltemtedlongstandingpmaples for fuir return that have been st -
forth in utility cases and rent control fair return cases, stating that fair return: -

1, “involvasabaladcfngofha[nyestormdoonsumerlmeresb Zshouldbei“latJm
' commensurate with . retums on: investments in: other enterprises havlng
conaspondlngrlsks anda“éhouldbesufﬂdeht ..... toauractcapital"’ -

In Galland v, Clovis; the California Supreine Coutheld. that the concept of “fatt rate of return”
is a legal term which. refers to a “constitutional minimum”, although the teeminology is
bottowed from finance and’ economu:s 'I‘he geturn must “allow [the] Ownet to continue to

opetatesuccessﬁ:ﬂy :
Alﬂioughmeﬁenn“falrrateofrbtﬁm boudwsfrommwrmmdogyofeconmesand :
finance, it Is.as used in this contoxt a legal, constitutionaj term. It refers to a
constitutional minimum: within'a-broad zone of reasonableness. As explained above,
within this. broad Zone; meraﬁa;-'ldatorisbalandrggthelmerastsofmestors.ie
' landlords,wlmﬂ!aintarestsoféd 1.8, mobllehome owners, In order to achiéve
arunbvelmatvdllmﬂwomﬁandmaintalnmeafﬁ)Mamtyofﬂlembﬂelmepam
aid on the other hiand &ilow: the landioftd to continiie to operate successfully: [cite
omM’Fmﬂms&pﬂwmgubdeasﬁmtstaﬂabovsﬂneoomﬁMonal'
minimum, but are nonethelessdisdppointing to:investor expetations, the solution Is
"_notcoﬂwtllﬂonailiﬂgaﬂonbut,aswmmonmgubtedmvestrnents thellqlﬁaﬂonofthe
- investmentsandmeh'ansferofcapltaltomrélucraﬁveentemﬂses .

In Fisker s, quq’Bﬂk«Ig (1984), the:State Supreme Court 1dentlﬁed &ve types offau return
standards under rent controls: (l)cashﬂow/temmongtossmt;(Z)reumoneqwty(cash -
investmeat); (3) return on valug;. @),gemenmgenqt operating incomne; and (5) maintenance of -
net opesating income.!! The Couttejected the toriteation that & fair return on “value” was
consﬂmhonally:eqmredandconcludedthatﬁnstypeofstaﬁdardis “citcular” in the context

- ofatentregulation,sxncevahledependsonﬂmerentthat1spetm1ttsed.12
" 3,An Obiective Standard of Faif Retumn

An exception to the theoretical nature df the ;ud1c1a1 gmdelmes has been the establishment of
a. “floot” for fair return - the ptincipal that net operating income may ot be frozen, This
pnnapal was first set forthiina Cahfonua Coutt of Appeal decmon in 198313 and by the State

— _ o
9 16 Cal4th 7'61 7712 (1997) '

10 24 Cal.4th 1004, 1026 (2001) - :

W Fisher v, Clyq’Bcrkely 37 CaLSd. 644, 680 (1984)

12 J4

3 Cotati Alliancs ﬁrBe#erHaﬂmg 4. ny of Cotati, 148 Cal.App 3d 280,293 (1983)
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Supteme Coutt in 1984, sz.rlmv C:y#Berkelgy“andhasbeenadhetedtobytheCoutts
smcethatume. '

This d:fecuoms ctitical. It supporbs the use of an MNOI sumdm:d because the MNOI smndatd
compates ptiot levels of net ‘opétating HhtbmE with ‘attent levels. Undet this standard 2
determination is madeastowhethctnetopmﬁngmcomehasdecteased,remmned&ozen,or
bywhatpetcenmgelthasmcteasedmnceabasepenod.lncontmst, the rate of tetum on
investmient standard only Eonsiders the-current level of net operating mcome. wﬂhout any
mpaﬂsonofbaseyearmdcuﬂmtyearnctopetaunginceme.

Inregardtoaclmd:atamteofremmonmvesunentsmndardshoddbeusedwheniqusuﬁes
ahxgherrentthananMNOIstaﬁdatd,thecounshavefe]ectedtﬁemwthatthisfactmltself i
demonswm,smatthel\dNOI smndardmnotpnoviding'a fir retirn.16 | o=l

4 The Maintenance of Net .perad,ﬁglncome '(MINOT) Standasd

In Cahfomm i:he maintenadce ofnet opmungmcome (M.NOI) sm.nda:dm the mostwulcly
med&ummmsmndnimsmndgr&mmeﬂectundefmeapmmt:egulauomof
Los Angeles, Santa Monica, West Hollys and East Pilo:Alto, 43 well as Berkeley and is
mdelyusedamongﬂlenmety;umdmuonsthathneadopwdmobﬂehompatkspacermt :
: Aﬁumﬁeofremmonmvesunmtsmndndlsmtusedundcrgnyoﬂheapmt

rentconﬁ:olord:ﬂmeésandbutls usedundetasmallpomonoftﬁemohdehomppadxspace
cent stahilization: oedinances.t’ The othet thteé staridards-that afe. mﬁﬂﬁonedmthanber

opinion have notbeen dsed ot have! onlyme}y beenusqd.ﬂ N

, UndetanMNOI standatd ownets arepetmlthedrenfmcteaseswhichcovetmcteﬁsesm

opetanngcostsmdpmvidefofanmcteasemnetopeﬁungmcomebasedondlemcreasem .
the CPL Fot le,lfﬂnenetopemﬂngmcomewasﬂOOOOOmdlebaseyearandthc
: ConsumetPnceIndcx(CPl)hasmc:easedby70°/osmceﬂaebaseyut,undetasmndardwh1ch
providesformdexmgtbenetopem fing incorne at 100% of the rite of incredse in the CPL the-
cutrént fair nét operating income wo uld be $170,000. (]uﬂsdlctlons with MNOI standatds

' provide for mdexmg base penod net operating by varymg percentages of &m petcentage

RLEVAYLAC, S S ST 0 .,'-.-

o ‘Fishers, Gly of Bk, 37 Cal 3. 644, 481 (1984) :
B Netopmﬂngmcomelseqmlﬁog:ossmcomemmusopemungexpenm Mottgagemtetestlsnotoonsldered

to be an operating expense. -
16 Rainboiy Disposal 9. Mobilehome Park RmtalmeM 64Cn1.App4th 1159 1172 (1998, Caltfomm Coutt of

. Appesls)

7 Commonlyd:eheuns “reunnonmvesunenf’aresetfotthmtentotdimnoes,howevet,amammnmceof
net operating income smndardisusedtomaked:efmraumdetammuon.

18 "These conclusions are based on this author’s observations in &xeeounseofovettwentyyem ofprepa.:mg
fmremmrepom for ctﬂeswl&nmobilehomerentsmh:hzaum, mﬁxe:thmasymmauc count.
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mcteasemtheConsumerPnceIndex,mngmgfroﬁx%%tolOO% Berkeleyuses for40°/o
ofﬂaesemdemglevelshavebeenupheldbythecomts) :

‘This formula provides for reasonable growth in net operating mcome, whlch is the pottion of
rental income that is available to cover increases in debt service.

The rauonale for an MNOI apptiach is that it provides a right to fent increases that covet
- increases in operating expenses and provide for growth in net opetating income, and thetefore,
. the value of a propetty. Thestandardprov!desaﬂo*évnetsw:&iﬁeﬂghttoanequalmteof _

growtthOI regardless of. d:etrpﬁrhcularpurchase and ﬁnanangamangemenw
Therefore, rents-ate tegulaned dwending on increasesin operating expenses and.the inflation
rate (Consumer Ptice Index). It Becéines the investor’s task to detetmine what investment and
ﬁnanangatxangemenmmakesensemhghtofﬂ:e rowth in net operating incotiie permitted
mderdlefauremmstandardBypemmnggmwthmnetopemmgmwmqthesmndard
makeeroomformwsmgdebtsemceandﬁnancecosts :

Furthermore, ‘because vahie is a fanction (multiple) of net opemnng mbome, the MNOI..
standard,mthmdemngbasedonmcmsesmtheCPI leadstoappreclauonmdaevalueofa
property, which may be converted into a capital gain. This approach meets the twin objectives

of “protecting” tenants from “ césswemcreases” and prowdmg regulated owners wrth a “fair
retutn of ipveéstment” |

In Rainbow Digposal v; Mohlebom Pqﬁé RmtaI‘Rmm Bomd (1995 the Courtoprpeal concluded
that thé MNOT’ fonm;lalsa“falﬂyconstrucwdfonn ”whichprOWdesa )ustand
‘reasonable" retutnon .. mvesunent.” i .
[the] MNOI approacn dopte by the: Boaan a "falﬂy eonstrumd fermula" which '

ded Rainbow 2 sufficlenty:Just and reasonable” retumn on its iAvestment: ... The

g _ Baar's. MNO! analysis just becatise an. historical -

O ik value ‘using. '_"“,'sactlnlwﬁdfaoqulsiﬁonandawmm
rateofreh:mmud haveyle!de*d‘ashlghermntlnaeasew
Prior to Rainbow, in several cases Gilifornia appéllate couts approved the MNOI standsird
(Om:kMthebomPak Ozmm"AJ': #. Gity Owiiside® and Baker v Gity-of Santa Monica ™)
. California appellate courts upheld tititengtice of net operiting income fair réturn standards.
InqumdatheCourtfoundthatthesmudatdwasreasonablebecauseitaﬂowedanownerto-

maintain prlot leVels of p::ofitﬁ2

-_: .". ?.'

Santlt

¥ 64 Cal App.4* 1159, 1172 (1998)
157 Cal App.3d.887 (1984).
2 181 Cal.App.3d. 972 (1986).
2 157 Cal. App.3d.887, 902-905 (1984).



In 1993, the Coutt of Appeal commgm:ed. “The mﬁ%wnance-of net operating income
approach has been praised by commentatots for both its-faitness and ease of administration.

¥
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In a recent case, Colony Cove v. Cily of Carson, 2 Coutt of Appeal explained the rationale for an
MNOI standazd. . e SR -
" The MNOI approach does not focus-on how much the-awner chose to pay for a rent-
controlied: property -or. how. the-purchasd. was financed: That fact does not render it

constitutionally invalld. In Donohue V. Santa Patula West Mobile Home Park, where the
ret control ordiriance permitted adjdstrfents 10." ‘méintéin het operating income’ " and
specfically - exciuded from :considerafion “{mjoritiage--principal [and]. interest
.-payments,’ " the-court_ rejectad: tha. owniers facial ;challenge to the ordinance:
*Numerous courts..... have acknawledged tat the [MNGI], approach is constitutionally
valid ... * eveh though I igiiores “certain eXpenses' incurred by: ‘landiords® in
determining NO!, Including "and acduisition costs .:: . " (Donéhlie v. Santa Paula West
Mobile:Home Park,. supra, 47 Cal.App.4h at p. 1178;.see Rainbow Disposal Co. v. .
Escondido Mobllshome Reéit-Review Bd.,suspra, 84 Cal.App.4th at p. 1172 [féntboard -
need not rejéct MNO! merely because formula using owner's dctisal cost of acquisition
yielded higher rit inéréasi]) Indeed, the MNO! standafd has been praised:by courts
and commeritatofs for ‘its faimess and ease-of administration* (Palomar. Mobilehome

Park Assn. v. Mobile Home Rent Revisw Com., supra, 16 Cal.App.4th at p. 486),
besause it " ‘recognizes thiat in the rental housing rearket, ratios of fental income to-
valye, equity, and gross.income vary siibstantially amotig buildings. Therefore, rather
than designating a,particular rate of retum as fair, MNOI] standards pursue the best
avalléble option, which is fo peservé prior [net operating-indome] levels' * (HN. &
Frances C. Berger Foundation v. City of Escondido (2005) 127 Cal App.4th'1, 9 [26 '
Gal:Rptr; 3d 19]). The ‘advanteige of the. MNOI -approach: gver affier methods of
determining:feir rent was: fuithr: explained in Oceanside. Mobllshome Park Owners
Assn. v. City of Oceanside, where the Court stafad; " Lige of a refurn-on valu

" woitid thoroughly andesmine 220 Gel. App: th-840, *868; ...rent corrol, sinca the use
of uncontrolied incame potantial to determine Value would result inthe same.rents a3
... would b charged In the absence:of regulation, :Value (and hence rents) would

" Increasé in a never-éndirig Spiral.” ":(Oeanside Koblishome Park Owners' Assn, V.-
‘City. 6f Ocedinside, stipfa, 167 Cal.:App.3d at pp. 888-00,:quoting Cotati Alianoe for
Betfer Housing v. City of Catati; supra, 148.Cal. App.3d-atp. 287.) ... - :

“Use df the-MNOI formula " * "avokds the -necessity-of having to undertake the

administratively difficult (if not impossible) task of calculatifig.equity and/or fair market -
value.['1' " (Oceanside Mobilehome Peirk Owners' Asen. v. City of Oceanside, supra,

157 Cal.App.3d at p. 903.) Instead, it “permits park owners to obtain a just and [***60] -

" reasonable retum under general marksting conditions in any given year" and “reflect{s]

-1;:!1-._

2 Palomar Mobikboms Park Asos 5. Mobile Horve Rort Review Cont16 Cal.App Ath 481,486 (1993)
. . * . . 7



the tenant's interest by giving the park owner an incentive to Incur all masonable
expensesformaintemnoeandservlces (ld atpp 902903)“ -

One wea.lmess of the MNOI smndatdls thatltmay lock an ownet into vetylowrents thatdo
not reflect market conditions, in cases in which the base penod rent was exceptionally low.
This occuts because the current fair net openiting income is a function of the, base petiod
income:?. However, this shorucoming has been addressed by authorizing adjustments.of base

~ petiod rental income for the purposes of the maintenance. of net opérating income analysis in
‘order to provide a level that reflects market conditions and provides a reasonable base period

net operaﬁng income. (Such adjust;nent_§ are known as “Vega” adjustments.)

-:-’:'5 : i1 ‘ -
L L b -

5, Rate of Retutn on Inveqtment Standatds

The Planning staff has used a fate ofreturn on investmert methodology to detetmme whethet )
the potential rents fiom the ‘property would provide-a fair return.

When rate of réturn on investment formulas have been usedm fhe context ofrent regulauons
the most common formula has beena: -

' FAIR NET OPERA'I']NG INCOME X% * INVESTMENT
' " g . (“X’ constitates the rate of remm) ' .
FAIR RENT = OPERATING EXPENSES * FAm NET. OPER.AT]NG INCOME

Investment i is defined as’ the total j mvest:nent (purchase ptice + imptovements) rather than
onlyasﬂxecashmvesunent(total restrient minus mortgage borrowing), and the feturn is
thenetopetaungmcome,ramerthanonlythecashﬂow(netopemhngmcomemmus

| MOrtgage. lmym@lm)z‘s

uzzocaAppr 869~870(2013) BT o8 e
= See e.g. VgauayqfleHaMd,ZZSCaLAppﬁdlMZ(I%O)demmﬂmemwu Cty¢med
., 91Cal Appidth 1407 (2001)
“Insome;unsdlcuonsafa:rremmoneashmvesunentsmndardhasbemusedHawevet,suchmndards
disctimitiste among owners based on their financing arrangements: In three cases, a California Court of Appeal
has ruled that consideration of debt secvice ini'a rent setting standard has no rational basis, Palwar Mobilsboine
Park Asi'n v. Mobile Home Rent Roview Commission; [San Matcos], 16 Cal App.4th 481, 488 (1993) atid Westwinds
Mobilssoms Park 5. Mokilehome Park Rental Riview Board [Escondido), 30 Cal. App.4th 84, 94 (1994), Colony Covs 5.
ngyffCamn,ZZOCalApp%MO 871 (2013) 'I‘hxstypeofstanda:dhasnotbeenpmposedmﬂmcase.

8
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. In the ZAB’s decision a determination was made thatma:ketrents would not be adequate to
provide a fait return on the investment in the propétty, taking into account the pojected costs
of undertaking an extensive ovethaul of the building when measuting the investment.

. ,."!-

Ganosptaa e Aseociated wit he Uvs of a Ryj¥of Retian Ansys uadee « Pio
(Rent) Regulation e L

Circularity | . _
Rate of retutn on investment is a standard method of investots in evaluating theit investments
and intuitively appeats to be a reasonable measure of when a property yields a fair retutn. -
Howeve, in the context of a fair retumn detérmination, the use of 2 fait rate of feturn on
investment standard poses fundamentalconiceptual shotfmings. U

Afairminofremtﬁoniﬁvesunepfsﬁnaaﬁﬁorkshi_:,' alat mamer, especially in the case
_ of a recent investor. In the matket place, investment is determined by the expected returns. If
the allowable retutns under 4 price tegulation are set by thie investment, the ptocess of
demtminipgwhatbaﬁkmqmbécomesdmdagwidmﬁeiﬁvesmmt(mithmfom;the |
investot) detetmining what retutn will be Hir. ) R -

A leading utility text notes that the fallacies2nd citculatity of usang the purchase price (mnéfer
cost) as thie theasuré of investment in otdet fo, calculate fait retutn, in a tegulatoty context.

. Trangfer cdst does not represent a pontribution of capital to public service. Instead, it
. represents amere purciase by the present company ot whatever legal interests in the
owners any more th meyareoompmsatadformepﬂcesétwmmmeymayhave
bougm.pubﬂcumltysewﬁﬂasdnﬂwsmdgmarketmswad.meymmnmemabd.for
devoting capital to public service. ... . ' :
Theunfaimess,nottosaytheabwrdlty.,’ofaunifonnrul_epennltﬂnga.h'ansfereeofa .
uﬁntyplanttoclahnhlspurcha_sepﬂcew‘ajsnmdbyJudgeLeamaﬁd!-land..; :

The builder who does not sell is confinad for his base to his original cost, he who sells
can assure the buyer that he mayuse as a basé whatsier he pays in good falth. if the
bulider can persuade:the buyer to. pay more- than e’ original cost the difference
becormes part of the base'and the public:must pay:rétés computed upon the excess.
Surely this is a most undesirable distinction. (Niagara Fails Power Compariy.v. Federal

 Boribiight, Danlelson; and Kamersctien; Piinciples of Public'Utiity Rstes, 240-241
(1988, Aringtoh, Virginia, Public Utllites Reports, Inc.) o I T :




-Thsfaﬂacyhasbeengenerallyoveﬂookedmfentconuolcases However, federal courts in -
. New York have concluded that thé return-on investment approach does not make scnse in.

the connextoflandusecontrolsandrmtregulauon.Theyhavenoted thiat ynder the retutn on
investment apptoch, the "regilated” investor'can; in“fact, regulate. themllowable l;etum by .
deteﬂnmmgthemzeofthemvesﬁnent InazoningcaSe,tHeCourtheld.
In addition 16 being inconsistent with the cass law, appeliants’ [remmonaqvmmnt]
approach could lead to unfair results, For example, afocusonmasonablerammmuld

dbﬂnguishbetween pmparlyownersonmeamoumofﬁleirlnvesmnﬁsin similar
. ' propéities (assuming ari équal-estriction upiii the: propertiea under the-regulations)
. favoring those who: pald more ovér those' who pald less;for their investments, Moreover

. incertain circumstances, appellants theory "would- mefa!yenooumepmperlvowners ,
fo-treinsfer thelr property éach time its vaiue rose, In order to secure-.. thatappmiaﬂon
which could otherwise be taken bythegovemanfwlmomoompemﬂm “[cltss

Ina subsequent case,’ thé New Yok Fedetal Court mdlcated that the same logic is apphcable
in the case of rent tegulatlons.” o :

I a recent case, Colony Com s.. CIB’Qmem,aCahfomCoutthAppealnotedthe '
“problematic™ nature of a ratg of retyfn on investment standard. ‘
Ammonlnvemﬂentstandargmayalsobepromﬁctoadmlmm because an
mﬂsequﬂycanbegmgﬂyafiemdbylndmualdlﬁatenmin Modsandcom

ofﬂnanemg.andbemseméswholnhemrentalpropeny it through a
gmhavenocashinvementagamdtwnmmmeawmmerrmm (cofatlAmancefor

Better Housing v. cnyofcomﬁ#upra atpzss)
* In Fisher v.'Gity of Barkilyy, the. California  Supteme Court noted .that the “mechanical”

appheaﬁonofaretumoninvesnnentsmdatdcouldproduce “confiscatory resplts in some -
..cases” and’ alwmauvely could p:owde for“wmdfall”retm-ns ofreceatmvesmrs,whopmd

h:ghpnces. . .
' Atmmemmmmmapmmwmefawmmmmmmmmm T
have' the-potential to-produce confiscatory results in.someindividual cases [cites

it is also recognized that the standard has the potential for awarding windfall
requstomcem&westorswhosepumhasepﬂoesandmterearaﬁasarahlgh If the
latter adpect were unregulated, useofﬂwelnvemmmndardmmdefaatme

Pumoseofrentpﬂoqwguhﬂm”

OntheOthethand,xfa“prudent”mvestorstandatd:susedtottytohnntwhatslzemvesnnents
will be considered and that standard only allows for a fair teturn on & “prudent” investment,
onethat:scovetedbythecunmtrcnts nomcteasecaneverbe)ustlﬁedbythestandard.

7 Park Avenus Tover Asiociass . Gty of New Yor, 746 F.2d. 135, 140 (1984).
+ Rent Stabilzation Assoritin 3. Dislins, 805 F.Supp 156, 163 (1992)
57 Cal3d. 644,691 (1984)
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OneCourtof.Appealconcluded that the azgumentthatapuxchase costmaybeviewedashxgh
-‘(impmdengxsa“Camh -22.", TheCouttexplamed.
. Itls & “Cafch-22" afgument. It posits that a' pmdentflisvasmrwm purehase dnly rent
oontobdpropertyfora pﬁoawhldlp‘fovldesafair‘mhofretumatﬂ\emen-cument.
(1.e. frozen) renital retes..Having done so,-howsver, ﬂ\afalrmafkqtvalueisfrozanad
inﬁniﬁm&ceusenooneshouldpaymoremanﬂ'lefmzenmntalratepetmlts and -
%stgmnhlmtesarelﬂtewbaﬁozen dneeﬁahve&orisdmadymdiznga“fair
‘This type of split of suthotity is not:an accideat, It reﬂccts.the mevimble app&ms:e of the
two sidés of 4 circular concept: @hﬁeoneshmd,ﬁxemmofmmmonmvesunmtsmnda:d
cmpmudewmdfaﬂremmswmtmvasmtsaﬁdpmvﬁesmincmﬂvewmstasmuch
as possible: fora,propettytfiheraﬁeofrgﬁmwhtchls&eqmedf‘airlsatﬂ:ac&vetdauvehoﬁle
tates that may be obtained on other altemnﬁvqmvestmw

To place the foregmngdxscusmonofthemrcdwtyxssuempempecuve,ushonﬂdbenouedthat
theComnshavecondudedthataremmonvaluesmndudlsmcular,smcethepotenualrmt
detetmmesthevah:éwhmhunderafmreﬂmonvahmnsmmmusedmdemnnmethe&m
rent While the Courts have statéd that thete ate problems with the mate of fetumn on '
 investment fotmda,theyhavenotstabedthatthlstypeof formuld cannotbeused.Howevet,
its defitiencies led to the preferetice of the maintenance of net opemﬂng income standard. In
fact, the pute’ of ‘fefiityi oti investment standa:d is'd “lose cousin” of the rate of retum on
investment standatd, because themvestmeat deteti i ",_--.the a]Iowable rent, which in tutn
demmes how purchasers will be: wﬂhn&m qustm tb§'pxopetty _

Subiecuvlty and Bifferences in Haw to Measu:e Fair Rato of Retum undet a Rate of
-RemmonInvesunentStandatd o : .
Apart ffom thie c:rculanty issues associated with. the use.of 4 fate of return on investment

: thés are substantial issues associated with the ca]cuhmon of the mveslment (the rate
base) and the dqtermmaﬁon of aiv approptiate tate, -

In fact;mesofremmvaty substanmﬂyamongpropeﬁﬁes espemallymumesofsuhsmnual
" inflation in property values. Thetefore, the net operating income (¢nd, thetefore, the rent)
ﬂ:atwillymldaﬁlrtemmwa1980purchasetm1ghtbea&acuonofthe:entreqmredto ,

pfovide the same hate ofretum toa recent putchaset

When tate of return on investment mndards are used a- host of opuons appeat for
measuting the investment and for the determmauon ofa reasonable rate of return. In an

: ) 1 ‘. :
o Wmnd:MohlonaParkv nyafErdeo (1994),30Cal.App4da.84 93-94.
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adjudicatory process the fair return determmauon can tutn into  miix and match process
(among the altemate measures of mvesttnent and of a fair rate) aimed at obtammg a desn:ed

result.
Selecting a _Réte: “witches’breWs ;pf stqﬂstléal elﬁborati‘_on and man‘ipulation....”

The selecuon of an apptopriate rate pr.esents another set of problems One commentary
characterizes expett presentations onwhmhpa:uculanatels faumunhtyratecasesas“wuches-
brews” 7

aswebaglnstwerdisgusttomoveawayﬂunthedebadeofvah:aﬂon wewill

o mbab&subsﬂhsbanewfonnofRomahhoMay—long—dram—out.ooéﬂy confusing,
expeltcontrlvedpresentaﬂons mWhldltheslmpfedlmcﬁoﬁofﬂ‘leHoPeandBlueﬂeld i

cases are tulned into verllablewlwhes brewsofstaﬁstlealehborationand

: mianiputation. 31..

In mobilehome park rent smblhzauon fair return cses pro;ecﬂons by expettmmesses of a
fair rate of retutn have tanged. ffom 4% to. 12% (and even higher). Typically, in tecent years,
experlsonbehaifoftnobﬂchbmepatkowmmhavetesﬂﬁedthataraﬁcofretnmofabouw%
1sfalrandapettsonbehaKofauesand/mteudentshaVecentendedﬂmtafmmemequal
to the prevailing capitalizatio mw,about5m7"yo.Ad1ud1catots’(remdjudgesacnngas
arbitrators, rentcommws:ons, trial coutts, and appellate courts) conclusions aboutwhat rate
mfauhavemnged&OmS%mSP% . ,
Measmingthelnvesuneﬂt('l'heRathase)
Latgevanauonsmtheommmeofafaurewtncalcdauoncanalsobegenemtedbyaltematc
choices in regard-to. thé measute of the investment (rate base). One principal issue within the
remmonmvesunentdebatehasbeenuvetwhethetongmalmvesnnentshouldbeusedasa
rate base ot whetheér that ivestment should be adjusted for inflation. Typically long térm
ownets have investents that are low by current standards, while recesit purchase prices have
low. rates of fetamn relative to theié ifvestriient. The' problern with the refurn on investment

proachmthatmpeuodsofordidll:yaﬂd/o:exu:aotdmarymﬂaﬂonmthepnccsofreal

property, thefa!ttemtnbecomesaflmctlonofﬂxelqng&)ofownetship As a result, the fair
mmmmtforothumsewmpmbkapamnmtbmldmgswﬂvaqsubsmnuﬂlybasedmﬂie
pmchasedateofthebuﬂdmg

s Shepa.td and Gles Uity Ragulation, W Dmmm in Tbmy and Poﬁgy, 242-243 (1966, Néw York, Random
House)
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Some coutts have held that thq.investment.__should be édj;zsted to reflect inflation since theﬂ
time the property was putchased, In Cotai Allsancs for Basser Honsing v. Gy of Cotati, (1983) 148

CalApp3d. 280, 289 & California- Coutt of Appeal ¢oncluded that Cotatls retum on
investment standard was not confiscatoty because "fJhé landlord who putchased propetty
yeats ago with pre-inflation dollats is not lissited to a tetvien on the actual dollars invested; the
Boatd may equate the original investment with curtent dollar values and assure a fair return
accordingly." In 4 case involving apartment tent controls, the New Jersey Supteme Court
stated “although increasing an investment base to adjust for inflation is not a constitutional
impetative, it would be an almost complete answer t6 £ claith of confiscation. ....” Mayes ».
Jaskson Township, 511 A. 2d at:596, n.7 (1988). S |

Howevet, in other instances California appellate coutts have upheld the use of a formula under
which investment ‘s calcilsied in 8 magner vittually, oppoite to adjusting the original
investment by inflation: Instead thiey hgve upheld “...t2king the price paid for the property
and dediicting accumulated depreciatio'to artive at-3 net historic value” See e.g. Pabmar
Mobilsboms Park Assn. v. Mobile Homs Rent Review Cor. (1993), 16 CaL App.4th 481,487, in which
the Cquet based on the following teasoning: SR .

i lleu of & “Far retum on value® formula, As we have éxplained ... both the United
States and California Supreme Courts have approved the "investment" approach as
constitutionally permissible. We are in no position to hold to the. by accepting

Palomar's value-based test as a constitutional minkmum. (id. 16_'CalAp¢i;-4“‘ at 488)

This type of debaté is not new. In the s of utility segulation, thete has beén a long tuhning
debate over whethiet to use histotical costror teproductiod cost a3 the tate base.  * .

context of mobilchome space rent regilations diffets. In the case of utilities investmients, the
investmeht (thé rate base) is a measun s of cost of the prodiiction and replacement of facilities *
that service thé’consumets. These investments provide.the basis for 4 reasonable tate base.
In the case of apartments the use of investinent a8 a ratg basis is citcular because most of the
: investment is in the ownership of land which provides the right to collect the rénts (retutn)
from the rental units. . N T '

The table on the following page illustrates how the wide tange of possible rate bases and
possible tates used in rate of return fair return analyses can lead to vastly diverging tesults.

13



Alternate Outcomos undor Rate of Return on |nvestment Standards

(Ra,ta = NOIIInvulment)

' Py l
(Rate Base)

. Falrm

 Fair Net Operating
income

$2,000,000

original Investment |

" (e.g. 40 apartments *
$50,000/space

(nollpurchase pﬂee ratio new
purchases)

{investment x fair rate)

$100,000

$140,000

fairra‘hasonm&nasmmdby

ecommistorappraberbmdon

esﬂma‘taofi'isk

 $0000

$1,200,000
‘|- originalinvestment
' minus depreciation of

$144,000 .

$5,000,000
. orlglnal investment
adjusted by CPI

. $150,000

$210,000 -

2%

~ $360,000
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The Problem with a Raté of Retin on Ivestment Standard when a More Profitable
(Higher Density) Land Use is Available . o - . !

" Apitt from the foregoing problems with the use of 3, rate of return-on investment standard
. to determine fair retutn on a tesidential rental, another problem emerges when a more
profitable land use is available. In such instarices, the land value and thetefore, the lovestment
in the propetty becomes a function of the value of the higher use, while the fait return concept
is hinged to the issue of whether the cutrent use provides 4 fai retarn.
Under these circumstances, whether ot ot the tetuen from the current use of a property
 yields a fair retutn on investment will be litgély dépendent on the gap between the deasity
under the current use and the possible dingity pursoant's3 s kigher deasity. Fot example, ifa
propetty hag eight apartment units, but the allowsble ‘Yoning will petmit 50 apartment units,
thereisahig‘h'cetl:aint'ythatthe'yield&qmﬂaeeightt_:niisi;villnotpmvideahighretu'mon
' the investment (land value) generated by the potential use for 100 units. Buildings that ate
identical in teems of tents, operating expenses, and physical condition, may yield vastly ' .
differing rates of tetura on investment, becaiise the. amousit of the investments differ due to
_ greatly varying development potestials baséd on sghning differences.

" Recently a Coust of Appeal consideted 'am extreme example of the difference between
cusrent use valise and a highes value in an altefniate usé in a case in which a mobilehome park
ownet contested the allowable tent level under the city’s rent segulation on the basis that the
seturn was uniteasonably low compared to the potential refuen if the land. was cleated of the
mobilehome park and redeveloped. ' S - ey '
it is clear from the writtsn decision that the hearing. officer did not fall to consider
mndqnoeﬂiatﬁlepmpeﬂymlghtbemdmpmﬁtableﬁusedforanoﬂmefpumose;she '
simply did not belleve that & park- owner-eaming a falr retum o s investment (as
Besaro admittedly was). could propéedy: rely on-'some,:-ljypothe_ﬂcal higher use of the
propérty as.a basis for increasing:that retum outside the ordinary rant control
provisions. This was a reasonable conclusion. A property's potential to generate more
income if converted into single family homes or some other type of housing is not
particularly useful in determining the fair rent for spaces so long ds it is used &s,a
mobile horne park.32 P o :

32Bnmi.Cig"l?q."Fmﬂt,MCal.Agp.MMS,S%(ZO;.Z)_..
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Prognosis

In thls case, in the hearings before the ZAB, mSueswetenotralsed aboutthemeﬂaodology
(formuls) used to determine fair retutti. Instead, the discussion and disagreement was limited
to the quesuon of what numbers should be plugged into a fair rate of retumn on investment

However,ﬁtheﬁnmu:mxssuemconmderedmfutureremwsoflandconvetslonsw
more densedevdopmentandatateofremmonmvesunentsmndatdtsusedtomeasure
. whethetdzecurrentuseyleldsafazr,rettm,theproblemsthataremhetentinsuchanapproach
willbecomecenu:al. : .

Inllghtofthe complexltyandthepotenﬂalfotsub]ecumyassociatedwnhmahngafau
return determination (selection of standard, selectton of tates étc.), 'a fair return formula and
procedufeshoddbemplacemadvance :of any. future cases: Otherwise, the adjudication: of
the fair return issue will become a mixture of a debate about whit the standard should be used

whatspemﬁcmeasutesshouldbeusedmthmthesmndafd. ‘

" In 2006, m an article'i ina publication of the Cahforma ‘Continuing Education of the Bar,
- this author wrote the followmg iboutthe outcomes: of standards without formulas: '

- Theappmach ofadopﬂngalistoffaebofswlﬂioutafomula insulatés an
ommanceﬁomfadqlohmngesmmegmmdmatltsswdﬂcfairmnnfommadoes-
* not permit a fair retum, because It gives the adjudicating body the latitisde to choose:
vlrtuallyanyapptoadt However, at the same time, Itﬁmﬂteﬂudicahonoffalrremm '
petitions into “legislative” hearlnmoverhowfalrmmmshouldbemeaswadwlmuuﬂ-
scale debats over the pros and cons of altemate formulas, (unless the administrative
bodyhasdeadyestaﬂbhdapgrﬂwlarstandmﬂasamﬁerofpmoﬂoe)lnﬂteend,
.the hearing body may. seleci a mult and then select the approach which will

Justify that resuit.>®

In one case involving fair return undeé fent control, a California Court of Appeal concluded
“no specific formula should be deveioped” '

e
ol

3 Baat, “Fair Return under Mobilehome Pa:k Spaoe Rent Conttols Conceptual and Practical Approaches”, 29
Rsal Property Law Reporter 333, 335 (Sept.2006 CahfomnConﬂnmngEducuuonofﬁxeBar) ‘
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..the Board, in making general rent adjustments and acting upon petitions for

individual increases, must consider a variety of faators,: some of which.may be -

" personal or individual to a paltlpulg_r(.lgr_adlord,or rental property.®* .
Howevet, other appellate courts. have been critical of such anapproach. The New Jessey
- Supreme has commented that ..~ ) S .
it'is Inappropriste for 8 community to adopt a rent control ordinance without
- definitive standarde® and that “rent contral ordinances should et forth standards
* and critaria by which the parties, the logal rent cdnfrol agency, and reviewing
tribunals can be guided in determinirig dtiequéicy of rfums actually feceived under
Aniother California Coutt of Appeal followed precedét upholding standards that do not
coni;in a specific formula, but noted the problems associated with such an approach. .
Application of the [substantial evidence] test [for-the review of administrative '
decisions] inherently requires that the reviewing.court first determine the question,
»Substantial evidence 6F what?"n the usual situation;; the "what" is to be found in
the “sfatute empowering the: agency, goretimes; as expanded by agency
regulations. In the casa at bench however, the .... Ordinance dose not set forth the
swhat." Rather it merely lists factors to b considered by the Board without -
specifying their relative impact.* : R . :

In this. case; the fai feturn review has 4n additionghlayer of uncettainty because the fair
return claim was fnade afiet the intetior ¢f the property had been substantially demotished,
 ather than before. Oneresnlthasbeenafacwaldmgreementovetanessenﬂallssuemtegards

" to the rent projections ~— the number oF bedtooms in edch uit. One requitement should be

that . geturn claims:bé submitted before.any. changes to the building that would impede 2

determination of what tents could be obtained. In this case, any market sént appraisal should
be based on the ‘assuimption” that s recongtfuction of the building would: be designed in a -

fashion thiat would sixitize potehfial reatal ificoftie. '<%:

L

4 Cotati Alliansfor Bastr Hossing . Giy of Casas 148 Cal App.3d 280,504 (1983)
® Mayes 9. Jackson Township, 511 A.2d. 589, 59 (1986)) '
% Yas 9. Mobileboms Park Rental Review Bd. 17 Cal.App.4th 1097, 1106. (1993)
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.I . A Falr Reium Determination ln this Case -

This report does not include an opinion about whether the property as an 18 unit
building could provide a fattremm Howevex, some comments atemademrega:d to-such
an analysis.

In this pattlcula.t case, the potenuai circularity assoclaned with the use of a tate of return
analysis'is not as severe as in the typical case because two-thirds of the investment calculation

for the purpose of thé fiir réturn analysis actually reflects the costs of ovethauling the propesty
rather than the applicant’s purchase cost for the building which in reality was an invéstment
in the lind. The investment in the land is an investment in the potential tent or market value _

timtcanbereahzedcithetthroughthepresentuseoraﬁmneuseﬁmtwllbepenmtbed.
Proiection of Potenﬁal Rental Income in the Case '

In thts case, whethet a fair rate of'reunn on investment of a maintenance of net operating
income is uséd, ‘4. projection 6f potential market rents is central to the outcome -of a -
determination on the fair retitn issue and-there are vast differences between the pro;ecuons

bythePlannmgStaﬂ'andtheRentBoardmtegatdtothlslssue

Appmsals ofma:kctvah;e ormatketmvolveafamamountofsub;ecuwtywhlchcanleadto
wddyvarymgresults InonecaseapoeueNewJuseyludgecommentcd.

Two real estato experts using one-chart
Have apinions ofvalnemlllmnsapart

Since both are correct, it would seem to impart
’I‘hatrealestateappraisalisamiraculousart”

In th:s case, the differences betweeni'the annual gross rent projections of the Planning Staff
and the Rent Board (3344 760 v. $426 010) lead .to opposite outcomes of the fan: return

analysis,8

3 Helmsley 9. Borough of Fort Las, No, L-13—719-78 at 32, n.12 (NJ. SupetCt.LDw Oct. 7, 1978) quoted in -
Baat, “Guidelines for Drafting Rent Control Laws: Lessons of a Decade”, 35 ngmlamewnS 798, 0,
296 (1983). '

”SeeStnffR:port, ZoumgAd;ustmentsBoard,JuneZS 2015 plZand.Memo &om]aychknn,Rent
Stabilization Board to: ImmanudBetekeglenmgmdDevdopmmtDept Sept. 16, 2015, . i

18



In this case, there are two appraisals of market rents which wete obtained by the apphcant.
Howevet, they were obtained in 2012, a penod precedmg t:l:teJ enotmous sutge in maxket fents
. of the past few years. : o _ .

Incasesundermobﬂehomepaﬂ:rentstabﬂmuonmwhmhmatketrentsarean:ssue,typically '
the City has hited its ownappraisetafﬁetaparkownenhpsstmmttedanappmmalreportof
marketrents”Tthourts have held thatafauremmﬁndmgmustbebasedonexpert

. opm10n.4°

The Use ofa Mﬁnmw of Net Operatmg Income,MOI) A;pproac.h |
'Feasibility '

_ 'The use of a maintenance of net opemungmcome (MNOI) approachwoddbe feasxblc
and reasonable. Base Yeat (1982)tentlevelsaretecordedmtheteglsmuon forms that were
subimitted to the Rent Stabilization Board. Opetating costs studies project average apartrient
opetating expenses atthatﬂme.Thctefore,basepenodnetopemungmcomecanbeesumated.
IinO%ofCPImdexmgwereapphedmmeasudngfalttetutn,afmttetumwonﬂdbedaebase
yeatamountad)usmdbyﬂanSO%mmeasemlheCPI that has occurted sirice that date4!.

As a practical mattet, theextenstverenovauoncostwhmcapmhzed,mltself,mﬂreqmre
asubstanualmnountofrentanddaecalculauonoftheremmonsuchanmvesunentunderan_
MNOI standardlscompambletothecalculauonﬂnatwoddbemadeundetataﬁe of return

on investment standard.

”Ma:ketrentxssueshaveeme:gedmeasesmwhichﬂmemadmm&mtbaserentsshouldbead;ustedma
maintenance. ofnetopemungmcomeamlymsbecwseﬂ:eydo not teflect market conditions. ~

® Whispering Pines Mokile Homs Park, Lid. V. Gity of Seatés Vally, 180 Cal.App.3d 152, 160 (1986) (*We congider
1tamattetofexpettopmmnwhatnteofreﬁnﬁonamobﬂehomepaﬂm&m”)
4. CPI data. ‘The Courts have upheld maintenance of net. operating income standaeds which provide for
mdemgnetopemungmcomeby40% ofﬂlepementngemcteasemﬂxecplsmceﬂ:ebaseyem
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' Determination of Fair Rateif a Rate of Retursi on Investment Standard is Used.

In this case, while information from other apartment building sales is.considered, there is

a lack of “systematic” data p:o;ectmg prevaﬂmg cap1tahzau°n rates, which are in turn used to
pro]ectafaltrateofretum. ‘ _

The two appraisals obtained by bmldmg ownet had substanﬂally dxffmng projected
capitalization rates of 7% and 5.5%.42 This difference in itself, translates into a difference of
$55,962 (1.5% of §3,730,818) in thé projection of gross rents needed to provide a fair return
under a- faltraueofretumoninvestnentstandard. Onamonﬂ:lyp@tumtbaslsthefanrent
difference is $259 (§55,962 / (18 uaits % 12 months).

. A widely used real éstate data service provides projections.of avetage cap:tahzauon tates
for classes of propetties that are selected (c.g. by location, number of apartment units, age).
Real estate industry reports include data on average capitalization tates for apartment buildings
within metropolitan areas, Such data should be’considered in a projection of a fair rate of
return. : 2 . . . :

2 See A ppraisal Repotrts byYovmo Youug.(.Beﬂ;eley), p6,Apﬁl 13,2012 and Velco Appmsal Services (Walnut |
Creek), p.57, April 2, 2012. (Not included in administrative record.)
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