
CITY OF ~

SAN JOSE
CAPITAL OF SILICON VALLEY

COUNCIL AGENDA: 1/31/12
ITEM: ~, [

Memorandum
TO: HONORABLE MAYOR

AND CITY COUNCIL
FROM: Kim Walesh

Joseph Horwedel

SUBJECT: CONSTRUCTION TAXES

Approved

DATE: January 17, 2012
Date ti/~/¢_-

RECOMMENDATION

Approve an ordinance amending Chapter 4.46 of Title 4 of the San Josd Municipal Code and
Chapter 4.47 of title 4 to add sections to suspend the collection of the building and structure
construction tax and the commercial-residential-mobile home park building tax for office,
research and development uses, data center uses and installation of solar photovoltaic systems

OUTCOME

Providing clarification of the Title 4 definition of industrial uses will ensure that San Josd
remains a competitive market in the region for the leasing of commercial real estate by driving
industry companies. The industrial use definitions included in Title 4 will include the Title 20
definitions of"Offlce Research and Development" and "Data Centers," and will include the
installation of all Solar Photovoltaic Systems. The result is that projects designated as these uses
will be taxed at the lower industrial rate of 1%, rather than the 4.5% rate for commercially
designated projects. To allow the Council the flexibility to review the uses included and verify
that these sectors are being accurately represented this provision shall sunset March 15, 2014.

BACKGROUND

In March 2011, the Mayor’s Budget message directed staff to review costs assigned to private
development and develop a structure that makes San Jos~ more competitive with surrounding
communities. In addition, staff was directed to explore an incentive program for research and
development (R&D), office, retail, and light industrial/manufacturing uses. Staff from multiple
departments reviewed the City’s development taxes and fees to assess whether they create an
uncompetitive environment for development in San Jos~ and to determine how these taxes could
better align with the City’s goals related to economic development, the recently adopted
Envision 2040 General Plan, and the City’s transportation investments.
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On December 13,2011, the Council directed staff to return to Council no later than the last
meeting in January with an Ordinance to approve changes to the construction taxes as proposed
by staff.

ANALYSIS

The proposed ordinance suspends until March 15, 2014, the collection of construction taxes on
Tenant Improvements and Equipment Installations for the following three categories of uses:
1) Office research and development uses;
2) Data center uses; and
3) Installation of solar photovoltaic systems.

As described more fully in the memo considered by Council on December 13, 2011, (attached)
the purpose of this suspension is to ensure that San Josd remains competitive in the region for the
leasing of space by driving industry companies.

EVALUATION AND FOLLOW-UP

On December 13, 2011, City Council directed staff to propose a plan for a modernization of the
City’s construction taxes to better align the taxation policies with the job goals of the City’s
Economic Strategy and Envision 2040. Staff estimates that a program that proposes full
modernization Of the City’s construction-related taxes to address the underlying twin challenges
of encouraging job creation dnd funding major transportation infrastructure, will take two years
to develop and implement and would be subject to voter approval. Prior to returning to City
Council with a full modernization plan, staff would provide analysis of the impact of the changes
proposed at this time.

PUBLIC OUTREACH/INTE~ST

Criterion 1: Requires Council action on the use of public funds equal to $1 million or
greater. (Required: Website Posting)

Criterion 2: Adoption of a new or revised policy that may have implications for public
health, safety, quality of life, or financial/economic vitality of the City. (Required: E-
mail and Website Posting)

Criterion 3: Consideration of proposed changes to service delivery, programs, staffing
that may have impacts to community services and have been identified by staff, Council or
a Community group that requires special outreach. (Required: E-mail, Website Posting,
Community Meetings, Notice in appropriate newspapers)

While this action does not meet any of the above Criteria, this memorandum will be posted on
the City’s website for the January 31, 2012 Council Agenda
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COORDINATION

The memorandum has been coordinated with the City Attorney’s Office, Department of
Transportation, Public Works Department, the City Manager’s Budget Office and
Redevelopment Agency.

BUDGET IMPACT

The Building and Structures Tax (SJMC 4.46), and the Construction Excise Tax found at SJMC
4.47, (also known as the CRMP Tax) fund the majority of the Traffic Capital Improvement
Program. The proposed temporary incentive program would result in funds allocated in the
Economic Development Enhancement Fund being directed to the Traffic Capital Improvement
Program. To reduce the impact on important transportation resources and the General Fund,
staff is proposing funding this short fall through use of the Economic Development Enhancement
Fund up to $450,000 at which point when funding is exhausted, staff will revisit the incentive
program, being mindful of the fiscal environment at that time.

CEQA: Not a Project, File No.PP10-067 (Statutory Exemption, Sec. No. 15273), Rates, Tolls,
Fares, and Charges.

/s/
JOSEPH HORWEDEL, DIRECTOR
Planning, Building and Code Enforcement

/s/
KIM WALESH
Director of Economic Development
Chief Strategist

For questions please contact Chris Burton, Business Development Manager, at (408) 535-8114.

Attachment
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SUBJECT: SEE BELOW DATE: 11-30-11

SUBJECT: DEVELOPMENT TAXES, FEES AND COSTS

RECOMMENDATION

As recommended by the Community and Economic Development Committee on November 28,
2011 and outlined in the attached memo previously submitted to the Community and Economic
Deqelopment Committee, accept staff’s analysis of development taxes, fees and costs, and

(a) Direct the City Attorney to draft an ordinance to implement an interim incentive program
toencourage absorption of vacant space by driving industry companies by pat"dally
suspending for a limited period the City’s the Building and Structures Tax (SJMC 4.46),
and the Construction Excise Tax (SJMC 4.47) on the following uses: (1) Solar
Photovoltaic Systems; (2) Office, Research and Development as defined in Section
20.200.818; and (3) Data Centers as defined in Section 20.200.265, and funding
anticipated revenue losses to the City’s Traffic Capital Improvement Program with the

. Economic Development Enhancement Fund.

(b) Direct staff to propose a plan fora modernization of the City’s construction taxes to
better align the taxation policies with the job goals of the City’s Economic Strategy and
Envision 2040 Plan,

(c) Direct staffto explore and bring back for Council consideration in January 2012, a
program that provides a reduction in the North San Jos6 Traffic Impac~ Fee for new
development projects to improve competitiveness of North San Jos6 for near-term
development,
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Date

COUNCIL DISTRICT: City-Wide

RECOMMENDATION

Accept staff’s analysis of development taxes, fees, and costs and recommend that staff bring
forward the following recommendations for full Council consideration:

Direct the City Attorney to draft an ordinance to implement an interim incentive progTam to
encourage absorption of vacant space by driving industry companies by partially suspending
for a limited period the City’s the Building and Structures Tax (SJMC 4,46), and the
Construction Excise Tax (SJMC 4147) on the following uses:

i Solar Photovoltaic Systems
ii Office, Research and Development as defined in Section 20,200,818
lit Data Centers as defined in Section 20, 200, 265

and funding anticipated revenue losses to the City’s Traffic Capital Improvement Program
with up to $450,000 ,from the Economic Development Enhancement Fund,

Direct staff to propose a plan for a modernization of the City’s construction taxes to better
align the taxation policies with the job goals of the CitY’S Economic Strategy and Envision
2040 Plan,

Direct staff to explore and bring back for Council consideration in January 2012, a program
that provides a reduction in the North San Jose Traffic Impact Fee for new industrial
development projects to improve competitiveness of North San Jose for near-term
development,

OUTCOME

Staff has analyzed the City’s development-related taxes, fees and costs to address the issues
raisedin the Mayor’s March Budget message, This memorandum provides a ,detailed account of
this analysis, clarifies the economic development reason for assessing tlaese oosts, identifies
underlying issues with the current structure, assesses the cost of development in San Jose for
driving industries, analyzes the competitive nature of the local real estate market and San Jose’s
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competitive position, reviews the budget and transportation consequences resulting fi’om possible
actions to modify these’taxes and provides recommendations to address policy imbalances
related to driving industries.

BACKGROUND

In March 2011, the Mayor’s Budget message directed staffto review costs assigned to private
development and develop a structure that makes San Jose more competitive witl’~ surrounding
communities, In addition, staff was directed to explore a short term incentive program for R&D,
office, retail, and light industrial/manufacturing uses. Following further consultation with the
Mayor’s office, the incentive program was deferred until it could be considered as part of a more
complete review of the costs of development. Stafffi’om multiple departments’have reviewed
some of the City’s development taxes and fees to assess whether they create an uncompetitive
environment for development in San Jose and to determine how these taxes could better align
with the City’s goals related to economic development, the recently adopted Envision 2040
General Plan, and the City’s transportation investments,

Construction-Related Taxes
San Jose has four construction-related taxes, but for the purposes of this discussion only two are
pertinent: the Building and Structures Tax (SJMC 4,46), and the Construction Excise Tax found.
at SJMC 4.47, (also known as the CRMP Tax), These two taxes have been the primary focus of
thi; analysis as they make up approximately two-thirds of the cost of many building permits
issued by tlae City and fund the majority of the Traffic Capital hnprovement Program. Due to the
fact that the Construction Excise Tax is a general purpose tax, this tax has also been used for
General Fund budget balancing purposes. The remaining costs can be attributed to plan check
and inspection fees, which are 100% cost-recovery, and other Charges, such as the City’s
refimdable Construction & Demolition Diversion Deposit. In addition, key development areas
!ike North San Jose, Edenvale and Evergreen have impact fees to mitigate the impacts of new
development on City infi’astructure,

San Jose’s Building and Structure Construction Tax and Construction Excise Tax areapplicable
to all building permits including both new construction and tenant improvements, For the
purposes of collecting these taxes, permit applications are deemed by a permit technician to be
Residentia!, Commercial or Industrial, The Building and Structures Tax is a special tax, the
revenues from which must be used for the construction of arterials and major collector streets in
the City. The Consta’uctio~a Excise Tax is a general tax with no restrictions on expenditure, but
has historically been used for a number ofprogr.ams in support of the City’s General Plan and.
Green Vision goals to develop a pedesttSan, bicycle, and transit enviromnent.

Rates for these taxes vm3’ based on the intended use of the building or structure being permitted.
COnstruction taxes are collected against the valuation of the project derived fi’om the higher of
either the International Code Council’s building valuation data table or the submitted valuation
estimate by the project proponent.



Community & Economic Development Committee
Subjeet~ Development Tnxes, Fees and Costs
Date: November 10, 2011
Page 3 of 12

Rate / % of Valuation Rate / % of Valuation Rate/% of
Valuation

Residential 1,75% / 88% 2,75% / 88% 4,5% / 88%
Commercial 1,5% / 100% 3% / 100% 4.5% / 100%
Industrial 1% / 100% N/A 1% / 100%

Residential and Commercial uses are broadly defined for both taxes based on t!~e provisions of
the Zoning Ordinance. Residential is considered in terms of one-family dwellings, two-family
dwellings or multiple dwellings, while Commercial uses are those allowed in the General
Commercial Zoning District per the Zoning Ordinance.

"Industrial" uses are defin.ed differently in that twelve specific uses are explicitly called out as
eligible fox’ the lower tax rate. Based on uses that were considered industrial in the Zoning
Ordinance in effect at the time, September 1987, these uses are:

- Laboratories devoted exclusively to research, product development and testing,
engineering development, and sales deyelopment

- Manufacturing facilities
Photographic processing ,and developing

. Mini,warehouses
Production, preservation and preparation of food products for human consumption,
excluding public dining
Trade and business schools
Repair, cleaning, and servicing of comrnercial or indt~strial equipment or products
Storage, warehousing and distribution establishments

- Construction and corporation yards.
- Repair and cleaning of vehicles, including boats, excluding gasoline service s(ations and

repair shops installation of tire, battei% brake, muffler and shock absorber, and wheel
aligning

- 9 and 18 hole golf courses
- Frozen food lockers

In practice, when a non-residential permit application doesn’t align with tiaese 12 uses above,
they were classified as a Commercial use and taxed at the higher rate, of 4.5% of valuation
instead of 1%, regardless of Whether they are enumerated in the General Commercial Zoning
District. For a period following the adoption of the City’s first Economic Strategy in 2003, the
City Council approved an ordinance in June 2004 amending Title 4 to expand the list of
industrial uses to inclttde additional uses that help drive job and revenue growth that were taxed
at the lower rate of 1%. These uses were:

Industrial Services
Retail or wholesale commercial entity, single occupant greater than 100,000 gross square
feet

- Sales, office furniture, industrial equipment, machinery
- Printing and publishing
- BaseLoad Facility
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Photovoltaic
Sale or lease of commercial trucks, buses, trailers, campers, boats, n:tobile homes,
construction equipment.
Software development.
Interact appllcations
Server farms and co-location facilities
Telephone switching gears, telecommunication facilities, wireless communication
facilities, antenna, and equipment.

The ordinance included a sunset provision of five years or until June 30, 2009 to allow the City
Council the flexibility to review the uses included and verify that these sectors represented those
businesses the Council desired to eontilme ineenting. The memorandum recommending the
ordinance specifically noted that the sunset provision would provide the City Council with the
"flexibility to determine if the sectors included continue to generate a significant number df
middle and high paying jdbs and thus merit assistance fi’om the City," The amendment sunsetted
in June, 2009. The effect of the ~ve years of the suspension followed by the two’ years of no
suspension has caused confusion in the development coxm~aunity and directly impacted a hum’bet
of driving industry projects in process or under consideration,

North San Jose Impact Fee
The North San Jose area plays a vital role in the achievement of San Josg’s economic goals. In
2005, the City adopted the North San Jose Area Development Policy which established a policy
fi’amework to guide the ongoing development of the area as an important employment center for
San Jose. The Policy provides for development of 26 million square feet of new industrial
development and brings additional consistency and predictability to the development process by
standardizing mitigation responsibilities within the Policy boundaries, In order to provide
certainty to Developers with regm’d to the public infi’astructure requirements, the City adopted a
Traffic Impact Fee, based on a nexus study analyzing, among other things, expected ta’ip
generation for cat6gories of development. When implemented, this fee was set at $,10.44 per
square foot of industrial development. Due to a 3% escalator included in the. Policy, the current
fee for industrial development is $12,69 per square foot and is set to rise again in 2013 to $13.54
per square foot.

ANALYSIS

Staff’s intent in addressing concerns related to construction taxes is to create a predictable and
competitive environlnent that supports the City’s economic development goals of filling vacant
industrial buildings and encouraging new workplace development.

Conflicting Definitions of Industrial Use
As companies and developers come to thecity to obtain building pemfits, they are deemed to b,e
either Commercial or Industrial based on Title 4 of fl~te municipal code, The definitions used by~
staff to make this determination create considerable ambiguity about which category best
captures many of our driving industry companies, Since this determination can have significant
implications on the cost of permitting,,resulting in four and a half times the construction taxes
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due on a project, the predictability and consistency of costs are important considerations in
promoting economic development.

Economic Development Definition qf Driving Industry, For the purposes of economic
development, the term "industry" is used in the context of driving industries, the sectors which
make up the economic engines of the San Jose economy, Industries.such as information and
communication technologies, software, networking, biomedical and clean technology are
abundant in our industrial lands and provide many of the jobs and revenues that our Economic
Strategy aims to attract.

Land Use Definition oJ’bTdustrial. The economic development definition of driving industries
differs significantly fl’om use of the term "Industrial" when used in the context of allowable land
uses in industrial zoning districts..Here, the definition of Industrial is related to the physical
nature of how a property or facility is used, which is then translated into a broader classification
that captures the nature Of the use, such aS a processing laboratory, a manufacturing or assembly
plant, a warehouse or a general business office, When considering land use entitlements, the
difference between the definition of Commercial and Industrial can also have implications on the
traffic analysis performed on new development proposals. In this context, uses are defined by
theh’ likely vehicular trip generat!on, and failinto categories such as. headquarters,
mamtfacturing, research and development center or business pro’k.

Use Definition Related to Trcfflc Trips, Unlike a developer fee, there is no requirement that
there be a strict nexus between the rate and method of collecting a tax, and the t~se of the
proceeds of the tax. However, the traditional distinction in the rate of tax applied to construction
between Industrial and Commercial uses was grounded in the demand placed upon the City’s
infrastructure network by the different types of use. Uses consistent with the Title 4 definition of
Industrial, such as research and development Iaboratories and manufacturing facilities, generate
lower amounts of vehicular trips, between four and eight trips per thousand square feet of
¯ building space. A Commercial use, such as a general business office for real estate, insurance,
property management,, or other professional services, generates a higher amount of trips, around
seventeen per thousand square feet. The challenges related to the City’s construction tax rates
center on those driving industry companies that are performing research and development
activities in an office enviromnent,

With the development’of the North San Jose Area Development Policy, staff needed to address
this dispari;~y regarding traffic trips in order to show the required nexus to impose the Traffic
Impact Fee, Since the Policy was explicitly focused on increasing the intensity of the City’s
primary industrial core to accommodate the future growth of teChnology companies, the analysis
of demand on the road infi’astructure in’the area needed to reflect.a broader definition that was
better aligned with the types of uses expected to occur, This was achieved tba’ough the creation of
a new use definition, "Office, Research and DeTelopment." This use is defined in the Zoning
Ordinance as establishments engaged in industrial or scientific research and product design that
involves the use of computers and other related office eqtiipment in an office setting, In the
North. San Jose Policy, trip generation rates for this use were calculated at a blended rate of
twelve trips per thousand square feet. This hybrid approach to the changing nature of the San
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Jose economy has yet to be used as a basis of revising the Building and Structures and the
Construction.Excise Tax, as a tool to incentivize desirable driving industries,

The differing use and understanding o, f the term "IndusO’ial" within, the City’s policies and
prctctlces makes it d!fflcult to align economic development objectives within existin.g land use
and permltting procedures without significant modernization and realignment of certain
provisions within the municipal code, In reality, regardless of the particular lens applied to the
term, San Jose’s driving industries and industrial lands include a broad range of companies and
uses but are dominated by tectmology Companies like Cisco Systems, Brocade, IBM, Ericsson:
Super Micro Computer, and Maxim Integrated Products, While these types of driving industry
companies are located in Industrial Park Zoning Districts, their facilities today are in many ways
similar to an office environment with employees working on computers at desks, which for
reasons described in more detail below, would be otherwise considered Commercial, While the
nature of industrial space has evolved, our treatlnent of these facilities for the purpose of
collecting construction taxes has not,

Policy Aligmnent with the Economic Strategy and Envision 2040
The Ci~iy’s Economic Strategy and Envision 2040 Plan focus on economic de.velopment as a
means of ensuring the community’s long-term fiscal sustaflaability, Strategic Goal # 1 of the
City’s Economic Development Strategy, aimed at "encouraging companies and growth sectors
that can drive the local economy and generate revenue for City services and infrastructure,"
emphasizes the importance of attracting and sustaining a growing concentration of"driving
iridustry" companies, These companies, which stimulate and sustain the other support Sectors of
the regional economy, typically have many choices about where to locate. As such, thb City
needs to be aggressive in its practices to capture an inweasing share of driving industry jobs in
Santa Clara County and the Bay Area. Goal #6 of the Economic Strategy specifically calls out
improvement in "the speed, consistency, and predictability of the development review process,
and cost" as important to San Jose companies, Time-to-market and cost-competitiveness are
always crucial--even more so in a very slow, uncertain development environment.

With the Envision 2040 General Plan, the City has taken a "jobs first" approach to the long-term
physical development oft he City. The Plan’s Major Strategy #4 -to become a regional
’emp!oyment center - includes planning for an additional 470,000 new jobs in San Jose,
providing greater flexibility for commercial activity, and supporting job growth within existing
job centers. Both the O~neralPlan and the North San Jose Area Development Policy focus on
intensification of the City’s major employment areas in order to accommodate a wide variety of
industry types and de:velopment forms, These include high-rise and mid-rise office, research and
development uses, heavy and light industrial uses and supporting commercial uses.

Combined, the Economic Development Strategy and the General Plan call for aggressive actions
related to the pursuit of driving industry companies and greater flexibility to support company
location and job growth in San Jose, As the economy recovers, San Jose has a great opportunity
for new job growth by filling vacant industrial real estate and encouraging renovation and
redevelopment of older buildings,
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Cost of Development Related to Other Cities
When developers and facility managers make expansion or development plans, they often work
closely with the City to m~ticipate the costs of obtaining permits, In San Jose, this figure can b.e
dramatically affected by construction-related taxes since the rate varies significantly depending
on the type of use or the nature of the project, The City of San Jose in collab.oration with
neighboring Santa Clara County cities has been conducting an annual survey over the last six
fiscal years to benchmark San Jose’s cost of development against neighboring jurisdictions. The
survey uses five protot)ipe projects: residential addition/alteration, single-family residential
development, multi-family residential development, commercial, tenant improvement and
industrial/R&D building development. Responding cities calculate the appropriate fees and taxes
associated with each prototype, San Jose staff then compile the results for the cost of
development report,

Prototype number five of the cost of development survey is based on new construction of a
100,000 square foot shell R&D building, When considered as an Industrial use for the collection
of construction-related taxes, San Jose’s cost of development is lower than the other jurisdictions
(County of Santa Clara, Morgan Hill, Palo Alto, San Mateo, and Sunnyvale), This is based on
the industrial definition, wherein construction taxes are assessed as 1% 9fthe project valuation,
This makes the total cost of permitting 3.5% of the total.project cost, With t~he ambiguity
surrounding the difference in the use of the industrial and commercial definition, the building
could alternatively be assessed.based on a commercial definition, and therefore subject to 4,5%
tax on the value of the project, If this were the case then the cost of permitting would account for
7% of the total cost of the project, makingSan Jose second highest only to Palo Alto in the cost
of development survey,

In San Jose, construction taxes are unilaterally applied to all building pe~:mits whether for tenant
improvements or new construction, Due to the research and development nature of many of San
Jose’s technology companies, repeated modification of processes and/or equipment is a common "
occurrence. To the extent that these modifications affect utility or structural connections, or the
reconfiguration of internal spage, constructioa taxes are applied to the value of the project -
regardless of whether it creates additional demand on the City’s road infi’astructure, This
situation is legally acceptable because, unlike a developer fee, there does not need to be a strict
nexus between fl~e use of the tax proceeds and the application of the tax, HOWeVer, fl’om an
economic policy perspective, this approach should be reconsidered.
A recent example of how construction taxes continue to be collected over the life of a building
was illustrated by an incoming technology company who leased 50,000 square feet in North San
Jose, The company came through the City’s Special Tenant Improvement Program and received
their permits in a little under an hour and a half. The project, valued at approximately
$ i, 100,000, was for interior renovations on an existing office/industrial building that were
largely cosmetic and didnot constitute a major change in use or traction of the building, For the
purposes of this permit, the use was considered Commercial and the company was required to
pay $49,500 for congtruetibn taxes, These taxes represented 81% of the company’s non-
refundable permitting costs. Constructed in 1998, this six-story building was orighaally taxed at a
commercial rate and had paid almost $500,000 in Building and Structures and Construction
Excise taxes when built, Over 100 building permits have since been issued for modifications to
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the building since 1998 - ranging fi’om major remodels to sink replacements - resulting in
$3 ! 0,000 in additional construction taxes paid,

North San Jose Traffic Impact Fee
In addition to the conventional costs associa!ed with obtaining building permits, larger
mitigations to support specific development play an important part in the costs associated with .
new development, In addition to creating new employment-generating development capacity, the
creation of the North San Jose Area Development Policy was intended to bring additional
consistency and predictability to development process by standardizing mitigation
responsibilities within the Policy boundaries through the adoption of a Traffic Impact Fee,

Unintentionally, this Policy has created .a near term competitive disadvantage for North San Jose
during a period of economic contraction, This stems fi’om the distribution of the fee evenly
across all four phases, This, in addition to other financial obligations resulting fi’om the law stilt
filed by neighboring jurisdictions has meant that near term development within the Policy area
must equally bear the burden of mitigation resulting fi’om all development in the area over the
next 20 to 30 years, where other competing jurisdictions need only mitigate traffic impacts
within the scope of individual projects, Long term, North San jose will benefit fi’om the
approach created in the Policy as the cost 0f.mitigating development .in sun’ounding communiti6s
becomes prohibitive; however, considerable deve!opment must take place before then. In the
meantime San Jose is not-well positioned to receive near-tema development with existing traffic
impact fees.

competitive Nature of the Commercial Real Estate Market
San Jose has over 47 million square feet of industrial real estate, almost one-third of Silicon
Valley’stotal R&D space. Currently, San Jose’s Research and Development vacancy rate is
17,75%, and while San Jose appears to be well positioned to accommodate a wide range of users
and space n~eds given the large amount of available real estate, a number of different factors go
into the location decisions made by teelmology companies.

Geography
Cities along the Peninsula have less industrial space than San Jose which, combined with
attractive proximity to academic base at Stanford and the venture capi.tal base on Sand Hill Road,
has put many of these areas at a premium,’ The attractiveness of the Peninsula to new and
emerging companies and has driven much of the new Class A lease and development activity
o~curring over the last ten years to occur in these communities and has put potential corporate
locations further south at a significant disadvantage~ Cun’ently, over 60% of San Jose’s R&D
vacant properties are less than 30,000 square feet and much of thi; capacity is considered to be
Class B and C space. This is a direct reflection of San Jose’s aging building stock v~hich has seen
less re-investment than other communities in recent years and doesn’t reflect the types, of
properties currently desh’ed by many growth companies.

Cost
Cost of business operations continues to be a significant factor as companies look to relocate
facilities, While this includes the cost of construction-related fees and taxes, it also considers a
much broader set of cost.s, Traditionally, b.ecause of the geographical factors described above,
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lease rates in San Jose have been lower than neighboring cities, These lower lease costs are
considered agi~inst the higher costs of upgrading building infrastructure, higher tenant
improvement permitting costs, lower utility rates in those communities with municipally Owned
utilities, and lower business taxes imposed by neighboring cities,

Access to g/orl~force
Despite its concentration of housing, San Jose has generally been at a disadvantage as far as
perceived access to talent, Tl~ere is an ongoing perception that young professional talent and
senior executives are easier to attract fi’om locations on the Peninsula.

At first look, it may seem that broad range of site selection factors would mittga’te the subtle
differences between thg different costs associated with different cities, As companies and their
consultants become more aware of the costs, programs and advantages associated with different
locations, fine margins between different lease rat.es, utility rates and fees and taxes are under
increasing pressure, When applied to larger facilities where costs are analyzed on a per square
foot basis, these differences can result in dramatic implications in the long term,

A recent example of how these costs are considered by a large driving industry business was
recently provided by IBM, Corporate stafffi’om IBM global headquarters were analyzing the
implications of consolidating a recently purchased company, Blade Network Tectmolog~.es (a
200 person company located in Santa Clara), into one of the company’s existing locations, Due
to the nature of this relocation, the financial implications of the move were the primary
consideration, IBM contacted the Office of Economic Development after arialyzing the costs of
locating the 200 staff in IBM’s 4400 North First Street facility, Their analysis concluded that the
difference between an Industrial and Commercial designation of the proj ect would result in an
ahnost $100,000 difference in construction taxes and that this was enough of a swing for them
not to consolidate these employees in San Jose, After consulting with IBM about the nature of
the use and confirming that under the provisions of Title 4 it could be considered industrial .and
taxed at the lower 1% rate~ IBM decided to go ahead with the Consolidation,

While in this instance IBM called OED staff directly to help identify the con’ect costs during the
decision-making pi’ocess, this is not always the norm, In fact, much analysis for major
relocations is of-ten performed by third-party site selection or real estate professionals who can be
reluctant to engage with staff fi’om different cities, The Office of Economic
Development/Redevelopment Agency outreach team is actively addressing this issue, however,
the .perception ofhigl5 or inconsistent costs in San Jose is still held by many based on their prior
experience through this process,

Budget Consequences of Potential Change
The Building and Structures tax was enacted in the 1970’s to develop and maintain the
transportation system, The funds generated by these taxes are intended for acquisition of lands
and for the constructionl reconstruction, replacement, widening, modification and alteration (but
not maintenance and repair) of existing and proposed City streets, The Construction Excise tax is
a general tax, not legalt,y earmarked for lhese purposes, but has been historically used in a similar
lrlartner, ’
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San Jose is unique in its funding of the trmasportation system in this way, In 0thei’ local
jurisdictions, .transportation improvements are funded through General Fund sources or Citywide
Traffic Impact Fees, In effect, San Jose’s construction taxes serve as a citywide impact fee and
were initially scaled based on the transportation demands generated by residential, commercial,
office, and industrial development, Due to statewide restrictions placed on the modification and
increase of taxes the City is unable to address shifts in the changing nature of traffic trips as they
relate to industrial or commercial uses in the way it could if these were impact fees.

An effective transportation system is critically important for the City’s economi¢ development.
Given the scale of the costs associated with major transportation improvements, the revenues
fi’om these construction taxes alone do not cover the costs of the projects the City needs to ~
implement, The City’s Depm"~ment of Transpo~"~ation, however,.has been successful in leveraging
these funds, as match for additional federal and state funds. Combined with these additional
sources, these construction tax revenues support some of the major infi’astructure projects facing
the City, Revenues fi’om the two taxes are used as follows:

Building and Structure Construction Tax revemles, are dedicated to the Traffic Capital
Improvement Program and reserved for developing the General Plan Transportation
System. As such, these revenues fund key trans!5ortation infi’astructure in support of
economic development, Some examples of the types of projects include the 101/Tully
interchange reconstruction, the l 01/Caplto!/Yerba Buena interchange reconstruction, and
the 280/880/Stevens Creek upgrade,

The Construction Excise tax is a generai purpose tax not restricted in its use. Per City
Council Policy, the revenues are dedicated to the Traffic Capital,Improvement Program,
Revenue is used for a number of programs in support of the City’.s general plan and green
vision goals to deJcelop a pedestrian, bicycle; and transit environment. Examples of the
type of projects that these revenues fund include traffic safety, required ADA curb ramps
and sidewalk improvements, bicycle projects, and additional matching funds for f~ture
grant opportunities, In addition the revenue is also used in balancing the Genera[ Fund
shortfall. In 2010-2011, $5,3 million was budgeted for General Fund balancing (40% of
actual revenue), while in 20 l 1-2012, $3.5 million (44% of expected revenue) was
budgeted for General Fund balancing. It is anticipated that in 2012-2013, this funding
source will again be required as a necessary General Fund balancing strategy,

Any alterations to the Building m~d Structure Tax or Construction Excise Tax revenues will have
a direct impact on transportation programs and General Fund balancing solutions. Without
adequate funds, the City’s Department of Transportation will not be able to attract future grant
opportuni!ies to continue build out and upgrade of the City’s capital infrastmcture.

Proposed Solutions
Implement Short-Term Ince~Ttive for Te~Ta~Tt Impt~ovements
To ensure that San Jose remains competitive in the region for leasing of space by driving
industry companies, staff proposes to implement an interim program that provides additioriai
clarification to the definitions of industrial uses to ensure consistent and predictable permitting
costs, For the Interim period until a long term solution can be considered; Staff is recommending
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the expansion of the Industrial use d,efinitions included in Title 4 to include the zoning ordinance
definitions of "Office/ Research and Development" and "DataCenters," and to include all Solar
Photovoltaic Systems, which are tl~ose uses that most closely align with the City’s economic and
development policies. To limit the negative impact on revenues currently generated by both
construction taxes, the benefit of these .uses being classified as Industrial would only extend to
tenant hnprovements, Based on staff’s analysis of the last three years of construction taxes
collected, staff esthnates that these changes will amount to less than ,$300,000 per year in
potentially foregone revenue. On the other hand, accelerated leasing of industrial space may

’ increaser revenues above the base case. To reduce the impact on important transportation
resources and the General Fund, staff is analyzing possible alternatives to fund this short fall
prior to bringing the proposal forwai’d to the.full Council, This could include use of the
Economic Development Enhancement Fund up to a capped amount at which point when funding
is exhausted, staff will revisit the incentive program, being mindful of the fiscal environment at
that time, The cap would ensure that the Traffic Capital Program and General Fund are protected
in.the Short term,

Long Term Solution: Moder’nize Construction. Taxes and Transportation Funding
Staff has concluded: that the most sustainable solution for both the City and the business
e0mmunity is a full modernization of construction-related taxes to address the underlying twin
challenges of encouraging job creation and funding major transportation infi’astructure, Staff
estimates that’ a program of this nature will take two years to develop and implement andwould
be subject to Voter approval.

North San Jose lncenth,e Program for New Offlee/R&D DevelopmetTt.
Staff intends in January to recommend a temporary reduction in the North San Jose Traffic
Impact Fee for a limited time period, following further outreach and exploration, Staff’s intent in
limiting the scope of this incentive is to ensure that it is specifically targeted tO meet the City’s
economic development goals by resulting in actual construction of new industrial buildings and
the location, relocation or expansion of key driving industry tenants that will add jobs or provide
additional revenues to the City, Encouraging key development projects within the policy area
may help spur increased development activity throughout North San Jose which in turn will
begin to drive additional revenues and fees. The City’s mitigation obligations to neighboring
jurisdictions related to the apWoval of the Policy are unlikely to be covered by Redevelopment
Agency funds as hoped. Therefore it is important that the City begin generating revenues to
make payments towards these obligations, and/or reevaluate the City’s position regarding the
Policy, The City’s decision to offer a reducedtraffic impact fee in North San Jose would by no
means reduce the obligation to provide the necessary mitigations associated with these fees. As
part of analyzing this proposal and bringing it forward to the full City Council in January, staff
will need to identify necessary means to backfill this requirement.

Alternate Incentive Structure,
As an alternative to the above propdsals, staff has also considered a different approach to address
the msues related to construction taxes. Rather than reducing construction taxes systematically
for certain additional Industrial use classifications, the City could set aside funds fi’om the
General Fund to directly intent specific driving industry eolnpm~es. This approach is not
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recommended at this time, however, due to the current fiscal situation of the General Fund and
historically low Staffing levels.

COORDINATION

The memorandum has been coordilaated with the City Attorney’s Office, Department of
Trar~sportatton, Public Works Depm~unent, Housing Department, Budget Office and
Redevelopment Agency,

BUDGET IMPACT

The prgposed temporary ince.ntive program would result in funds currently allocated in the
Economic Development Enhancement Fund being directed to the Traffic Capital Improvement
Program, up to $450,000. A structural modernization of the City’s development related taxes
and fees would need to be analyzed to ensure that the Traffic Capital improvement Program is
adequately funded and transfers fi’om the Construction Excise Tax Fund to the General Fund.
could continue, as needed for budget balancing purposes.

CEQA: Not a Project, File No.PP10-066 (a), StaffReport

/s/
JOSEPH HORWEDEL, DIRECTOR
Planning, Building and Code Erfforcement

/s/
KIM WALESH
Director of Economic Development
Chief Strategist

For questions please contact Chris Burton, Business Developmet~t Manager, at (408) 535-8114




