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Executive Summary

The Public Housing Homeownership Demonstration (PHHD) was
designed by HUD to find practical ways to enable public housing
tenants to become homeowners through the sale of public housing
units. The purposes of this report are to: describe the various
elements of the 17 programs that were included in the
demonstration; assess the effectiveness of the various approaches
adopted; assess the impacts of the demonstration on the parties
involved; and inform federal policy on public housing
homeownership programs. This report is based on interviews with
the program officials at each site, a review of program records
and both phone and in-home interviews with the former public
housing tenants who bought homes through this demonstration

program.
Background on the PHHD

In June 1985 HUD selected 17 PHAs to participate in the Public
Housing Homeownership Demonstration under the legislative
authority of Section 5(h) of the National Housing Act, as
amended. The 17 PHAs proposed to sell a total of 1,315 units
during the 36-month demonstration (See Tablerl). Under Section
5(h), HUD is permitted to approve the sale of public housing
units while continuing to make debt service payments on the
outstanding federal bonds that were issued to finance the

construction and modernization of these units. However, federal
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law prohibits HUD from continuing to pay operating subsidies on
the units after they are sold.

Table 1. The Demonstration Sites and the Number of Units to
be Sold in Each

Units to Units to
City be sold City be sold
Baltimore, MD 30 Philadelphia, PA 300
Chicago, IL 31 Reading, PA 8
Denver, CO ' 88 St. Mary's Co., MD 50
Los Angeles County, CA 75 St. Thomas, V.I. 120
_ McKeesport, PA 10 Tulsa, OK 100
Muskegon Heights, MI 20 Wash., DC 28
Nashville, TN 85 Wichita, KA 50
Newport News, VA 15 Wyoming, MI 63
Paterson, NJ 242

The participating housing authorities were allowed considerable
freedom in designing their homeownership programs. HUD did
specify four conditions which all programs had to meet:

1. All properties transferred to tenants must be in
good condition prior to sale;

2. PHAs cannot displace involuntarily a tenant who does
not want to, or is financially unable to,
participate in the Homeownership Demonstration;

3. PHAs must provide pre-purchase counseling and
training to prospective homebuyers; and,

4, Methods of guarding against windfall profits for a

minimum of five years must be incorporated into the
program.

Characteristics of the Demonstration Programs

Managing the Demonstration. The Public Housing Agencies (PHAs)
sponsoring the local PHHD programs included both small and large
PHAs. The smallest was St. Mary's County, MD, which administered

a total of 50 units of public housing, and the largest was



Chicago which administers approximately 41,000 units. Eleven of
the 17 participating housing authorities were single-purpose
agencies and six were combined housing and community development
agencies. The latter have more experience administering lower-
income homeownership programs, which appears to have helped them

create more successful public housing sales programs.

The Selecting and Rehabilitation of Properties. The majority of
the 1,315 units selected for sale by local officials were
scattered-site, single family units (653) and the rest were
townhouse (388), low-rise apartment (206) and duplex or triplex
(68) units. In general, the units targeted for sale were located
in neighborhoods that were in fair-to-good condition. Overall,
the multifamily properties that were slated for conversion into
limited equity co-ops were more likely than the single-family
properties to require substantial rehabilitation prior to sale.
Denver, for example, spent $22,500 per unit in rehabilitating the
first phase of their two-phase cooperative conversion program,
and $35,000 per unit in the second phase. Most of the single-
family units being sold only required minor repairs to light
rehabilitation work. Rehabilitation financing came from one of
three sources: the sponsoring agencies, HUD Comprehensive
Improvement Assistance Program (CIAP) modernization funds, or
Community Development Block Grant (CDBG) funds. In demonstration
programs in which the costs of rehabilitation were substantial,
the sponsoring PHAs either used CIAP funds or used sales proceeds

to reimburse itself or the local CDBG fund.



iv

Buyer Belection Criteria. Each sponsoring agency established a

minimum income for participating in the demonstration. These
ranged from a low of $7,500 in St. Thomas to $17,000 in
Washington, D.C. although they were not strictly adhered to by
the sponsoring agencies. 1In all sites except Denver, priority
consideration was given to existing tenants of the units selected
for sale. Rent-paying history and employment status were also
used to screen prospective buyers in most cities. Some went
beyond these criteria, however, and required‘home visits, office
interviews and written recommendations of on-site project

managers.

Property Conveyance and Pricing. Twelve sales programs involved
the fee-simple transfer of units to former tenants. Another four
programs have or will involve transfer to limited equity
cooperatives (not all sites had transferred units at the time of
this writing) and one program sold units as condominiums.
Sponsoring agencies used one of four basic pricing strategies.
The largest number of programs set the sales price at market
value, based upon an independent appraisal, and then discounted
the price to a level affordable to tenants. The difference
between market value and the effective selling price is taken
back by the housing authority as a "silent" second mortgage
requiring no current debt service payments. Typically this
second mortgage is forgiven if the family remains in the unit for
a specified number of years. The second method of pricing is
based on a specified percentage of appraised value set by the

housing authority. Reading, for example, charged buyers 70



percent of the appraised value. The third pricing method, used
in Nashville and Denver, is based on recovering the PHA's costs
of rehabilitating the units for sale. The final method is to
transfer the property title to tenants at a nominal price. 1In
St. Thomas and Paterson the PHAs are transferring units to a
cooperative association for little or no cost. The cooperatives
then are selling shares to former PHA tenants to raise capital
for operating expenses and a reserve fund. The plan in St,
Thomas 1is to sell a co-op share for between $375 and $725
depending on the number of bedrooms and in Paterson the shares

will be sold for around $4,000,.

Prohibition Against Windfall Profits. Given the greatly reduced

sale prices offered in most demonstration programs, the
sponsoring agencies adopted a variety of methods for guarding
against windfall profits. The most common means of doing this
was for the PHA to hold a silent second mortgage on the
difference between the appraised value and the amount of the
first mortgage. This silent second mortgage is then forgiven if
the original buyer remains in the unit for a specified number of
years. The specified time periods across all programs ranged
from 5 years to 28 years of occupancy. In the four cooperative
conversions, windfall profits will be controlled by resale
restrictions and equity limitations contained in articles of

incorporation and co-op by-laws.

Provisions for Maintenance After S8ale. Since low-income home

buyers are unlikely to have the financial reserves to pay for

e v
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major repairs should they be required, HUD encouraged the
sponsoring agencies to provide some means of assisting
participants in making post-sale repairs. A majority of the
demonstration programs established a loan fund or an escrow
account that program participants may draw upon to finance major
repairs. In all but one instance these funds were at least
partially capitalized with sales proceeds. A second means of
assisting with post-purchase repairs was for the sponsoring
agencies to provide program participants with warranties on the
major structural and mechanical components of their homes. Four
programs, however, made no special provisions to assist
participants with post-purchase repair expenses. The early
experience with the use of these special maintenance provisions
suggests they are an important part of low-income home ownership

progranms.

Financing the Sales. Sponsoring agencies relied upon three
principal sources of financing their sales: private lenders;
state or local mortgage revenue bond programs; and purchase money
mortgages (or PHA self-financing). Private sector loans were
obtained by seven PHAs which transferred 208 units, or 65 percent
of all sales. Some agencies had difficulty attracting private
lenders into their programs because of the small size and high
servicing costs of the loans involved and the marginal credit
histories of the borrowers. Where mortgage revenue bond programs
were used to finance sales, access was easier, but housing
authorities still found the process of qualifying buyers to be

arduous and time-consuming.
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Housing authorities that financed their own sales by taking back
first (as well as silent second) mortgage notes generally offered
lower interest rates than did private lenders. They were also
able to vary the terms of the loans to meet the payment abilities
of the buyers. Most importantly, they were able to substitute
their own underwriting criteria for conventional standards which
tend to disqualify lower-income buyers from obtaining private
loans. For example, they could substitute a family's recent
rent-paying record for the more traditional credit check. Two
issues to consider about self-financing are: first, that it does
not generate large amounts of up-front sales proceeds that the
PHA could use to finance replacement housing (which several
officials expressed interest in doing) and, second, that it does
not make a complete break between the former public housing
tenant and the housing authority. (We should point out, however,
that there was no requirement in the demonstration that sales
proceeds be used for replacement housing.) The first problem can
be minimized through the creative use of the income stream
produced by home buyer monthly payments to buy down interest
rates on mortgage loans for other lower-income buyers, while the
second problem can be mitigated through the PHA's use of a

private lender to service its PHHD mortgage loans.

The financing of multi-family conversions can be a very

complicated endeavor and the PHHD produced interesting models.
In two sites, Paterson and St. Thomas, the housing authorities
will transfer multi-family complexes to newly created limited

equity co-ops with no long-term debt. 1In contrast, Nashville

g o
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secured a first mortgage loan for its co-op from the National
Cooperative Bank (NCB), while the Denver Housing Authority
financed its first co-op with joint mortgage loans from NCB and

the Colorado Housing Finance Agency.

In what turned out to be the most creative and controversial
multi-family financing technique in the PHHD, Denver structured
its second homeownership project to enable it to syndicate the

' federal low income housing tax credits that were generated by the
rehabilitation of the Arapahoe limited equity co-op. The tax
credits were sold to a private investor for $1,350,000. To
qualify as a tax credit project, however, the co-op will actually
be renting its buildings from a limited partnership for the first
15 years of its life. This raises the question of what

constitutes homeownership in the context of a Section 5(h) sale.

Provisions for Non-participants. The demonstration guidelines

explicitly prohibited the involuntary relocation of non-
participating tenants which includes both those who are unable or
unwilling to participate in the sales program. The sponsoring
agencies adopted several approaches to accommodating non-
participants. In most of the single-family sites, program staff
did not sell units occupied by families who could not qualify
for, or were not interested in, the program. The multi-family
sites relied on enticements to move including the offer of
Section 8 Certificates, Housing Vouchers or other public housing
units. If these enticements were not effective, the non-

participants were allowed to remain in their units and continue
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renting from either the housing authority or the newly formed
cooperative. 1In the latter case Section 8 certificates were

provided to non-participating households.

A total of 136 households had been relocated to other units at
the time of our last site visit. One hundred and twenty-eight of
these were in Denver where the buildings were vacated so that
extensive modernization work could be completed. The total
number of relocatees may increase, however, as Paterson, N.J. and

St. Thomas, V.I., complete their sales programs.

Interviews were conducted with 34 of the 64 families relocated in
phase one of the demonstration program in Denver. These data
show that few of these households could have qualified for the
homeownership program. Moreover, no relocatees reported changes
in employment status due to relocation, but they did report some
social impacts including fewer and less frequent contact with

friends.
Counseling and Training Home Buyers

HUD required every housing authority participating in the
homeownership demonstration to provide potential buyers with'pre-
purchase counseling designed to ensure that all buyers understood
the responsibilities associated with home ownership. The
counseling programs in all local demonstration programs provided
prospective buyers with inforhation on the financial aspects of
home ownership, including personal budgeting and money

management. Counseling on resolving credit problems and in

;
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obtaining a loan was also provided in a majority of programs.
Finally, many demonstration programs provided training on routine

home maintenance and minor repair work.

In programs involving the conversions of multifamily developments
additional counseling was required. Participating tenants had to
be trained to oversee the management of the development once

transferred.

In several of the single-family programs and in all of the
multifamily programs, the sponsoring PHAs relied on experienced
outside consultants to conduct the counseling and training.
Beyond the additional expertise gained, by relying on consultants
they significantly reduced the administrative burdens on PHA
staff. oOur evaluation suggests that providing counseling and
training to program participants was a much larger task in terms
of both time and money than anticipated by either HUD or the
local sponsoring agencies. The $50,000 maximum technical
assistance grants offered by HUD were not sufficient to cover the
costs of counseling and training at the larger multi-family
sites. Moreover, effective training and counseling was very
important in the success of the demonstration programs,

particularly the multifamily programs.
The Characteristics and Experience of Home Buyers and Relocatees.

The household survey data indicate that the characteristics of
tenants who bought a house or apartment unit under the

demonstration are quite different from those of the average
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public housing resident. Home buyers were much more likely to
have higher incomes ($16,673 vs. $6,539), to be two-parent
households (47 vs. 24 percent) and to have at least one full-time
wage earner in the household (91 vs. 24 percent) than the average
public housing resident. The racial characteristics of
participants were 8 percent white, 74 percent African American
and 18 percent Hispanic. The average length of tenure in public

housing was 8.8 years.

overall, the level of participant satisfaction with their units
was quite high. Over 77 percent of the participants were
satisfied with their houses. Less than 10 percent were
dissatisfied and these were mostly confined to one site.
Satisfaction with their neighborhoods, however, was somewhat
lower. Twenty percent expressed dissatisfaction with the quality
of their neighborhoods and 17 percent felt their neighborhoods
had become worse since they purchased their homes. Most of this
dissatisfaction with the neighborhoods surrounding their homes
was among participants in Denver and Baltimore. In the other
cities levels of neighborhood satisfaction among participants

were generally high.

The sur#ey data also show 21 percent of all buyers were
dissatisfied with the repairs made to their units before sale and

60 percent felt needed repairs had been overlooked by the PHA.

The responses to questions on the perceived impacts of
homeownership show that substantial percentages of program

participants credited homeownership with feeling better about




themselves (78 percent), feeling more financially secure (67
percent) and having a greater sense of control over their lives
(52 percent). Somewhat smaller percentages credited home
ownership with increasing their involvement in their

neighborhoods (35 percent) and in local government (35 percent).
Program Effectiveness and Efficiency

During the 50 month period covered by this evaluation, the 17
participating housing authorities transferred 320 public housing
units to tenants. This represents one quarter of the 1,315 units
originally designated for sale under the demonstration. An
additional 17 sales were pending at the conclusion of our data
collection period, however, and several housing authorities were
making progress toward the combined sale of another 362 units,
which could close sometime during 1990. If these additional
sales take place, the Public Housing Homeownership Demonstration
will end up having sold a total of 699 units, or 53.2 percent of
the initial sales proposed by the participating housing

authorities.

As might be expected the demonstration programs showed
considerable variation in meeting their sales goals. Seven
demonstration programs reached 80 to 100 percent of their goals,
six had reached between 10 and 60 percent of their original goal,

and four had sold no units.

There are six major contributing factors to the lower than

anticipated sales figures. These are: a lack of commitment to
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the program and/or ineffective housing authority management; poor
program design; adverse local market conditions; low tenant

incomes; lack of replacement housing and relocation difficulties.

The early evidence on home owner delinquency and default
experience indicates that five programs have experienced a
problem with late payments or more serious delinquencies. We
estimate that 10 to 15 percent of the buyers experienced some
problems meeting their housing costs within the first 18 months

of closing on their homes.

Program participant survey data indicate that 31 percent of all
home buyers felt their mortgage payments are causing a strain on
their budgets and ten percent indicated that they are already in
arrears on their payments by at least one month. But a large
proportion of these delinquencies were due to problems in one of

the large multi-family sites.
Conclusions and Policy Recommendations

The findings of the evaluation lead to nine recommendations for
designing a successful public housing homeownership program.

1. The sponsoring agency, and the governing boards to
which it reports, must have a strong commitment to
the sale of public housing to tenants;

2. Program staff should have experience with low-income
homeownership programs or receive training from those
that have this experience;

3. The program should be adequately staffed, and lead
responsibility for the program should be
assigned to a person who does not have other major
responsibilities;
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Units appropriate for homeownership (i.e.,
attractive, in stable neighborhoods) should be
selected for sale;

Participants should be carefully screened;

The scale of the homeownership program should be
commensurate with tenant interest and eligibility;

Homeownership training and counseling should be
provided to all participants;

Sponsoring agencies should make a special effort to
make sure units are in good repair before sale and
offer a warranty on appliances, mechanicals and major
structural components of the units being sold; and,

An effective and fair strategy for accommodating
non-participants needs to be developed.

The findings of the evaluation also lead to a number of policy

recommendations.

1.

Any large scale public housing home ownership
program will need to address several factors that
constrained sales in the PHHD. These include the
inability of many public housing tenants to afford
the costs of home ownership (even when the sales
prices are greatly reduced), the characteristics
and condition of the public housing stock and
concerns about replacement housing.

To expand the potential number of sales, HUD needs to
permit housing vouchers to be allocated to low-income
buyers, make at least some replacement housing
available and offer the sponsoring agencies extra
allocations of modernization funds to assist them in
rehabilitating units for sale.

HUD should develop regulations for Section 5(h) sales
programs and carefully review homeownership plans

to ensure that PHAs are fully capable of designing
and administering a successful program. Special
attention should be paid to ensuring that the units
are in good shape upon sale, that there are adequate
provisions for assisting program participants with
major repairs for a period of time after the units
are transferred and that the training and counseling
provided to program participants will be adequate.



10.

11.

12,

HUD needs to make more technical assistance monies
available to the sponsoring agencies, particularly
those sponsoring multifamily conversions.

Windfall profit provisions should be required and
last for a minimum of five years.

HUD must make a more definitive rule prohibiting
involuntary relocation and provide extra hou51ng
vouchers to assist the sponsorlng agencies in
accommodating non-participants.

In instances where non-participants will remain in
their units and rent from a newly created co-op,
the co-op should be required to keep rents at or
below Section 8 fair market rents.

HUD should consider ways of preserving priority for
readmission into assisted housing for buyers who
default on their loans for reasons beyond their
control.

HUD must more closely define homeownership for the
purposes of Section 5(h) sales and require that
properties be transferred to tenants within a
specified time period.

The sponsoring PHAs should be able to keep all sales
proceeds and be required to submit a reinvestment
program as part of their homeownership applications.

The sponsoring agencies should be given latitude in
establishing reasonable pricing strategies. Sales
prices should not be based on the rents they were
paying as public housing residents.

HUD needs to continue to monitor the progress and
impacts of the PHHD to better understand the costs
and benefits of public housing homeownership
programs.

xv






CHAPTER 1
INTRODUCTION

This report presents the results of a three year effort to
evaluate the Public Housing Homeownership Demonstration (PHHD)
sponsored by the U.S. Department of Housing and Urban Development
(HUD). The PHHD, which included 17 locally designed
homeownership programs, was designed to test and document ways to
enable lower-income, public hoqsing tenants to own their own
homes through the sale of public housing authority units. The
purposes of this report are to describe the various elements of
the seventeen programs, provide an analysis of the effectiveness
of the various approaches adopted and assess the impact of the
demonstration programs on the parties involved, including program
participants, non-participants, sponsoring public housing
authérities, and the federal government. The report will also
provide information useful in the design of public housing home

ownership programs.
Background on the PHHD

The Public Housing Homeownership Demonstration, officially
announced October 25, 1984, was designed to find practical ways
to enable public housing tenants to become home owners through
the sale of public housing units. Homeownership was expected to
help lower-income families share in the growth of financial

assets; build a sense of responsibility and a stake in the
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community that will lead to neighborhood improvement; and improve
the quality of life for both those families remaining as tenants

of public housing and those who become home owners.?!

Public housing authorities were invited to submit proposals to
participate in the demonstration. These were reviewed and
evaluated by a l4-person review panel consisting of HUD
headquarters stéff members. HUD regional and field office staffs
provided written evaluations of proposed programs and worked with
some of the applicants in resolving outstanding issues. The
panel sought to include in the PHHD a diversity of approaches to
transfer units to public housing residents, including fee-simple,

condominium and cooperative forms of ownership.

HUD received a total of 36 applications for participation in the
demonstration. Fourteen of these, however, were from Indian
housing authorities which were not recommended for inclusion in
the PHHD because "they proposed to recreate the Mutual Help
program rather than testing any innovative homeownership
schemes." Of the remaining 22, 18 were classified in groups as
"feasible and ready to go" and four were classified in a second
group as "feasible but needs work."2 Two Indian housing

authorities were included in the first group.

On June 5, 1985 HUD Secretary Samuel R. Pierce announced the
selection of 16 PHAs and two Indian housing authorities to

participate in the demonstration. Soon after, however, two PHAs

1Federal Register Notice. Vol. 49, No. 208. Thursday, October
25, 1984, p. 43029.
2Memorandum from June Koch to Secretary Pierce, May 10, 1985.



that had been classified in the second group were included in the
demonstration while three of the originally selected PHAs,
including both of the Indian housing authorities, dropped out.
This left 17 PHAs that proposed to sell 1,315 units of public
housing over the 36-month course of the demonstration.? The
Demonstration sites and the number of units to be sold are

presented in Table 1.1.

The sponsoring agencies were given considerable flexibility in
designing their programs. HUD let the participating agencies
select the units they felt were most appropriate for sale and set
the prices and terms of those sales. HUD specified four major
conditions that all PHHD programs had to meet in designing their
demonstration programs, while leaving it up to the PHAs to
determine exactly how they would meet them. The four conditions
were:

1) All properties transferred to tenants must be in good
condition prior to sale;

2) PHAs cannot displace involuntarily a tenant who does not
want to, or is financially unable to, participate in the
Homeownership Demonstration;

3) PHAs must provide pre-purchase counseling and are strongly
encouraged to provide post-purchase counseling and
training to prospective homebuyers; and,

4) Methods of guarding against windfall profits for a minimum
of five years must be incorporated into the program.

HUD alsc required the PHAs to consider means of assuring the

long-term availability of the property to lower-income people by

3The demonstration actually lasted more than four years as some
housing authorities needed more time to transfer the units.
4Federal Register, Vol. 49, p. 43030-43031.



Table 1.1: The Demonstration Sites and the Number of Units to be Sold in Each

City Number of Units to be Sold
Baltimore, Md. 30
Chicago, Ill. 31
Denver, Colo. | 88
Los Angeles County., Calif. 75
McKeesport, Pa. 10
Muskegon Heights, Mich. 20
Nashwville, Tenn. , 85
Newport News, Va. 15
Patterson, N.J. 242
Philadelphia, Pa. 300
Reading, Pa. 8
St. Mary'’s County, Md. 50
St. Thomas, V.I. 120
Tulsa, Okla. 100
Washington, D.C. 28
Wichita, Kans. 50
Wyoming, Mich. 63

Total 1,315




including resale restrictions, but the inclusion of such
restrictions was not a program requirement. The sponsoring
agencies were also strongly encouraged to seek outside financing
for program participants--such as loans from private lenders,
public-spirited corporations and state housing finance agencies--

rather than provide purchase-money mortgages.

To enable the sponsoring agencies to sell the units at a price
tenants could afford, HUD continued to pay the debt service on
the outstanding federal bonds used to finance their construction
and/or subsequent modernization as allowed under Section 5(h) of
the National Housing Act as amended. Effectively, this meant
that the units could be sold for as low a price as necessary to
achieve affordability without having to reimburse HUD for the
outstanding debt on the properties involved. The demonstration
guidelines specified that any sale proceeds could be used to
reimburse the sponsoring agencies for costs incurred in the sale
of the property and to establish reserve maintenance funds. The
original guidelines also called for any remaining proceeds to be
applied to reducing the outstanding debt service; but later, HUD
allowed the sponsoring agencies to use these funds to provide
other housing opportunities for low-income people. The
amortization of rehabilitation costs beyond those previously
financed by HUD, however, and all operating costs (including
property taxes where applicable, maintenance and insurance) had
to be the responsibility of sponsoring agencies or the buyers.
The PHHD guidelines stated that program participants may not

receive additional federal subsidies to assist them in meeting
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their housing costs, but they may receive additional financial

assistance from non-federal sources.

Unlike the Section 123 homeownership program passed by Congress
in December 1987 the demonstration program did not offer either
public housing development funds or housing vouchers for
replacement housing. (HUD did, however, allocate héusing vouchers
to two conversibns for use by non-buyers who wished to remain in
their units as tenants of the co-op.) The rationale for not
providing replacement housing was that, under PHHD rules, units
sold to tenants must continue to be occupied by low-income
families for five years or more, or for an even longer period if
the housing authority chose to extend resale limitations. Thus,

these units were not leaving the low-income housing stock.
Evaluation Research Design

Based on the request for proposals (RFP) this assessment was

designed to achieve the following four specific objectives:

1) To provide detailed descriptions of each of the
demonstration programs including their major program
elements and the process involved in developing and

implementing these programs;

2) To describe the effectiveness and efficiency of
the demonstration programs in selling public

housing to tenants;



3) To assess the impact of the demonstration programs
on program participants, relocatees and other non-
participants, the sponsoring agencies, and the federal

government; and,

4) To identify the key elements of successful public
housing homeownership programs and contribute to
federal policy on the sale of public housing to

tenants.
These objectives were used to guide our data collection efforts.

To accomplish the research objectives described above, three data
collection techniques were employed: semi-structured interviews
with key informants, review of program documentation, and

structured interviews with program participants and relocatees.

Key informant interviews. The interviews were conducted in two
phases: once during the summer of 1987, when most demonstration
programs were either still in the design phase or had recently
begun to transfer units; and a second time during the summer of
1989, when most demonstration programs had completed at least
some sales. The first set of interviews focused on program
design,.including the reasons behind the decisions made, while
the latter set sought to identify problems in implementing the

programs and the reasons for their success or failure.

Key informants were identified in initial interviews with the
directors of each local demonstration program. First, they were

asked which staff person was most knowledgeable about various



aspects of their program, including the process of selecting and
preparing the units for sale, the process of selecting program
participants, financing the sales, counseling participants and
the like. Then we asked them to identify the chairman of the PHA
board and the head of the tenant council. Names of contacts at
other organizations involved in the demonstration were also
solicited. Depending on the program, these may have included
representatives of local government agencies, private lenders
and/or outside consultants providing technical assistance. 1In
some of the demonstration cities we also solicited names of local
realtors who knew about the neighborhoods in which the units were
to be sold. Interviews were then arranged with the key

informants in each demonstration site.>

Interview guides were developed for each category of key
informant (eg., PHA staff, board members, tenant council
representatives, lenders, counseling providers and real estate
agents). These guides included questions designed to elicit
detailed descriptions and evaluations of the demonstration
program. Periodic telephone interviews were also conducted with

the program directors throughout the course of the evaluation.

Program documentation. Documentation was collected and reviewed
throughout the course of the evaluation. 1Initial application

materials and correspondence were obtained from HUD central

5In several demonstration sites there was little or no activity.

In these instances, interviews were done by phone and focused on

the reasons for the lack of progress. Also, in the second round

of interviews only those key informants that were thought to have
new information were recontacted.



files, and relevant documents were acquired from local sponsors
including internal agency correspondence and reports on the
demonstration, program publicity material, copies of any training
and counseling manuals developed, copies of deeds, closing

statements and appraisals and other relevant materials.

Structured interviews. Interviews were conducted with both
program particiéants and non-participants. Both phohe and in-
person interviews with program participants identified their
demographic characteristics, their satisfaction with
homeownership, their level of housing expenses, and other
important variables. The phone interviews with new owners
occurred within several months of taking title to their units.
These interviews were designed to capture information on prior
housing expenses and early experience with the homeownership
program which may have been forgotten by the time the more
extensive in-person interviews were conducted at the end of the
evaluation period. These phone interviews began in October 1987
and were conducted through February 1989. A total of 165 phone
interviews were completed, representing 70 percent of those that

had taken title to properties at that time.

Longer, in-perscn interviews with the home buyers were conducted
in June and July of 1989. By that time 300 households had taken
title to properties and 272 of those were interviewed. This
represents a 91 percent response rate. The topics covered in
this interview included: basic demographic information;

satisfaction with the unit, the neighborhood, and the program;
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carrying costs; reasons for wanting to own a home; types and
amount of counseling received; repairs and improvements made to
the unit since bought; perceived impacts of ownership; and, loan

payment delinquency experience.

Interviews with those who were relocated due to the demonstration
program and those who remained in their units as renters also
took place. The 34 relocatees who were interviewed in Denver

- represent 26 percent of the total number relocated in that city.
Denver had the only program in which there were substantial
numbers of relocatees. Furthermore, seven continuing renters
were interviewed in Nashville, the only site to have continuing
renters at the time the interviews were conducted. This

represents 100 percent of the renters in Nashville.
Organization of the Report

Chapter Two presents a description and evaluation of various
elements of the 17 programs involved in the demonstration
including: program management; the selection and rehabilitation
of properties; the attraction and selection of program
participants; property pricing and conveyance; windfall profits
and retention provisions; provisions for assisting with
maintenance after sale; and provisions for non-participants and
the use of sales income. Chapter Three presents information on
how the sales to tenants were financed, and Chapter Four details
the counseling and training provided to program participants.
The participants' experience with and evaluation of the

homeownership demonstration programs is reported in Chapter Five.
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Chapter Six presents an analysis of program effectiveness and
efficiency including a discussion of the costs and benefits of
the demonstration. In the final chapter a summary of findings is
presented, key elements of successful programs are identified,
and policy implications are discussed. The appendix contains

detailed case studies of each of the 17 demonstration programs.
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CHAPTER 2
CHARACTERISTICS OF THE DEMONSTRATION PROGRAMS

In sponsoring the PHHD, HUD was interested in experimenting with
a wide variety of approaches to the sale of public housing.
Thus, PHHD requirements were kept to a minimum, allowing the
sponsoring agencies to design creative approaches to sell public
housing to tenants. HUD was successful in that the 17 programs
in the demonstration represent a variety of models for
transferring public housing units to tenants. Four of the
demonstration programs, for example, involved the sale of public
housing units to cooperatives made up of former PHA tenants; one
program sold units as condominiums; and the remaining 12 used a
fee-simple transfer of single-family units to former tenants.
But the diversity among the 17 programs goes well beyond the
means of transferring units. 1In fact, there is considerable

diversity in all major aspects of the demcnstration programs.

This chapter will present a description and evaluation of the
most important aspects of the demonstration programs. More
specifically, it will address the management of the local
demonstration programs, the selection and rehabilitation of
properties sold, the means of attracting and selecting new
owners, the means of pricing and conveying properties, the use of
windfall profits and retention provisions, the use of post-sale
maintenance provisions, the means of handling non-participants
and the uses of sales incomes. Two other dimensions of the

demonstration programs, financing and the counseling and training
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of participants, are important enough to warrant their own

chapters.

Managing the Demonstration

Characteristics of SBponsoring Agencies. The demonstration

involves both large and small PHAs. The smallest is St. Mary's
County, which administered 50 units of public housing prior to
the sales program, while the largest is Chicago which administers
approximately 41,000 units. The majority of participating PHAs,
however, manage between 1,000 to 6,000 units. Most authorities

also manage the Section 8 and housing voucher programs.

Prior experience in administering homeownership programs varies
among participating agencies. Five PHAs had administered the
Turnkey III lease-purchase program, and two reported experience
with the Section 235 program. The majority of sponsoring PHAs,
however, report having no previous experience with homeownership

programs.

The local agencies sponsoring demonstration programs include a
mix of single-purpose, public housing authorities and multi-
purpose housing and community development agencies. A total of
11 spohsoring agencies were single-purpose housing authorities.
Multi-purpose agencies managed the demonstration programs in
Baltimore, Nashville, Los Angeles, Newport News, St. Mary's
County and Washington, D.C. As will be discussed later this

distinction is important in understanding program success.
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Reasons for participating. One of the first topics covered in
interviews with local officials was why they were interested in
participating in the PHHD. The motives for participating varied
among sponsoring agencies but all sought to improve the quality
of life of some of their tenants by providing homeownership
opportunities. Almost all key informants interviewed believed
that the homeownership opportunities offered through the
demonstration would enhance the self-respect, independence and
responsibility of public housing tenants. Many program directors
and staff members saw the demonstration as a means of breaking

the dependency cycle of PHA tenants.

A second motivation for participating in the program was to sell
properties that were costly to maintain. Six of the housing
authorities involved in the demonstration were interested in
selling off some or all of their scattered-site, single-family
units. Typically, these units had been acquired from the FHA
after a foreclosure. They were often widely dispersed throughout
specific neighborhoods or the entire city and were considered by
local officials to be costly to maintain. Maintenance personnel
had to travel long distances to these units and frequently had to
special order parts when repairing furnaces, water heaters énd

other mechanical systems.

A third motivation for participating in the demonstration was to
improve the neighborhoods surrounding the units to be sold. Four
of the demonstration programs were designed to complement other

neighborhood improvement activities. By selling the public
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housing units to tenants, the sponsoring agencies hoped to
contribute to the overall stability of the surrounding
neighborhoods. This motivation was most likely to be mentioned
by the PHAs that are part of a larger agency responsible for
community and economic development, including those in Newport
News, Nashville and St. Mary's County. Yet the Denver PHA, which
is not part of a larger redevelopment agency, also saw the

program as a means of encouraging neighborhood revitalization.

Several other motivations for participating in the demonstration
were mentioned. In Chicago a senior program official offered
that his agency wanted to win favor with HUD, while a senior
official in Los Angeles County suggested that they wanted to
support the initiatives of the current administration. 1In
Nashville and Washington, D.C. staff were interested in
developing a local expertise in low-income homeownership

programs.

The major impetus for participating in the demonstration came
most frequently from the director of the sponsoring agency,
although in some instances it came from staff members or the
board or commission overseeing the agency. The actual proposals
were typically developed by staff members and, in approximately
half the programs, tenant representatives played some role in
developing the proposal. Where tenants were involved they
typically reviewed and commented on the proposals developed by
staff. All programs were approved by the governing boards of the

sponsoring agencies.
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In discussions of whether or not to participate in the PHHD,
several concerns were frequently raised by local staff, tenant
representatives and/or local governing boards. The loss of units
from public housing inventories was a major concern expressed in
at least 9 of the 17 demonstration programs. In most of these
instances, however, only a small proportion of the agency's
overall housing stock was to be sold so this concern did not

. inhibit them from participating. A second major concern raised
in the development of at least four of the multifamily programs
was the relocation of those who could not qualify, or who did not
choose to participate in the program. As will be discussed later
in this report the issue of how to accommodate the non-
participants was troublesome for a number of the multifamily

sales programs.

staffing and Administrative Costs. The majority of PHAs reported
one or less full-time staff equivalent involved in administering
the program. Baltimore, Denver, Nashville and Washington, D.C.,
however, reported staffing levels between one and three full-time
staff equivalents. Estimates of the cost of providing program
staffing ranged from a low of $8,000 in Wyoming, Mich. to

$320,000 in Nashville.

HUD offered participating local authorities technical assistance
grants of up to $50,000 to help cover program costs. Only 13 of
the sponsoring agencies, however, applied for these funds. HUD

provided a total of $464,461 in technical assistance funds and

the average grant was $35,728. The most frequent use of these
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funds was to help pay for the counseling provided to program

participants.

Since most program sponsors contracted with outside organizations
to provide the required counseling, that typically represented
the largest out-of-pocket expense for the sponsoring agencies.
The second most frequent use of the funds was to pay for legal
advice or assistance in preparing legal documents (such as deed
restrictions or sales contracts) and/or in handling the closings.
Other uses of these funds included: assisting program
participants with closing costs; printing brochures and other
promotional material; and reimbursing the sponsoring agency for

staff time committed to the demonstration.

Based on the responses of program directors, the availability of
technical assistance funds was not a major factor in their
decision to participate in the demonstration. 1In fact, only
three reported that they would not have participated if these
funds were unavailable. Yet a much larger number of program
directors, 11 of the 13 that received grants, félt that the
technical assistance grants were important to the success of
their programs. This mainly reflects the importance attributed

to the funding of counseling and training prbgrams.
The Selection and Rehabilitation of Properties

Reasons for Selecting Properties to be S80ld. Given the
demonstration's guidelines, local officials were free to propose

any of their units for inclusion in the sales program. The two
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major reasons given for selecting the units concerned the type or
design of units and their state of repair. Agencies chose units
they considered "appropriate for ownership" and for which they
felt there would be a strong demand. For many (including Los
Angeles, Newport News, Tulsa, Reading and Baltimore) this meant
selecting single-family, scattered-site units. For others this
meant choosing some of their more attractive townhouse units for
sale. In many instances, program officials also selected units
that were in good repair. This meant that the time and cost
involved in making the units sales-ready would be minimized.
Local officials in Los Angeles, Nashville, McKeesport, Muskegan
Heights, St. Thomas and Washington, D.C. all mentioned the good

condition of the units as a reason for their selection.

The major exception to this was in Denver. Here, they were using
the program as part of a neighborhood revitalization strategy and
they selected some of their worst units for sale. Extensive

renovation was planned to make these units sales ready.

Characteristics of Units Selected. The characteristics of the
units selected for sale are presented in Table 2.1. The
majority of the units selected for sale were single family (653)
and the rest were townhouse (388), apartment'(206) and duplex or
triplex (68) units. Ten of the 17 demonstration programs
selected scattered-site, single-family units, three selected
portions of apartment complexes, three selected an entire
development, and one site (Nashville) selected units located on

four different sites in the city.



Table 2.1:

Characteristics of Units Proposed for Sale

Condition of

Unit Type Units Before
Public Housing Single Family Duplex or Town or Inclusion in
Authority Detached Triplex Rowhouse Apartment Configuration the Program
Baltimore, Md. 0 0 30 0 Scattered Site Good
Chicago, 111, 23 8 0 0 Part of Complex Fair
Denver, Colo. 0 0 88 0 Part of Complex Poor
Los Angeles .
County, Calif. 14 23 0n 38 Scattered Site Excellent
McKeesport, Pa. 10 0 2 0 Scattered Site Excellent
Muskegon Heights,
Mich. 20 0 0 0 Scattered Site Good
Nashville, Tenn. 0 37 48 Combination Fair
Newport News, Va,. 15 0 0 0 Scattered Site Good
Paterson, N.J. 0 0 242 0 Whole Complex Poor
Philadelphia, Pa. 300 0 0 0 Scattered Site NA
Reading, Pa. 8 0 0 0 Scattered Site Good
St. Mary's
County, Md. 50 0 0 0 Whole Subdivision Good
St. Thomas. V.I. 0 0 0 120 Part of Complex Excellent
Tulsa, Okla, 100 0 0 0 Scattered Site Fair
Wash., D.C. 0 0 28 0 Whole Complex Fair
Wichita, Kans. 50 0 0 0 Scattered Site Good
Wyoming, Mich. 63 0 0 0 Scattered Site Excellent
Total 653 68 388 206

61
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Table 2.1 also indicates the overall condition of the units
selected for sale at the time of their inclusion in the
demonstration. The units to be scld in four demonstration
programs were in excellent condition needing little or no
rehabilitation before sale. 1In six sites, the units were in good
condition needing only modest improvement. The units in another
four sites were in fair condition needing some major repairs.
Finally, the units in two sites were in poor condition needing

major repairs or improvements.

fable 2.2 shows the overall neighborhood conditions in areas
where public housing units were targeted for sale. 1In general,
the units were in neighborhoods that are in fair to good
condition. Most are low~- and moderate-income minority
communities with a mixture of owners and renters. Most are
stable neighborhoods, according to real estate brokers or other
key informants in the cities involved. 1In several cases,
however, (Washington, D.C., St. Thomas and St. Mary's County) the
units chosen for sale are in middle~ to upper-middle income
areas. In Denver the units are in a poor neighborhood, but the
demonstration is part of an area revitalization program. 1In
McKeesport and in one of the areas in Reading, however,
neighborhood conditions were described as depressed, with
depreciating property values and with no revitalization efforts

underway.

Most neighborhoods in which demonstration units are located are

predominantly black and Hispanic. However, there is a majority



21

Table 2.2: Neighborhood Conditions in Vicinity of Units to be Sold

Public Housing Neighborhood Ethnic Tenure
Authority Character Predominance Predominance
Baltimore, Md. Varies Varies Varies
Chicago, I11l. Low income Black Renters
Denver, Colo. "~ Low income Black/Chicano Renters
Los Angeles, Calif. Low & moderate Hispanic/Black Home owners
income
McKeesport, Pa. Low & moderate White Home owners
income
Muskegon Heights,
Mich. Moderate income Black Evenly mixed
Nashville, Tenn. Low & moderate Black Renters
income
Newport News, Va. Low & moderate Black Evenly mixed
income
Paterson, N.J. Moderate income White Home owners
Philadelphia, Pa. NA NA NA
Reading, Pa. Low & moderate Black/Hispanic One area
income renters &
one area
owners
St. Mary'’s County, Middle & upper
Md. income White Home owners
St. Thomas, V.I1. Upper-middle income Black Home owners
Tulsa, Okla. Varies Varies Varies
Washington, D.C. Middle income Black Renters
Wichita, Kans. NA NA NA
Wyoming, Mich. Middle income White Evenly mixed
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of white residents in the surrounding neighborhood in four sites
(Wyoming, Paterson, McKeesport, and St. Mary's County) and three

other neighborhoods are racially or ethnically integrated.

The predominant tenure in the neighborhoods surrounding the units
selected for sale varies. 1In five cities homeowners predominate
and in four cities renters do. Three other areas have an even
mix of renters énd owners and the remaining two sold scattered-

" gite units in areas that differ in tenure characteristics.

Rehabilitating the Units. PHHD program guidelines required that
all units included in the demonstration be in good condition
prior to sale. As discussed earlier, many of the participating
agencies purposely chose some of their best units to avoid having
to undertake major rehabilitation work. Even so, all
participating agencies had to make some improvements to the units
before sale, although the amount of repairs needed differed
dramatically. Table 2.3 summarizes the extent of the repairs

needed in each site and the means of financing these repairs.

One complicating factor in describing the rehabilitation activity
associated with the demonstration is that major repairs had been
made to some units several years prior to their inclusion in the
homeownership program. Although the cost of this pre-
demonstration improvement activity can not be directly attributed
to the demonstration, it represents a major investment in these
units by HUD and the sponsoring agencies. In St. Thomas, for
example, approximately $5 million in HUD funds had recently been

spent on modernizing the units being sold under the
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Table 2.3: Extent of Rehabilitation Work and Means of Financing

Public Housing
Authority

Extent and Means of Financing

Baltimore, Md.

Chicago, Ill.

Denver, Colo,

Los Angeles, Calif.

McKeesport, Pa.

Muskegon Heights, Mich.

Nashville, Tenn.

Newport News, Va.

Paterson, N.J.

Philadelphia, Pa.

Reading, Pa.

Substantial rehabilitation done in late
1960s. Light rehab done before sale,
financed by PHA which was reimbursed by
sale proceeds.

Moderate rehab done immediately after
sale, financed by sales proceeds placed
in escrow account.

Substantial rehab done in both phases,
financed by PHA and reimbursed from
sale proceeds.

Light rehab done before inclusion in
program. Minor repairs made before
transfer, financed by PHA.

Light rehab done before inclusion in
program. Minor repairs made before
sale, financed by PHA

Light rehab done before inclusion in
program. Minor repairs made before
transfer, financed by PHA.

Some units new. Moderate rehab on
apartment units. Repairs financed from
CDBG funds and partially reimbursed
from sale proceeds.

Moderate rehab done before inclusion in
the program. Minor repairs made before
transfer, financed by PHA.

Substantial rehab done prior to sale,
funded by CIAP funds.

Light rehab work expected, financed by
CIAP funds

Light to moderate rehab work done prior
to sale, financed by PHA



Table 2.3 (continued)
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Public Housing
Authority

Extent and Means of Financing

St. Mary's County, Md.

Virgin Islands, V.I.

Tulsa, Okla.

Washington, D.C.

Wichita, Kans.

Wyoming, Mich.

Moderate rehab done prior to sale,
funded by CIAP.

Substantial rehab done before units
included in program, funded by CIAP.
Minor repairs to be handled by the PHA
prior to transfer.

Light rehab prior to sales, financed by
PHA.

Moderate rehab prior to sale, financed
by CDBG funds and reimbursed from sale
proceeds.

Never determined.
Substantial rehab done in early 1980s.

Minor repairs prior to sale, financed
by PHA.
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demonstration. Therefore, the extent of pre-demonstration
improvement activity is included in Table 2.3. Overall, the
multifamily sales programs were more likely to require
substantial or moderate rehabilitation. The rehabilitation work
in Denver involved demolishing buildings, constructing
playgrounds, replacing roofs and windows, fenced yards and other
major improvements designed to make the development look like an
owner occupied development. The average repair costs in phase
one of Denver's demonstration program was approximately $22,500
per unit while the average cost in phase two was approximately
$35,000 per unit. The program in Paterson also involved
substantial rehabilitation as all windows and doors were
replaced, bathrooms and kitchens were renovated, and siding was
replaced. The repair costs here averaged approximately $28,000

per unit.

The multifamily developments in Nashville and Washington D.C.
needed moderate levels of rehabilitation to make them ready for
sale. Among the multifamily sites, only the units in St. Thomas,
which had undergone substantial rehabilitation shortly before

being selected for sale, needed minor rehabilitation work.

Among the éingle-family programs, the units in 10 of the 12 sites
needed only minor repair or light rehabilitation work. The units
selected in Chicago and St. Mary's County, however, needed
moderate levels of repair work. In Chicago many of the units
needed new roofs and siding, and improvements to plumbing and

bathroom fixtures. Furthermore, fencing and patios were also
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added to many of the units. 1In St. Mary's County roofs were

reshingled, new appliances were provided, and fences were added.

The repairs were financed by the sponsoring agency in the
majority of programs. They either relied on general funds or
some special funds under their control. 1In Denver, for example,
the PHA had access to bond money initially earmarked for housing
athletes associéted with the anticipated Olympic games to be held
in the area. When voters rejected the Olympics, this money was
made available to the PHA for the construction of low-income
housing. In most instances, however, particularly when only
minor repairs or minor rehabilitation was needed, the PHAs simply
relied on their existing maintenance resources. Typically the
money received in sales proceeds more than compensated them for

the costs of rehabilitating the units.

Three cities, Paterson, Philadelphia and St. Mary's County,
relied on HUD CIAP funds to make the needed repairs. Once the
units are transferred, HUD will continue to pay any debt
associated with the development or modernization of the property.
Program officials in several other cities had considered this
option but did not want to use what were seen as scarce funds for

units that would be leaving the public housihg inventory.

Finally, in Nashville and Washington, D.C., CDBG funds were used
to finance the rehabilitation work. The demonstration programs
in both of these cities were sponsored by combined housing and
community development agencies responsible for administering the

CDBG program, which meant relatively easy access to these funds.
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In Nashville, approximately $625,000 of CDBG funds were used to
finance the needed repairs. Upon sale of the units to the co=-op,
the CDBG fund was reimbursed $440,000 from sale proceeds. In
Washington D.C., approximately $600,000 of CDBG funds were used
to finance the rehabilitation; all of this cost was reimbursed

from sales proceeds.

The process of deciding what repairs were to be madekwas fairly
standard, although programs differed in the amount of tenant
involvement. The process began with inspections of the units to
be sold by the staff of the sponsoring agency or by an architect
hired by the agency. In most instances the inspectors also
discussed maintenance problems with the tenants. In several
cases tenants were asked what improvements they would like to see
before the sale. The repairs were then made by PHA staff or were

contracted out.
Attracting and Selecting Owners.

Eligibilitx Criteria. In virtually all of demonstration programs
a minimum income was set for participation in the program. This
minimum value was typically established by estimating the
carrying costs of the units being sold and calculating the
monthly income needed so that 30 percent of it would cover these
carrying costs. The minimum incomes range from a low of $7,500
in St. Thomas, to a high of $17,000 in Washington, D.C. In some
of the programs, however, these minimums were not strictly
adhered to by those responsible for screening. Furthermore, in

all sites except Denver, priority was given to existing tenants
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of the units selected for sale. (In Denver all existing
residents were relocated to allow for the units to be
rehabilitated. The original tenants were not given preference in
the selection process and very few returned to the development as
owners.) Vacant units were typically offered to other public
housing tenants and/or to those on the public housing or Section

8 waiting lists.

Beyond income and occupancy, program staff typically screened
prospective participants on rent paying history and employment
status. Some programs also relied on home visits, office
interviews, and on recommendations from project managers. 1In
Denver, for example, after they experienced difficulty with some
program participants in phase one of their demonstration program,
the staff added home visits and manager recommendations to their
screening process employed in phase two. In Nashville, each
prospective participant was visited by a housing counselor who
assessed the applicants understanding of cooperative housing and

their willingness to participate in cooperative management.

In the seven demonstration programs that relied on private
financing, prospective participants were also screened by the
financial institutions involved. In these ihstances, credit
historieé, length of employment, and income to debt ratios were
also considered. In Chicago and Wyoming, very few applicants
could meet these criteria and qualify for private loané. This
greatly reduced the number of units transferred to tenants in

those cities. Philadelphia is also anticipating some difficulty
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qualifying buyers. In Newport News, the PHA was able to
negotiate relaxed underwriting standards by agreeing to buy back

any bad loans during the first five years.

A unique feature of the program in Philadelphia is the preference
being given to applicants with incomes closest to the $12,150
minimum income set for participation. This preference is
designed to include those least likely to be able to afford a

home on the private market.

In many of the programs selling scattered-site units, tenants had
been carefully screened for employment, housekeeping and other
factors before they originally moved into the units. Thus, a
high proportion of tenants in these units qualified for the

demonstration programs.

Marketing the Programs to Tenants. The sponsoring agencies used

a combination of methods to market the demonstration programs to
tenants. They typically began by sending letters describing the
program to tenants in the units to be sold. In some instances
all tenants in eligible units received these letters while in
others, letters were only sent to those that met the minimum
income requirements. These initial contacts were then followed
by one or more meetings in which the programs were explained to
interested tenants and their question were answered. 1In these
meetings program staff typically emphasized the opportunities and

responsibilities offered by the sales program.



30

Usually, PHA tenants in all other developments were also informed
about the program through brochures and articles in newsletters
published by the sponsoring authorities. This was more than a
courtesy since there often were at least limited opportunities
for other tenants to participate. In two instances, Newport News
and Denver, lotteries were used to choose qualified applicants

for vacant units.

The responses to a phone survey question on how participants
first heard about the program also show that word of mouth played
a role. Although 65 percent report first hearing about the
program from a letter, notice, or visit from the housing
authority, 15 percent reported hearing about it first from a
friend or neighbor. The remaining 20 percent heard about the

program from a variety of other sources.
Property Conveyance and Pricing

One of the goals of the demonstration was to experiment with
different means of transferring units to public housing authority
tenants. In fact, demonstration programs utilized all three
major forms of ownership: fee simple, condominium and
cooperative as shown in Table 2.4. Twelve demonstration progranms
involved the fee simple sale of units to former tenants. As
might be expected all these programs were selling single-family
homes. Of the five multifamily sales programs, four either have
been or will be being sold to cooperatives and one was sold to

individuals as condominiuns.
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Table 2.4: Form of Ownership and Means of Establishing Sales Prices

Public Housing Form of Means of Establishing

Authority Ownership Effective Purchasing Price

Baltimore, Md. Fee simple Appralised value discounted to
affordability

Chicago, Il1l. Fee simple Appraised value minus projected
cost of rehabilitation

Denver, Colo. Cooperative Cost of rehabilitation

Los Angeles, Calif. Fee simple Appraised value discounted to
affordability

McKeesport, Pa. Fee simple Appraised value

Muskegon Heights, Mich, Fee simple Percent of appraised valuel

Nashville, Tenn. Cooperative Cost of rehabilitation;

Newport News, Va.

Paterson, N.J.

Philadelphia, Pa.

Reading, Pa.

St. Mary's County, Md.

Tulsa, Okla.

St. Thomas, V.I.

Washington, D.C,

Wichita, Kans.

Wyoming, Mich.

Fee simple

Cooperative

Fee simple

Fee simple

Fee simple

Fee simple

Cooperative

Condominium

Fee simple

Fee simple

membership fees used to capitalize
co-op

Appraised wvalue discounted to
affordability

Project given to co-op; $3,500 to
$4,500 membership fee will help
capitalize co-op

Appraised value discounted to
affordability

Seventy percent of appraised value

Estimated market wvalue discounted
to $10,000

Appraised value discounted to
affordability

Project given to co-op; $375 to
$725 membership fee will help
capitalize co-op

Appraised value discounted to
affordability

Not determined

Fifty or 60 percent of appraised
value depending on income

1Originally 50 percent, latter raised to 100 percent.
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The decision to sell the multifamily developments as either
condominiums or as cooperatives hinged on three factors: the
attitudes of program staff; the design of the buildings; and, the
desires of the participating tenants. Program staff often made
the initial proposal as to how the units should be conveyed. 1In
both Denver and Paterson, for example, the staff favored
cooperative ownership since they felt it would allow tenants with
lower-incomes to participate. 1In Nashville and St. Thomas staff
favored cooperatives because they felt cooperative ownership
would be the best means of assuring that the units would remain
available to low- and moderate-income people. In all the
demoﬁstration programs involving cooperative ownership there was
also the belief that it would help participants develop a more

cohesive and effective social environment.

The original design of the buildings also favored cooperative
ownership. State laws regulating condominiums often specify
design standards that have to be met. In Nashville, where three
developments were chosen for sale, program staff had originally
planned on selling two of the developments as cooperatives and
the third as condominiums. The cost of improving units to be
sold as condominiums, however, was one of the reasons they
decided on selling all the units as a scattered-site cooperative.
{The tenants desire to join together in one scattered site
cooperative was the other major reason.) Similarly, the cost of
upgrading units for sale as condominiums was one of the factors
that discouraged Los Angeles County from selling the multifamily

units originally selected.
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Finally, in several sites residents played a major role in
deciding how the units would be transferred. 1In Washington,
D.C., residents pushed for condominium ownership since they
wanted to own their own units without having to worry about
whether their neighbors would keep up with their payments. Home
buyers did not want the failure of a few to become the failure of
all. In Nashville, however, once the idea of a cooperative was
explained to tenants those in the developments originally slated
to be sold as condominiums decided they wanted to join with the

others and form one scattered-site cooperative.

Pricing the Units. Due to the low incomes of public housing
tenants, it was necessary in all but one instance to reduce the
effective sales price below the appraised value of the
properties. The sponsoring agencies relied on a number of means
for arriving at a sales price that would be affordable to tenants
(See Table 2.4). The most popular strategy was to establish a
price based on an appraisal, but to cover the difference between
the appraised value and the amount tenants could afford with a
silent-second mortgage. The silent seconds are forgiven if the
participant remains in the home a set period of time. Therefore,
we consider the first mortgage amount plus any down payment
required as the effective sales price because that is what the

owner will pay for the house.

The amount of the first mortgage was typically determined by
allocating 30 percent of gross household income to all housing

expenses. A total of six demonstration programs, including
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Baltimore, Los Angeles County, Newport News, Philadelphia, Tulsa

and Washington, D.C. used this approach to setting sales prices.

The second most frequently used means of establishing sales
prices was to charge a fixed percentage of the appraised value.
Reading, for example, charged participants 70 percent of the
value of the units while Wyoming charged 50 or 60 percent
depending on the income of the participant. Muskegon Heights
began charging buyers 50 percent of the appraised value but later
the city council raised this to 100 percent. (More will be said
about this later in this report.) These percentages were
typically arrived at by considering what the higher income PHA
tenants could afford to pay. In St. Mary's County, the effective
sales price was set at a flat $10,000, which was approximately 25

percent of the estimated market value of the units.

Another way to establish sale prices was to base them on the
amount needed to pay for the needed repairs. In both Denver and
Nashville, the PHAs were simply interested in recovering the
funds used to finance the rehabilitation work. 1In Nashville,
however, they eventually had to reduce the sales price below the
costs of rehabilitation since the lender, the National
Cooperative Bank, was not willing to lend the cooperative the

full amount needed.

In two of the multifamily sites, the sponsoring agencies plan on
transferring the buildings to newly formed cooperatives for a

nominal fee. The cooperators will be charged membership fees,
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but these will go toward capitalizing the cooperative, not toward

debt payment.

McKeesport was the only program that did not discount the
effective sales price of the units. Given the very low appraised
value of the units being sold ($16,000 to $25,000) no price

reduction was considered necessary.

Since HUD forgave all debt on the units sold under the
demonstration, the question of why the sponsoring agencies
charged anything for the units might be asked. First, as noted
above, some PHAs were concerned with recovering expenses incurred
in preparing the units for sale and in selling the units to
tenants. These expenses often included the cost of
rehabilitating the units, legal work, closing costs, and
administrative costs not covered by the technical assistance
grant. Second, local progranm staff often cited equity and/or
political considerations for charging a sales price. They felt
that it would not be fair to other low- and moderate-income
residents to simply give houses to a select few public housing
residents. Moreover, they felt this would be politically
unacceptable. Third, most program officials felt that program
participants had to invest in the properties if they were going
to value them. Charging a sales price, in the opinion of many,
helped to ensure that the units would be taken care of by their
new owners. Finally, in sevefal instances program officials were
interested in using the sales proceeds to fund other low-income

housing initiatives.



36
Windfall profits and retention provisions

HUD demonstration guidelines required PHAs to institute
safeqguards against program participants reaping windfall profits
from the quick sale of units that were purchased at below market
prices. These recapture mechanisms had to be in effect for a
minimum of five years after the original sale. Moteover, HUD
encouraged the éponsorinq agencies to "address the issue of long-
term availability of the property to lower-income home owners,"
although this was not a requirement for participating in the

demonstration.

Table 2.5 lists the various means PHAs adopted to guard against
windfall profits, and retention methods used to ensure that the
units will remain affordable to low-income people in the future.
The most common method for guarding against windfall profits was
for the PHA to hold a silent-second mortgage on the difference
between the appraised value of the unit at the time of sale and
the amount of the first mortgage. This silent-second mortgage is
only due if the unit is sold within a specified time period.
After this time, it is forgiven and owners can keep all profits
from the sale. 1In Chicago, for example, the silent second will
be forgiven after five years. 1In the Wyoming program, the silent
second will be forgiven after 10 years, and in St. Mary's County

and Los Angeles County it will be forgiven after 15 and 28 years,

respectively.

The four demonstration programs involving cooperatives will

regulate windfall profits through restrictions on eligibility
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Public Housing Windfall Profit Length of Retention Length of
Authority Restrictions Restrictions Restrictions Restrictions
Baltimore, Md. Silent-second 10 years Right of first 10 years
mortgage due upon refusal at market
sale price
Chicago, Il11. Silent-second 5 years Right of first Permanent
mortgage due upon refusal
sale
Denver, Colo. Co-op share can Permanent None beyond --
only be sold to windfall profit
low-income family restrictions
Los Angeles Silent-second 28 years Resales limited 28 years
County, Calif. mortgage due upon to low-income
sale families, sale
price regulated
McKeesport, Pa. Mortgage accrued 5 years None beyond .-
interest will be windfall profit
assessed if unit restrictions
sold for more than
purchase price,
otherwise interest
will be forgiven.
If sold below sale
price, PHA has
right to purchase
for balance of the
mortgage
Muskegon Heights, Clause in contract 5 years None beyond .-
Mich. of sale requiring windfall profit
approval of housing restrictions
commission. Money
in excess of
initial sale price
will revert to PHA
Nashville, Tenn. Two second 15 years Co-op has Permanent

mortgages and a co-

op bylaw provision
that limits equity
available to
residents

retained right of
first refusal.
Priority to be
given to public
housing residents
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Public Housing Windfall Profit Length of Retention Length of
Authority Restrictions Restrictions Restrictions Restrictions
Newport News, Va. PHA has right to 5 years None beyond .-
buy back unit for windfall profit
the outstanding restrictions
mortgage balance if
owner wants to sell
Paterson, N.J. Resale restrictions 10 years None beyond .-
of co-op shares. windfall profit
No appreciation of restrictions
equity for 10 years
Philadelphia, Pa. Deed restriction 5 years None beyond -
limiting sale of windfall profit
unit to other low- restrictions
income family.
Sale price must be
equal to original
sale price
Reading, Pa. Right of first 10 years None beyond --
refusal to re- windfall profit
purchase units at restrictions
outstanding
mortgage balance
St. Mary’s Silent-second Variable None beyond o
County, Md. mortgage due upon for windfall profit
sale duration of restrictions
second
mortgage.
(6 to 15
years)
5t. Thomas, V.I. Transfer of units Not agreed Co-op board of Permanent

to a limited equity upon
co-op. Plan to

place cap on

cooperators equity

but details have

not been worked out

directors will
have the right to
authorize
transfer of
membership
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Public Housing Windfall Profit Length of Retention Length of
Authority Restrictions Restrictions Restrictions Restrictions
Tulsa, Okla. Silent second 10 years None beyond -
mortgage due upon windfall profit
sale restrictions
Washington, D.C. Penalty imposed 7 years Agency retains 7 years

Wichita, Kans.

Wyoming, Mich.

equals interest due
on second mortgage
at maximum legal
rate or rate of
interest on first
mortgage, whichever
is less. Penalty
is subtracted from
equity realized
from resale.
Remaining equity is
divided between
agency and owner

Deed restriction 15 years
limiting sale

proceeds that will

go to tenants

50 percent of 10 years

silent-second
mortgage forgiven
after 5 years; 10
percent forgiven
for each of the
next 5 years

right to purchase
at appraised
value on resale

Right of first
refusal at
original price
plus three per-
cent appreciation
per year

15 years

Right of first
refusal

5 years
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and/or equity limitation provisions included in Articles of
Incorporation and sales agreements. In Denver, co-op shares in
Phase One of their demonstration can only be sold to other low-
income families defined as those with incomes of 50 percent of
median income or less. In Denver's Phase-Two this resale
restriction was raised to 60 percent of the median. This
effectively limits the sales price. 1In Nashville, Paterson and

- 8t. Thomas the amount of equity that a shareholder is entitled to
upon leaving the cooperative will be limited. In Paterson, the
original membership fee plus interest is refundable with the
consent of the Brooks-Sloate Cooperative Association, upon
termination of membership aﬁd/or residency. In Nashville, those
wishing to leave the co-op will receive their original membership
fee, plus the value of any major improvements made to their unit
and their share of the principle amortized by the cooperative
after the first three years. In St. Thomas, the proposed bylaws
give the co-op's board of directors the power to establish the
sales price of membership shares. The specific equity
limitations, however, had not been agreed upon at the time of our

last contact.

Although requiring payment of the silent second mortgage clearly
acts to discourage resale during the time period covered by the
provision, program participants may still reap windfall profits
if units were to appreciate rapidly. A total of four
demonstration programs guard against this possibility by
including recapture provisions in the sales contract or deed of

trust. These provisions recapture part or all of any profit made
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on the sale of a house for a specified number of years after the
original sale. In both McKeesport and Washington, D.C., in the
case of early sale (defined as five and seven years
respectively), interest on the otherwise silent-second mortgage
will be assessed and deducted from any profit made on the sale.
In Muskegon Heights all profits on the sale of units for the

first five years will be recaptured by the PHA.

Retention of Sales Units as Low Income Housing. Retention

provisions have a slightly different purpose. They are designed
to ensure that if the units are sold, the sale will be to other
low- or moderate-income families. Thus, these units will not be

lost to the low-income housing stock.

The most common means of assuring that the units will remain
available to low-income people was for the sponsoring agencies to
retain the right of first refusal in the advent of a sale. That
is, the sponsoring agency or cooperative would have to be offered
the opportunity to repurchase the property. In most instances,
these provisions require the sponsoring agency to pay the
appraised value of the unit at the time of resale. The lengths
of these provisions range from five years in Wyoming to

permanently in Chicago.

Another approach to ensuring that the units remained affordable
to low-income people was to specify in a sales contract and/or
deed of trust that the units can only be transferred to low-
income families, defined as those with incomes below a certain

percentage of the local median. Again, the length of time these
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provisions are in force varies among sites. 1In Los Angeles, for
example, the second deed of trust stipulates that if sold the
unit must go to a family with an income of less than 80 percent
of the county's median income. This resale situation will be in
force for 28 years. Similarly, at least two of the cooperatives
have 15-year resale restrictions that require new members to be

low-income families.

It is too early to make any definitive statements about the
effectiveness of the various windfall profit and retention
provisions. In the early instances of default, these provisions
appear to have protected the PHAs interests in the properties,
and the units were transferred or are in the process of being
transferred to other low income people. The real test will come
over time, however, if the units appreciate in value. Yet, even
after these provisions expire, we would be surprised to see very
many participants selling their units and reaping large profits.
In most cases the units sold to tenants are in areas where rapid
appreciation is not anticipated and where they would have
difficulty finding comparable housing for the same cost. To know
for sure, however, the program participants would have to be-

followed over a longer period of time.
Provisions for Maintenance After Sale

Since low-income home buyers are unlikely to have the financial
reserves to pay for major repairs, HUD encouraged the sponsoring
agencies to provide some means of assisting participants in

making post-sale repairs. Table 2.6 lists the provisions made by
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Provisions for Maintenance After Sale

Public Housing
Authority

Method

Baltimore, Md.

Chicago, Ill.

Denver, Colo.

Los Angeles, Calif.

McKeesport, Pa.

Muskegon Helghts, Mich.

Nashville, Tenmn.

Newport News, Va.

Paterspn, N.J.

Philadelphia, Pa.

Reading, Pa.

Low interest loan fund capitalized from
sales proceeds and 2-year warranty on
major systems

Loan fund was to be capitalized from
sales proceeds but was never
established

Maintenance fund capitalized by sale
proceeds and warranty of plumbing and
sewage lines

Loan fund was to be capitalized from
sales proceeds but was never
established

Loan fund capitalized from technical
assistance grant and sales proceeds

Extraordinary repair loan fund
capitalized from sales proceeds
available for 5 years

Maintenance fund capitalized from sales
proceeds

Five year warranty on total failure of
major mechanicals and structural
elements. Warranty fund capitalized
from sales proceeds

Maintenance fund capitalized from sales
proceeds :

Major systems repair fund to be
capitalized from sale proceeds. Also,
one year warranty on any major systems
repairs made prior to property transfer

Loan funds for major repairs
capitalized from sale proceeds but not
available for three years
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Public Housing
Authority

Method

St. Mary’s County, Md.

St. Thomas, V.I.

Tulsa, Okla.

Washington, D.C.

Wichita, Kans.

Wyoming, Mich.

Major repair fund capitalized from
sales proceeds and owner contribution
to escrow account for routine
maintenance

Maintenance fund capitalized from
membership fees

No special provision for maintenance
after sale

Loan fund was to be capitalized from
sales proceeds but funds recaptured by
agency. Two year warranty on major
mechanicals

None was planned

Fund established to pay for major
repairs capitalized by owner payments
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the sponsoring agencies to assist participants if problems arise.
Eleven of the sponsoring agencies have established loan funds or
escrow accounts that program participants may draw upon. In all
but one instance, these funds were at least partially capitalized
with the proceeds from the sale of units and will remain
available indefinitely. In Muskegon Heights, however, the low-
interest loan fund will only be available for five years after
the purchase, and in Reading it will not be available until three
years after purchase. The rationale behind Reading's provision
is that the units were in excellent shape upon sale and so no
major repairs should be needed for at least three years. 1In
McKeesport, along with sales proceeds, funds from the HUD
technical assistance grant were used to capitalize the fund; and
in Wyoming and St. Mary's County, program participants were and
are assessed monthly fees that go into a routine maintenance
reserve account. Wyoming had originally proposed contributing
sales income to the reserve account but later decided that the

contributions of the program's participants would be sufficient.

A second means of helping to prevent default on loans because of
a major maintenance problem was to provide participants with
warranties on the major mechanical and structural components of
their homes. A total of five programs offered warranties. 1In
some instances these were offered in combination with loan funds.
In Newport News, for example, the program offered participants a
five-year warranty on the total failure of the major mechanical
and structural components of the houses they purchased. No loan

fund is available for smaller problems. Baltimore has
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established a low-interest loan fund plus offers a two-year
warranty on all major systems in the units sold. 1In
Philadelphia, they are discussing a similar combination of

maintenance assistance but the details have not been finalized.

Four programs made no special provisions for assisting
participants with major repair expenses. Three of the four had
originally planhed to make some special provision but did not
‘follow through on this aspect of their programs. Both the
approved program summaries in Los Angeles County and Chicago
included loan funds capitalized by sales proceeds, but these
funds were never established. 1In Washington, D.C., after a
reorganization in the sponsoring authority, the new director
decided to recapture the sale proceeds that were to be used to
capitalize a maintenance fund. Finally, in Tulsa, the sponsoring
agency never proposed to make any special provisions for

assisting the buyers with maintenance after sale.

The early experience with the use of these special maintenance
provisions suggests that they are an important part of low-income
home ownership programs. In Newport News, the first program to
complete its sales, a total of $4,416 has been spent from the
reserve fund to replace a heater and applianées in the homes of
several participants. In Washington, D.C., two participants took
advantage of the warranty offered by the sponsoring agency to
have inadequate air conditioning compressors replaced ahd several

others had improvements made to their heating systems. 1In
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Wyoming, one water heater was replaced and in McKeesport, one

request for a loan to do remodeling work is pending.

The problems that arise when special repair provisions are not
adequate are exemplified by the conflict between co-op members
and the Denver Housing Authority. DHA's program did not offer a
warranty on work done, except for the plumbing and sewer lines.
Program participants in both phase one and phase two of their
program have been very dissatisfied with the gquality of the
repair work. Only after considerable conflict did DHA agree to
make certain repairs and improvements to the units in phase one
of their program, but this was after some co-op members had begqun

to move out. The problems in phase two are yet to be resolved.

Provisions for Non-participants

Options Offered Non-participants. The demonstration guidelines
explicitly prohibited the involuntary relocation of tenants who
were unable or unwilling to participate in the sales programs.
Table 2.7 lists the various ways the sponsoring agencies handled
this prohibition. Programs selling scattered-site housing often
avoided relocation by selling only vacant units and those
occupied by tenants willing and able to buy them. In this way,

seven demonstration programs avoided all relocation.

This selective sales approach was not feasible, however, in the
multifamily sales programs and in scattered-site programs where
the sponsoring agencies wanted to sell all of their units. The

most common solution was to try and get non-participants to
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Method of Accommodating Non-participants

Public Housing
Authority

Method

Baltimore, Md.

Chicago, I1l.

Denver, Colo.

Los Angeles County, Calif.

McKeesport, Pa.

Muskegon Heights, Mich.

Nashville, Tenn.

Newport News, Va.

Paterson, N.J.

Did not sell units currently housing
tenants who did not qualify or who were
not interested in buying

Did not sell units currently housing
tenants who did not qualify or who were
not interested in buying

Relocation of 128 families to other
public housing units or to private
units using housing vouchers

One non-participant was enticed to
relocate with a Section 8 certificate
but would have been allowed to stay

Three families enticed to move with
Section 8 certificates; one remains in
unit as renter

Did not sell units currently housing
tenants who did not quality or who were
not interested in buying

Three families were enticed to relocate
with Section 8 certificates and seven
families continued to rent from the co-
op with the aid of Section 8
certificates

All tenants bought (several overhoused
tenants transferred to other public
housing units at beginning of program)

Non-participants enticed to relocate
with Section 8 and other public housing
units but some tenants will continue to
rent from the co-op with the aid of
Section 8 certificates
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Public Housing
Authority

Method

Philadelphia, Pa.

Reading, Pa.

St. Mary'’s County, Md.

St. Thomas, V.I.

Tulsa, OK

Washington, D.C.

Whchita, Kans.

Wyoming, Mich.

Will not sell units currently housing
tenants who do not qualify or who are
not interested in buying

Did not sell units currently housing
tenants who do not qualify or who are
not interested in buying; three were
transferred, however, when family size
changed

Section 8 certificates offered to
families who are not qualified or not
interested in buying; when additional
public housing becomes available those
over-housed will be transferred

Intends to voluntarily relocate some
tenants to the other half of project or
to another project. The PHA is also
considering leasing a building from the
co-op to house non-participants

Did not sell units currently housing
tenants who do not qualify or who are
not interested in buying

Non-participants offered other PHA
units; two vouchers were given to
assist tenants to remain in units

Non-participants were to be enticed to
move with offer of other PHA units but
were also to be allowed to stay

Will not sell units currently housing
tenants who do not qualify or who are
not interested in buying
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voluntarily move by offering them other public housing units,
Section 8 certificates, or housing vouchers. In cases where non-
participants were not interested in these options, they were
normally allowed to remain in their units. In several of the
multi-family programs, such as Nashville and Washington, D.C.,
this was facilitated by using Section 8 certificates to assist
the non-participating tenants. In the single~-family programs,
including McKeesport and St. Mary's County, when faced with
tenants who refused to move, program staff simply held off
selling their units. They will be sold at some future date after

they are voluntarily vacated.

The program in Denver was unigque in that all the tenants in the
projects to be sold under the PHHD were relocated to other public
housing units or given Section 8 certificates. Given the
extensive renovation and demolition involved in the
rehabilitation of the units, the PHA argued that relocation was
required. Only a few of those displaced, however, returned to
the development as home owners. The DHA claims that all the
relocations were voluntary since Curtis Park was one of the worst
public housing developments in Denver and tenants were glad to
move to other public housing or assisted housing. As will be
presented below, however, a sizable portion of a sample of those

relocated dispute this claim.

Use of Options by Non-participants. At the time of our last site

visits a total of 136 households had been relocated to

accommodate program participants. (This does not include the
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transfers of several families that were overhoused in Newport
News and Reading since these relocations would probably have
occurred without the demonstration program.) The program in
Denver accounted for 128 of those relocated. The two other large
multi-family conversions that are yet to take place (Paterson and
St. Thomas), may increase the total number of tenants relocated

before all sales under the demonstration are completed.

The number of non-participants given assistance to remain in
their units will also rise when the developments in these two
sites are finally transferred. At the time of our last site
visit there were only nine non-participating families that
remained as renters. This number should rise considerably,
however, as Paterson is anticipating that between 13 and 69
families will receive Section 8 certificates to rent their
current units from the co-op. Similarly, in St. Thomas, as many

as 20 to 30 tenants may continue to rent their units.

It should also be noted that the number of non-participants, both
relocatees and those that remain as renters, would have been
higher if the demonstration programs, particularly the
multifamily ones, had transferred the units expeditiously. The
long preparation period in Nashville and Paterson, for example,
meant that many non-participating tenants moved out for reasons
unrelated to the demonstration, allowing their units to be made

available to program participants.
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Use of Sales Income

one of the main features of the demonstration was that HUD
forgave all debt on the units sold.b According to the initial
RFP, "any proceeds from the sale of the property may be applied
toward the expenses incurred by the PHA in the sale of the
property...also proceeds from the sale of multifamily properties
may be used in setting up a reserve maintenance fund for the
proposed owners of the property. Any proceeds from the sale of
property remaining after applying the two above uses must be
applied to reduce the outstanding debt." Later, however, HUD
changed the rules to allow the sponsoring agencies to keep the
sales proceeds and use them to provide other housing

opportunities to low-income people.

As shown in Table 2.8, the most frequent use of all or part of
the sales income was to cover program costs, including the costs
of rehabilitating the units before sale, closing costs, and
general administrative costs. Almost all the sponsoring agencies
that received sales income used at least part of it for this
purpose. A total of 10 agencies, including those sponsoring both
single- and multifamily-programs, used sale proceeds to
capitalize repair funds or create a reserve to fund repairs
covered by warranties. As discussed above, sales proceeds were
the most common source of capital for establishing reserve funds.
In instances where there were significant amounts of income
remaining after covering program costs and establishing reserve

funds, the sponsoring agencies plan on using these monies to
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Public Housing
Authority

Use of Sales Income

Baltimore, Md.
Chicago, I11.

Denver, Colo.

Los Angeles County, Calif.

McKeesport, Pa.

Muskegon Heights, Mich.

Nashville, Tenn.

Newport News, Va.

Paterson, N.J.

Philadelphia, Pa.

Used to reimburse general fund for
rehabilitation costs and capitalize
extraordinary repair fund

Most used to fund rehabilitation and
closing costs; remaining funds went to
general fund

In phase I and 11 proceeds used to
reimburse loan fund for rehab work and
capitalize a reserve fund; in phase 11
extra proceeds will be used for
replacement housing

Will be used to fund new low-income
housing

Used to reimburse authority for
administrative and rehabilitation
costs; to establish capital improvement
and emergency loan fund; and to create
other home-ownership opportunities

Used to capitalize extraordinary loan
fund and reimburse authority for
administrative expenses

Used to capitalize the reserve fund, to
pay closing costs and to partially
reimburse CDBG loan fund for rehab
expenses

Used to cover closing costs and
capitalize loan fund; remainder to be
used to provide other home-ownership
opportunities

The authority will not receive sale
proceeds since units are being given to
the cooperative

Will be used to defray administrative
and repair costs, capitalize repair
fund and pay closing costs and down
payments
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Public Housing
Authority

Use of Sales Income

Reading, Pa.

St. Mary’s County, Md.

St. Thomas, V.I.

Tulsa, Okla.

Washington, D.C.

Wichita, Kans.

Wyoming, Mich.

Some used to capitalize extraordinary
reserve fund; no decision made about
remaining proceeds ‘

Will be used to establish maintenance
reserve fund and fund other low-income
housing programs

The authority will not receive sale
proceeds since units are being given to
the cooperative

Will be used to pay for closing costs,
rehabilitation work and administrative
cost

Used to capitalize major repair fund
and reimburse CDBG fund for
rehabilitation work

Planned to deposit some proceeds in
account to get low interest rate;
reimburse the agency for rehabilitation
costs and acquire replacement housing

Placed in account to allow buy-back
during first five years. Long term use
not decided
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provide new housing opportunities. In Los Angeles County, for
example, they intend to use some of the $300,000 in sales
proceeds to contribute to joint ventures with non-profits to
build new housing for low-income people. The rest of the funds
will be used to secure options on land for future public and/or
assisted housing. Similarly, in Newport News approximately
$223,000 in sale proceeds will provide other homeownership
opportunities to public housing and other low-income families.
With the assistance of the Virginia Housing Development Agency,
eight houses are being built that will be offered to qualifying
public housing tenants. PHHD sale proceeds will be used to

write-down the sale prices of these new units.

In two instances, the sponsoring agencies still have not decided
what to do with the sale proceeds. In Wyoming, for example, the
funds are currently being held in an account to allow the WHA to
buy back any units if their owners default on the mortgage within
the first five years. However, they have not decided what to do

with these funds once their buy-back commitment expires.

Conclusion

Clearly, HUD's goal of including a wide variety of approaches to
selling public housing to tenants was achieved. The data
presented in this chapter shows there is considerable variation

in all major components of the 17 programs involved in the PHHD.

The two chapters to follow focus on two other program components.

Chapter 3 takes a look at how the sales were financed while



Chapter 4 looks at the counseling and training provided to

program participants.
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CHAPTER 3
FINANCING THE BALES
Introduction

No low-income home ownership program can succeed without a sound
financing system. Public housing authorities were able to write
down the prices of their sales units as far as necessary to make
them affordable to participating families. They alsc had the
option of serving as the permanent lender if they were either
unable to or not interested in attracting private lenders to
their programs. For these reasons, the lack of affordable
financing was not a significant constraint in the development of

public housing home ownership programs.

This chapter fully explores the financing issue. Written in four
sections, it begins with a discussion of the various sources of
mortgage finance used by participating housing authorities.
Section two discusses key characteristics of financing programs:
loan-to-value ratios, loan terms and interest rates, down payment
requirements, indemnification of private lenders against loss,
and the magnitude of closing costs. Section three discusses the
financing arrangements of the multi-family conversions in
Washington, DC, Paterson, St. Thomas, Denver and Nashville. 1In
general, the financial structures of multi-family sales programs
are more diverse and complex than those of their single family
counterparts. The chapter concludes with a discussion of the

phenomenon of mixed-tenure conversions. This occurs when a
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minority of former public housing residents who did not qualify
or were not interested in home ownership continue to occupy their

same apartments as tenants of the cooperative.
The Sources of Mortgage Finance

Holding down payment and mortgage terms constant, it is in
everyone's interest to finance public housing sales through the
private mortgage market. That is why, according to the
demonstration regulations, "HUD will only permit the use of PHA
purchase money mortgages for sale of the properties where the
applicant demonstrates that no other source of financing is
feasible."™ From the public housing authority's standpeoint,
private financing generates the maximum amount of net sales
proceeds which would then be available for reinvestment in
additional low-income housing inventory. From the buyer's
standpoint, the ability to qualify for a private loan signifies
entrance into the mainstream housing market and represents the
most complete break possible with any form of reliance on the
public housing authority. Finally, from the federal government's
perspective, maximum participation by the private lending
community would signify the demonstration's sound financial
footing and the possibility of leveraging HUD's huge investment
in public housing stock to enable many hundreds of tenants to
realize the dream of owning their own home with a minimum amount

of additional government funding.

If a primary goal of the demonstration was to attract private

financing in public housing sales, then, based on closings to
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date, this program dimension was two-thirds successful. That is,
private mortgage capital was present in more than 65 percent of
the single and multi-family units that closed during the
demonstration period. However, single family programs were less
successful in attracting private investment than the three multi-
family co-op conversions. All three co-ops that closed (two in
Denver and one in Nashville), containing a total of 173 units,

. attracted some private funds, but just 35 of the 140 single
family sales (25 percent) in five cities involved private
financing (Table 3.1). Another 41 single family sales in three
cities (28.1 percent) were financed through state or local
mortgage revenue bond progréms, while 70 single family units in
four cities (48 percent), were financed by the housing authority

or its subsidiary.

Not all housing authorities attempted to attract private lenders.
In apparent disregard of HUD's instructions to seek private
financing, the McKeesport PHA chose to finance its nine
scattered-site sales, taking the position that as long as "we are
in the rent collection business, we might as well collect

mortgage payments."

In other instances the sponsoring agencies tried but were
unsucceséful in attracting private financing. In St. Mary's
County, for example, problems with securing clear title to the
housing to be sold prevented them from securing privaté
financing. The demonstration coordinator at another site tried,

but failed to interest private lenders because of the small size
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Financing

Public Housing

Authority Source(s) of Financing
Baltimore State Mortgage Revenue Bonds
Chicago City Mortgage Revenue Bonds

Private FHA Insured Loans
Denver:

Upper Lawrence

Arapahoe

Los Angeles
McKeesport

Muskegon Hts.

Nashville

Newport News
Reading

St. Mary's County
Tulsa

Washington, D.C.

Wyoming

Colorado State Division of Housing
Colorado Housing Finance Agency
Denver Housing Authority

National Cooperative Bank

Denver Housing Authority
Private Equity Investor

County Mortgage Revenue Bonds
Public Housing Authority

Private lender
Buyer--all cash

National Cooperative Bank
Public Housing Authority

Private Lender

Puglic Housing Authority

County Community Development Corp.
Private lender

Public Housing Authority

Private Lender
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and high cost of servicing the loans. "The mayor would have to
twist a lot of arms," she said, "to attract private lenders to
this kind of program," which he obviously had not. But even in
this case, the housing authority consciously chose to have a
third party service the PHA's loans to impress upon the home
buyers that they were no longer public housing tenants and that
late or missed payments would be dealt with in the same manner as

if their loans had been privately financed.
Selected Characteristics of Financing Programs

First Mortgage Amounts. Housing authorities generally determined
the amount of financing required by establishing a sales price in
one of three ways, and then discounting that price for
affordability. 1In most single family programs, the sales price
was established at the appraised value of the property, although
a couple of PHAs set the price as a fixed percentage of appraised
value. 1In contrast, two housing authorities set the sales price
of their respective co-op properties equal to their costs of

rehabilitation.

Whichever way that price was set, the difference between the
selling price and the affordable first mortgage was generally
taken back by the housing authority in the form of a "silent"
second mortgage which requires no current payments as long as the
initial buyer remains in the house (Table 3.2). In most cases,
too, the silent second mortgage is forgiven after a specified
period of time, at which point the PHA may allow the owner to

sell the house without any resale restrictions.
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Table 3.2: Average Sales Prices, First and Second Mortgage Amounts
and Down Payments for Programs with Sales )

Average Average Average

Public Housing Sales First Second Average
Authority Price Mortgage Mortgage1 Down Payment
Baltimore (N=28) § 23,434 $ 17,649 $ 5,285 $ 500
Chicago (N=14) 22,076 19,789 15,294 2,6702
Denver :

Upper Lawrence (N=44) 27,300 18,182 8,500 8003

Arapahoe (N=44) 37,500 37,500 0 04
Los Angeles County (N=9) 87,136 35,403 50,463 1,270
McKeesport (N=9) 21,688 18,325 0 3,363
Muskegon Hts. (N=2) 7,550 7,200 0 350
Nashville (N=85) 21,177 6,471 14,412 294
Newport News (N=15) 24,213 16,712 7,501 0
Reading (N=8) 12,000 11,400 0 600
St. Mary'’'s County (N=30) 42,500 9,000 32,500 1,000
Tulsa (N=1) 30,000 21,758 7,500 742
Washington, D.C. (N=23) 64,738 17,279 44,220 3,2396
Wyoming (N=8) 38,153 21,346 16,167 640
Average (weighted)
All Sales $ 31,779 $ 17,097  § 14,552 $ 8417

1 In all demonstration programs except Denver’s Upper Lawrence Co-op, second
mortgages are forgiven after a period of time.

Sum of mortgages and down payments do not add to sales price because portion
of sales proceeds used to rehab the properties is secured by silent second
held by the housing authority. See Chicago case study for discussion of flow
gf funds.

A local non-profit housing corporation has provided financing for residents
who could not meet the downpayment requirement.

Because Arapahoe is a rental, or conditional sales co-op, sales price is
defined as a pro rata share of the first mortgage.

The downpayments were credit given to purchasers in an amount equal to the
grevious year's rent payments.

Downpayments in Washington, D.C. were provided by the city in the form of a
silent third mortgage.

Excludes closing cost.
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In the case of single family programs where the incomes of home
buyers vary significantly, houses with identical appraised values
or selling prices have first mortgages that also differ as to the
size of their initial principal. 1In Washington, DC, for example,
the average appraised value of the 23 condominium units that were
sold in Wylie Courts was $64,778. The average first mortgage was
$17,279, or just 26.6 percent of the sales price, and ranged from
a low of just $1,179, to a high of $39,187. Conversely, the
average silent-second mortgage taken back by the housing
authority was $44,220, or 68.3 percent of the sales price, and
ranged from a low of $17,813 to a high of $60,561. Just five of
23 sales (21.7 percent) in Wylie Court had first mortgages that

exceeded $20,000.

Though prices were significantly lower in Baltimore because of
lower property values, variability in first mortgage amounts was
also substantial. Sales prices for the scattered-site, single-
family units being sold in Baltimore averaged just $23,534 and
ranged from $20,700 to $33,800. Because of the low sales prices,
the average first mortgage in Baltimore of $18,259, produced a
loan-to-value ratio of around 78 percent. Although silent second
mortgages in Baltimore averaged $5,285, 12 of the 28 buyers (42.8
percent) had high enough incomes to pay full price for their
units without any need of a second mortgage. Single family
programs in Chicago, Los Angeles, McKeesport, Wyoming, and
Newport News had similar pricing systems, with first mortgage

amounts determined on the basis of the buyer's ability to pay.
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As indicated above, in two other single family progranms, sales
prices were based on a specified percentage of the property's
appraised value and then discounted for affordability. 1In St.
Mary's County, properties were priced at $40,000 for a four-
bedroon unit and $45,000 for a five-bedroom unit, which are
approximately 60 percent of their respective values. The
difference between the PHA-financed first mortgage, which
averaged around $10,000, and the sales price was taken back by
the PHA as a silent-second mortgage. In Reading, houses were
priced at a higher 70 percent of appraised value which, in that
depressed market, produced an averadge price of just $12,000.
Given such low prices there was no need for the Reading housing

authority to take back any second mortgages.

The third way of setting sales prices and determining the size of
home buyer active mortgage commitments was based on the costs to
rehabilitate the properties to be sold. This particular pricing
method was used in the cooperative conversions in Denver and
Nashville. There are two significant implications of this price-
setting technique. First, holding financing terms constant, the
level of rehabilitation determines to a great extent the income
groups that can be served. Second, when the aggregate debt
service payments of all cooperators must cover a housing
authority's out-of-pocket rehabilitation costs as well as the co-
op's continuing operating costs, varying the amount of debt
service carried by individual cooperators would cause higher

income shareholders to subsidize those with lower incomes.



65

Because both of Denver's co-op projects were vacated during the
rehabilitation period, only families whose minimum incomes were
high enough to afford a full pro rata share of the permanent
mortgage were recruited into the program. Thus, the co-op's
minimum debt service and operating costs set the minimum income
required for participation in Denver's homeownership
demonstration. The average home buyer income in Upper Lawrence

. averaged just over $14,000, while in the higher cost Arapahoe co-

op, it was around $17,000.

Since rehabilitation of the three separate projects that make up
Nashville's New Edition cooperative occurred without any
relocation, the incomes of tenants-in-place who were interested
in joining the co-op varied tremendously, from a low of $6,200 to
a high of more than $27,000. Given such widely varying incomes
and a pricing scheme that was based on recovering rehabilitation
costs that were financed with CDBG funds, it was necessary to
adjust the amount of debt service each cooperator would pay in
order to minimize both the amount of relocation and the number of
non-buyers who were too poor to become shareholders. The PHA
established a three-track system of carrying charges, with
elderly and handicapped shareholders paying the least, original
co-op members somewhat more, and members who joined after closing
paying the most. However, all cooperators had to have at least
enough income to pay a pro rata share of the co-op's operating
costs. The co-op's collective debt service capacity was
determined on the basis of the costs of servicing debt at the

prevailing terms and on the amount of income that would be
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available from the cooperators after accounting for the co-op”s
operating needs, including meeting all reserve requirements.

This means that in Nashville, higher income cooperators
contribute more to the co-op's mortgage account than do lower
income owners. Details of how the New Edition Co-op was financed

are presented later in this chapter.

Interest Rates And Mortgage Terms. When the housing authority
was the mortgagee, interest rates and mortgage terms were often
set as a matter of policy, rather than reflecting actual
conditions in the long term capital market. For example, the
condos sold in Washington, D.C. were financed by the housing
authority with 9.5 percent, 30 year mortgages (Table 3.3).
Reading financed its sales with seven percent, 10 year loans,
while McKeesport set interest rates at market levels, but varied
mortgage terms from eight to 25 years to make the monthly

payments affordable.

Save for the demonstration in Baltimore, which relied on
Maryland's mortgage bond programs that provided more deeply
subsidized interest rates for lower income buyers, most revenue
bond programs offered loans at one or two points below markef
rates. In Chicago, bond financed loans were available at 9.68
percent interest for 30 years, while in Los Angeles County the
terms were eight percent and 28 years. Under Maryland's more
diverse set of bond-financed‘mortgage programs, lower income home
buyers qualified for lower interest loans than did higher income

borrowers. The highest income buyers ($20,000-$21,667, depending
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Table 3.3: Down Payments, Interest Rates and Terms of First Mortgages
Interest Terms Down-
City Rate (in years) Payment
Baltimore 4.0-7.75% 25 $ 500
Chicago 9.68% 30 5%
Denver:
Upper Lawrence 9.5% 25 $ 800
Arapahoe 5.25% 25 N.A.
Los Angeles 8% 28 4.5%,
partial grant
McKeesport 8.5% 10-25 1l yr's rent
Nashville 11.88%-ARM 15, 30 $ 373
yr. amort.
Newport News 11.25% 5-15 0
Reading 7% 10 N.A.
St. Mary'’'s County Variable 20 $ 961
Washington, D.C. 9.5% 15, 30 5% full grant
Wyoming 7.5-11.5% 30 3%
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on family size) qualified for first-time home buyer assistance
under the state's bond programs and received 7.75 percent, 25
year loans. Families with incomes between $18,000 and $20,000
received 5 percent, 30 year loans, while those with incomes below

$18,000 qualified for four percent, 30 year mortgages.

Finally, when public housing sales were financed through private
lenders, mortgage terms reflected current market conditions.
Thus, for example, the local savings and loan that financed the
15 sales in Newport News charged home buyers a higher-than
prevailing market rate of interest of 11.25 percent, to
compensate for the higher risk of lending to lower income
families, while interest rates in Wyoming, Mich., ranged from 7.5

percent to 11.5 percent.

The private portions of the multi-family loan packages that the
Denver and Nashville housing authorities put together to finance
their respective conversions were also written at market interest
rates. In both cities, the National Cooperative Bank (NCB)
provided variable interest mortgage loans at prevailing rates.
At Denver's Upper Lawrence co-op, which closed more than two
years before Nashville's New Edition, the NCB's loan was for 25
years at 9.5 percent interest, reviewable after three years., At
New Edition, which closed in mid-1989, the NCB's first mortgage
loan was at 11.88 percent for 15 years, with interest rate
adjustments at the end of the fifth and tenth years. Details of

these arrangements are presented below.
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Down Payments. In general, public housing residents who bought
housing under the PHHD did not have to come up with very much
cash. For most single family programs, down payments tended to
reflect the requirements of the particular financing program used
by the housing authority to market its properties. 1In three
cases, however, there was either no down payment required
(Newport News), the housing authority paid part of the down
payment for the buyer (Los Angeles), or paid it in full
(Washington, DC). For those that required some up-front cash,
down payments generally ranged between three and five percent of
sales price, with most privately financed FHA insured loans
averaging around 4 percent. Because of FHA's strict underwriting
requirements, only a relative handful of public housing sales in
Wyoming, Chicago, Los Angeles County and Baltimore were financed

this way.

Paradoxically, the higher five percent down payment rate was
typical of sales programs in which the housing authority did the
actual financing or was able to take advantage of state or local
mortgage revenue bond programs that provided below market
interest rate mortgages to low-income first-time home buyers.
Seven of Chicago's scattered-site sales were financed under that
city's mortgage revenue bond program, as were all of Los Angeles
County~s. In the latter's case, its three percent down payment
was based on the requirement that all bond-financed mortgages
must be FHA insured. Twenty-five of 28 single family sales in
Baltimore were also financed under a mortgage revenue bond

program sponsored by the state of Maryland. What distinguished
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Baltimore's financing program from other bond financed efforts,
however, was that the interest rate varied directly with the
income of the borrower, while in Los Angeles and Chicago, it was

the same for all income-eligible buyers.

There are several exceptions to the three and five percent down
payment rule. In McKeesport, Pa., for example, the down payment
averaged around.$3,000 a unit or about 15 percent of sales price.
However, the housing authority permitted each home buyer to use
its prior year's rent, which averaged $250 a month, as its down
payment, which meant that very little up-front cash was needed to

close.

Similarly, in Washington, DC, the nominal five percent down
payment requirement was met through a grant from the District
government. The decision to pay each home buyer's down payment
with public funds was based on Wylie Court being built as a
Turnkey III development that was intended to be sold to its
residents. Under Turnkey III, the housing authority was supposed
to establish an equity account for each resident into which a
portion of the monthly rent receipts would be deposited in return
for the resident's handling of agreed-upon maintenance
responsibilities. Over time, the balance in the equity account
would grow sufficiently large to enable the resident to make the
necessary down payment in order to qualify for a mortgage loan in
the conventional market. Since the housing authority never

implemented the equity account part of the Turnkey III program in
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Wylie Court, the decision was made to make the down payment for

each buyer with public funds.

Denver and Nashville, the two co-ops that closed during our
evaluation period, had different down payment requirements. 1In
Denver's Upper Lawrence project, the down payment was $800, with
as much as $600 of that amount available through a loan from a
local foundation that would be secured by a third mortgage.
Since Denver's other home ownership project will remain a rental
for 15 years, members of the Arapahoe rental co-op did not have

to make any down payment.

In Nashville, down payments\for all cooperators totaled $25,000.
These funds came from a $30 fee that each original member had to
pay to join the New Edition Co-op and from a $20 per month
housing authority contribution to the members' earned credit
accounts. This contribution, which averaged just under $375 per
buyer at the time of closing, was based on the members' agreeing
to take on certain maintenance responsibilities during the
conversion period. New members of the co-op must pay a one-time

membership fee of $500.

Closing Costs. The terms closing and settlement costs cover
three types of costs associated with the transfer of real estate
from one party to another. The first category includes payments
for various types of professional services; for instance, to an
attorney for examining title and preparing necessary legal and
mortgage documents; to a surveyor for carrying out a property

survey; to an appraiser who establishes the market value of a
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property; or, to a credit bureau for a credit report on the
would-be home buyer. The second type of costs included are
payments for such things as title insurance, deed, mortgage
origination fees and loan discount points, recording fees and,
possibly, real estate transfer taxes. The final category of
closing costs incorporates prepaid items. Included here are such
things as one or more months of local real estate taxes and
hazard insurance that are deposited in the home buyer's escrow
account for disbursal by the loan servicer at the appropriate
time. In the case of multi-family conversions, one or more
months of prepaid co-op carrying charges or condominium

association fees must also be paid at closing.

Some closing costs such as mortgage origination and recording
fees, loan discount points, and title insurance are functions of
the amount of the mortgage(s) on the property; others, including
real estate transfer taxes or prepaid property taxes, are
directly related to the market value of the property. Still
other closing costs such as credit reports and deed recording do
not vary at all with sales price or mortgage amounts. It is
difficult to generalize about the magnitude of closing costs -
because of the differences in tax rates, fees for professional
services, and traditions with respect to prepaid items that exist
across cities in which there are active public housing sales

programs.

In general, however, closing costs ranged from a low of around

$1,000 to more than $2,500 a unit. McKeesport was at the low end



73

of the closing cost spectrum, averaging around $1,100 per unit.
There, the buyer was responsible for paying for both the buyer
and seller's title insurance ($200-$300), while the housing
authority paid all remaining closing costs ($700-%$800). 1In
Wyoming, closing costs ranged from a low of $1,349 to a high of
$2,903 per unit, with the housing authority paying the full costs
out of CDBG funds. This was also the case in Washington, DC
where closing costs averaged $2,257 per unit. 1In Reading,
closing costs averaged around $2,250 and were evenly split
between the buyer and the housipg authority, with the buyer's
portion coming out of its down payment. Finally, Denver's Upper
Lawrence Co-op had closing costs that averaged $2,557 per unit,
excluding prepaid taxes. Member up-front cash payments were too
small to pay full closing costs: the remainder was financed in

the co-op's mortgages.
Financing Multifamily Conversions

The PHHD included five cooperative conversions in four cities,
three of which closed during the demonstration and evaluation
period: two in Denver and one in Nashville. For reasons
discussed in Chapter 6, completion of the conversions in Paterson
and St. Thomas have been slowed. However, bécause financing
arrangements for these two co-ops are already in place, both

Paterson and St. Thomas are included in this discussion.

A principal factor in both the pricing of co-op units and the
financing of conversions has to do with the level of

rehabilitation that was needed, and how these improvements were
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financed. Where rehabilitation was funded using HUD
modernization funds--as they were in both Paterson and St.
Thomas--the pricing and financing of the conversion did not
reflect these costs. Where most or all of the rehabilitation
costs were financed using non-public housing funds, as was true
in Denver and Nashville, prices and carrying charges reflected
the desire for capital recovery. Our discussion of financing
begins with the relatively simple cases of St. Thomas and
Paterson and proceeds to the more complicated cases in Nashville

and Denver.

St. Thomas and Paterson. The rehabilitation of both Pearson
Gardens in St. Thomas and Brooks-Sloate in Paterson was financed
with public housing funds; therefore, both co-ops are priced and
carrying charges are set without regard for capital recovery. 1In
both St. Thomas and Paterson, the respective housing authorities
decided to transfer the rehabilitated properties to the co-ops at
no cost, although in both cases, individual co-op shares are
priced at modest levels in order to capitalize the cooperatives!
reserve accounts and recover miscellaneous program costs. Co-op
shares in Paterson's Brooks-Sloate were priced between $3,500 and
$4,500 a unit, depending on bedroom count, while in St. Thomas's
Pearson Gardens, share prices will range between $375 and $725.
With no rehabilitation costs to recover, monthly carrying charges
needed only reflect current operating costs, including provisions

for reserves.
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While no third-party financing of co-op shares will be necessary
in Sst. Thomas, buyers in Paterson were having difficulty coming
up with the necessary equity. This encouraged the housing
authority to arrange financing. The PHA made arrangements with
the Sixth Avenue Credit Union in New York City to extend share
loans to Brooks-Sloate buyers who are unable to finance their
equity payments from their savings. Share loans in amounts up to
70 percent of required equity will be available for a five year
term at an average interest rate of 12 percent. The cooperative
has pledged to indemnify the lender in the event of a
shareowner's default. Loans will be made on the basis of a
credit check and the individual's record of timely payments to

his or her co-op equity account.

Because they would have no debt service component, carrying
charges in the Brooks-Slcate Co-op are projected to be fairly
modest, ranging between $236 and $341 a month, depending on unit
size. With an average resident income of almost $14,000 in mid-
1987, a sizable number of co-op owners will substantially reduce
their monthly housing costs when the co-op closes. According to
the housing authority, the average rent in Brooks-Sloate as of
August 1989, was $314, although 20 percent of all residents paid
more than $400, and nearly three percent paid at least $700.
Based on these rents, 60 co-op members should end up paying less

in carrying charges than they were for rent.

These figures suggested to the housing authority a means by which

they could tap a portion of the windfall gains that higher income
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buyers could expect to realize from the conversion, to create a
safety net for financially-strapped cooperators who fall behind
in their payments through no fault of their own. This would be
in the form of a special reserve fund that would be capitalized
through a surcharge on higher income buyers. It would work as
follows. First, every cooperator would have to pay a basic
monthly carrying charge that reflects the costs of operating the
co-op. If this amount is less than the rent that the cooperator
had been paying for his or her public housing unit, for the first
18 months of the co-op's existence, these buyers would continue
making payments equal to their previous rent. The surplus over
the co~op's basic carrying charge would be used to capitalize the
emergency bail-out fund. In no event, however, would the
surcharge be permitted to exceed 50 percent of the co-op's base
carrying charge, and the full surcharge would be eliminated 18

months after closing.

enver and Nashville. Both the Denver and Nashville housing
authotities financed the rehabilitation of their respective
projects from non-public housing funds. In order to recover a
reasonable portion of their investment when the improvements were
completed, a substantial portion of the permanent financing had
to come from third-party loans. Naturally, co-op shares had to
be priced and carrying charges set to reflect these higher

capital charges.

In the case of Denver's first co-op, Upper Lawrence, the housing

authority financed the substantial rehabilitation, which averaged
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nearly $22,500 a unit, from its own multi-million dollar
revolving fund and secured permanent financing for the near-

million dollar project from the following sources:

$ 35,200 equity pay-in from 44 buyers;

$100,000 a (non-repayable) grant from the Colorado
State Division of Housing;

$600,000 a 25 year adjustable rate first mortgage at
9.5%, not to exceed 12.5% over the life of
the loan, from the National Cooperative Bank,
interest rate reviewable every three years;

$200,000 a 25 year adjustable rate second mortgage, at
9.5%, not to exceed 12.5% over the life of
the loan, from the Colorado Housing Finance
Agency (CHFA), interest rates reviewable
every three years; and

$374,000 a ($8,500 per unit) third mortgage from DHA,
with payments starting at $10 per month,
increasing to $32 a month in five years, for
remainder of 25 year term.

Total $1,309,200

Because the co-op could not qualify under any of its conventional
nulti-family financing programs, the $200,000 second mortgage
loan from the Colorado Housing Finance Agency was financed out of
agency reserves., Because excess agency reserves are limited,
CHFA'S participation in the financing should not be viewed as a
precedent for the widespread involvement of that agency or other
HFAs throughout the country in such conversions. Nevertheless,

they may be a source of limited financial support.

Securitybfor the NCB's loan is in two parts. First, the bank is
financing just 64 percent of the co-op's capital cost, which

means that the property would have to suffer a catastro?hic loss
in value in order for the bank to suffer a loss on resale in the

event of foreclosure. More importantly, however, both the first
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and second mortgage holders are protected through the Denver
Housing Authority's pledge to repurchase all co-op shares from
defaulting cooperators and to pay all associated deficiency
charges to the co-op. As indicated in the Denver case study,
management problems at Upper Lawrence have plagued the co-op from
its inception, and turnover has been substantial. Therefore, the
housing authority has already had to make good on its
indemnification commitment, buying back several shares from
defaulting cooperators and making substantial payments to the co-
op in order to make sure that it can meet its various financial

obligations.

Denver's second co-op, Arapahoe, was financed very differently
from Upper Lawrence. In this case, the housing authority served
as both the construction and permanent lender, financing
$1,650,000, or $37,500 per unit in hard costs, with a fixed rate,
25 year 5.25 percent mortgage loan. If this were the only
significant financing feature of the Arapahoe conversion, it
would be scarcely worth mentioning since very few housing
authorities in the country have DHA's capacity to make that kind
of investment. The fact is, the Arapahoe conversion is unique
because it was structured as a rental project that enabled the
housing authority to syndicate, or sell to a private investor,
the federal income tax credit that was generated by Arapahoe™s
rehabilitation. Structuring the conversion as a rental co-op
rather than a more traditional owner co-op enabled the Denver
Housing Authority to earn $1,350,000 in gross syndication

proceeds, and to net more than a million dollars on the
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transaction. The net proceeds from sale of the tax credits have
been programmed for use by DHA to acquire additional low-income

housing stock.

Under the low-income housing t&x—credit provisions of the 1986
Tax Reform Act, an otherwise eligible project must remain in low-
income use as a rental property for at least 15 years.

Therefore, DHA structured the Arapahoe conversion as a rental co-
op. This means that rather than title to the housing being
initially vested in the cooperative corporation itself, it is
vested in a third party--a limited partnership formed to take
advantage of the tax credits--which then leases the housing to
the co-op. Transferring title of the buildings to the limited
partnership was necessary in order for the housing authority to

sell the project's tax credits to a private investor.

The centerpiece of the Arapahoe conversion is the Arapahoe
Redevelopment Partnership, Ltd., a limited partnership consisting
of three partners. The general partner is the Arapahoe
Cooperative Corporation, whose shareholders are the 44 former
public housing tenants who want to become home owners. The two
limited partners are a private investor (a local Denver
corporation) which has acquired the low-income tax credits
associated with the redevelopment of Arapahoe for the sum of
$1,350,000, and the Denver Housing Authority. For reasons to be

discussed below, DHA is a special limited partner.

As the general partner, the co-op owns the land under the

buildings and controls the partnership's daily operations through
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the Management Services Agreement. As the special limited
partner, DHA monitors the property's operations. Both the
limited partner and DHA have the power to vote on certain
important partnership decisions such as removing the cooperative
as the general partner in the event that the co-op does not
properly manage the partnership's affairs. According to DHA,
this extraordinary degree of residual control over the co-op's
affairs is necessary for three reasons: to protect the co-op by
providing a safety net in the event of serious financial and
other operating problems that could jeopardize its long-term
viability; to ensure that the co-op does not violate any
provisions of the tax laws that would trigger a recapture of the
tax credits acquired by the limited partner; and, to protect
DHA's own long-term financial interests as the co-op's permanent

lender.

After the co-op and the limited partnership were formed, DHA sold
the buildings and other facilities to the partnership in exchange
for $1,350,000 cash from the limited partner and a promissory
note from the partnership in the amount of $1,650,000, which was
the approximate cost of redeveloping the Arapahoe project. The
note has a fixed interest rate of 5.25 percent and carries a 25
year term. The transfer provided that the buildings be used for

low~income housing for an indefinite period.

Prior to transferring title to the buildings to the Partnership,
DHA transferred title to the project's land to the co-op at a

price of $1, but made the transfer subject to a 25-year ground
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lease with the partnership. The partnership will pay a ground
rent of $1 per year for the first 15 years of the lease. If the
partnership continues to lease the ground for the last 10 years
of the lease, it will have to pay the ground's full rental value
for each of the last ten years. Increasing the ground rent to
market value after 15 years, which is when the holding period for
the tax credits expires, is intended to force the partnership to
sell the buildings to the cooperative. At this point, the
cooperative would own the land and buildings subject to DHA's
outstanding first mortgage. 1In this way, the buildings would
remain low income housing for an indefinite period. Simply put,
since the use restrictions on the buildings require low income
occupancy, once the ground lease payments rise to market levels,
the partnership will not be able to earn sufficient income from
the property to maintain an economic investment and will sell it
to the cooperative. Another factor favoring this option is that
even without the sale, title to the improvements would revert to

the cooperative upon expiration of the 25 year ground lease.

Just as the sale of the land to the co-op was subject to a long-
term ground lease to the partnership, sale of the buildings to
the partnership was subject to a long term lease with the co-op.
The monthly lease payments of $9,888 are equal to the debt
service requirements on DHA's permanent mortgage loan. With 44
co-op units, the pro rata rent payment for debt service averages
$225 a month. This level of debt service, which was determined
by DHA to be affordable by co-op members, was arrived at by

reducing the interest rate to 5.25 percent. Under terms of its



82

lease with the partnership, the co-op is also responsible for
meeting all other fixed and variable costs of operating the
project, including property taxes, insurance, and all maintenance
and management costs, including making appropriate financial
provisions for reserves. These additional costs are estimated to
average around $110 a month, which produces start-up carrying
charges in the Arapahoe rental co-op of around $335 a month per

unit.

As indicated above, the cooperative has an exclusive option to
purchase the buildings after 15 years at the greater of the
market value of the property or the outstanding value of DHA's
mortgage, which will be approximately $922,000. Since the
combined effects of the ground lease restrictions and the
continuing use restrictions on the buildings will depress their
market value, DHA believes that the co-op is virtually guaranteed
the right to acgquire the buildings at the mortgage value. Since
the co-op's rent to the partnership was originally set at the
level needed to service the same mortgage it will assume when it
buys its buildings, the housing authority is confident that the

option-to-purchase is economically sound.

Because it has become an item of major concern to HUD, one final
element of Arapahoe's financing must be discussed. As part of
its efforts to maximize the equity investment and provide the
limited partner with a competitive rate of return, DHA felt it
had to give the limited partner an absolute assurance that it

could sell its interests in the partnership at the end of 15
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years at a price that was known at the time of the initial
closing. Moreover, that price would have to be sufficient to pay
the limited partner's tax liability on the sale to DHA. This was
accomplished by giving the limited partner a "put" option,
exercisable at the end of 15 years, to transfer its partnership
interest to DHA at a known price. The price was negotiated to be

approximately $691,000.

Agreeing on a price and assuring the limited partner that the DHA
will have the necessary $691,000 available to satisfy the put
option 15 years into the future are two different things. The
creative way that this problem was resolved was for DHA to
acquire a sufficient quantity of deep discount zero coupon U.S.
treasury bonds having fifteen year maturities to accumulate to a
value of $691,000 in the year 2003. Since current T-bill
interest rates, which were around 9 percent, were known at the
time of closing, it was a simple matter for DHA to determine that
the face value of the bonds that had to be acquired in order to
accumulate $691,000 in fifteen years was approximately $167,500.
DHA used a portion of the limited partner's $1.35 million in
equity contributions to pay for the bonds, as well as to

underwrite all other costs of syndicating the tax credits.

Under DHA'S resale scenario, the limited partner is certain to
exercise its put option at the end of 15 years, at which time DHA
will transfer ownership of the buildings to the co-op at a price
equal to the outstanding value of the mortgage. With just ten

years remaining on DHA's note, this means that the co-op will own
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all land and buildings associated with the Arapahoe Cooperative

free and clear, at the end of twenty-five years.

Additional details of how the Arapahoe conversion was structured
are contained in the Denver case study. Suffice it to say here,
however, that HUD has raised guestions about the project and
whether the conversion satisfies the requirements 6f Section
5(h), the legisiative authority under which the national Public
Housing Homeownership Demonstration is being carried out.
According to HUD, a Section 5(h) sale must "vest the tenants with
rights incident to ownership, such as possession and control of
the project (both land and improvements) upon conveyance [and] we
cannot see such evidence of ownership in [this sale]." HUD

specifically objects to four aspects of the Arapahoe conversion.

Its first concern is whether tenants participated in the design
of the co-op. Because of the complexity of the co-op's
financing, HUD worries that its tenants were not involved in the
formative stages of the conversion as required under PHHD
guidelines. HUD is concerned that participants could have been
misled into thinking that they were buying into a limited equity
co-op when, in fact, they would be renters for a minimum of is
years. HUD's second concern is that DHA and the limited partner
have the potential to exercise an excessive amount of control
over the co-op. Third, the agency questions whether the co-op's
option-to-purchase clause in fhe lease agreement is too
conditional to assure conveyance at the end of the the 15-year

lease term. Finally, HUD questions whether the co-op will be
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able to afford to acquire the project at the end of the lease

term.

The Denver case study contains additional details on HUD's
objections to the structure of'the Arapahoe conversion and should
be read before any housing authority decides to develop a rental

co-op under Section 5(h) authority.

As indicated earlier, Nashville used CDBG funds to finance the
rehabilitation of its 85 unit, scattered-site cooperative. 1In
order to recover its capital costs at the end of the
rehabilitation period, which amounted to approximately $825,000
($9,706/unit), the PHA decided to sell the property to the co-op
for the cost of the improvements and to finance the sale with a
third party, permanent loan. The permanent financing was
provided by the National Cooperative Bank (NCB) which is the co-
op's sole first mortgage lender and the only party whose debt
must be serviced through regular monthly payments of principal
and interest. New Edition's non-amortizing mortgage debt was
taken back by the housing authority in the form of "silent
seconds" which require no payments as long as the project

continues in low~income use.

Unlike Denver's Upper Lawrence Conversion, no direct or indirect
guarantee was necessary to secure New Edition's loan because the
NCB used more conservative underwriting standards in Nashville
than in Denver, while holding the co-op board of directors to a
much higher standard of preparedness. The specifics of New

Edition's financing are presented below.
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The initial plans for New Edition's permanent financing projected
a selling price to the co-op of $825,000, with $25,000 of that
amount coming from initial membership fees to co-op members, and
the rest from an $800,000 long term mortgage loan. With New
Edition's property appraised at $1,825,000, the housing authority
believed that an $800,000 loan, which would result in a loan-to-
value ratio of less than 45 percent, provided sufficient
protection to the NCB to secure that level of financing. The

housing authority was wrong.

By the time that NCB signed off on the co-op's pro forma
operating budget, confident that current operating costs and
future replacement requirements were not being underestimated,
the lender had significantly reduced the amount of cash flow
available for debt service. NCB added to New Edition's pro forma
a five percent vacancy loss allowance and another five percent
operating and replacement reserve requirement that had to be met
out of current income. Finally, the NCB underwrote New Edition's
first mortgage loan using a conservative debt coverage ratio of
1.15, which meant that the co-op's projected income available for
debt service had to equal 115 percent of actual mortgage
payments. The outcome of this underwriting process resulted in
NCB's approving a first mortgage loan of just $550,000. This
meant that the $250,000 difference between the PHA's $825,000
project cost and the sum of New Edition's permanent loan plus co-
op membership fees ($575,000) would have to be financed by the

housing authority in the form of a silent-second mortgage.
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A final condition of closing was that the housing authority had
to provide the Co-op bank with an updated appraisal of the New
Edition property indicating a value of at least $1,600,000, more
than three times the size of the bank's loan. The housing
authority produced an appraisal showing an estimated property
value of approximately $1,825,000, and agreed to reduce its
$1,000,000 interest in the co-op (the difference between
estimated value and sale price) at a rate of 20 percent per year,
so long as it remains a limited equity co-op. The housing
authority imposed a longer, 15 year limited equity use
restriction through its agreement with the co-op to forgive the
PHA's $250,000 out-of-pocket rehabilitation cost that was not
included in the NCB permanent loan. New Edition's obligation to
repay this $250,000 will be reduced at a rate of 1/15th per year,
as long as the co-op remains a limited equity cooperative during

the 15 year term of the agreement.

New Edition's approved, first-year operating budget, including
debt service on the NCB's first mortgage loan, but excluding both
housing authority loans for which no debt service must be paid,
is as follows:

Monthly Carrying Charges

Per Unit
Operating Costs $ 74
Maintenance 31
Real estate taxes 27
Insurance 10
Reserves 19
Debt service 68

Total $229



88

For housing authorities across the country that have the capacity
to absorb a sizable portion of renovation costs, the financial
structure of the New Edition Co-op represents a potentially
replicable model. This is because the NCB's conservative
underwriting and co-op preparedness standards, combined with its
requirement for a market rate of return, made the financing of
this low-income conversion a safe and attractive investment.

With respect to the latter, the National Cooperative Bank's loan
to New Edition is for 15 years at a variable rate interest
starting at 11.875 percent. Interest rate adjustments will be
made at the end of the fifth and tenth years based on the average
rate of five year Treasuries plus three percent. Whether such
interest rate adjustments will result in a reduction or increase
in the co-op's future debt service burden, we cannot say.
However, the fact that the mortgage is subject to upward interest
rate adjustments that are somewhat independent of changes in the
members' ability to pay, does add a measure of uncertainty to the

co~op's future.

In addition to conservative underwriting standards, the NCB
imposed a series of conditions that the housing authority and the
co-op had to meet before it would agree to close the loan.

These, too, helped discipline the conversion process. First, the
NCB required the co-op to have a $60,000 operating and
replacement reserve in place at closing. It also required the
co-op to have an approved training and education program in-place
for cooperative members and the board of directors, and to build

the costs of training into the co-op's on-going operating budget.
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This turned out to be no problem for New Edition because board
members had been participating in an extremely effective training
program for more than two years prior to closing. The bank also
required a high level of presales before closing (62 units), and
an 85 percent occupancy rate, including buyers and continuing

renters who would be supported by Section 8 vouchers.

To ensure that ﬁhere would be no buyer complaints about faulty or
- incomplete renovations soon after the loan closing, the bank
required that a Certificate of Completion be prepared and signed
by the general contractor, project architect and co-op,
certifying that all required rehabilitation work had been
completed in accordance with plans and specifications. The bank
also required the co-op to produce a final rental report of co-op
members showing delinquencies not greater than two percent of
gross revenues for rent charges over 30 days past due. Learning
from its earlier, disappointing, experience with Denver's Upper
Lawrence, which started out as a self-managed co-op, NCB also
required New Edition to obtain professional management and it
retained the right to approve the management company selected by

the co-op if it was other than the housing authority.
The Possibility of Mixed-Tenure Co-ops

The rules under which the PHHD is being carried out include a
prohibition against involuntary relocation. For reasons having
to do with lack of interest in buying or moving to another
assisted housing unit, or a failure to meet the income or other

established home ownership program requirements, three multi-
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family conversions will begin their non-public housing lives with
a mix of owners and renters in residence: Pearson Gardens in St.
Thomas, Brooks-Sloate in Paterson, and New Edition in Nashville.
It is not true for either Wylie Court in Washington, DC, or for

either of Denver's two co-op conversions.

Conversions With No Continuing Renters. Because iﬁ was organized
as a condominiuﬁ, the five (out of 28) Wylie Court units that
were not sold to tenants at the time of this writing continue to
be owned by the housing authority and operated as part of the
District of Columbia's public housing inventory. Under PHA
ownership, the housing authority is responsible for all
maintenance and management costs associated with these unsold
units and for paying a pro rata share of Wylie Courts condominium
association fees. The condo's board of directors is anxious that
these units be sold and is working with the housing authority to
secure qualified buyers from the ranks of existing public housing

tenants.

Neither of Denver's co-ops had continuing renters in residence
when they became independent of the housing authority. The
extensive renovations, including selective demolition and thé
reconfiguration of some units in the two sections of the Curtis
Park public housing project that would later become the Upper
Lawrence and Arapahoe co-ops, required the relocation of all
tenants. According to DHA, because Curtis Park is one of
Denver's oldest and most distressed projects, former tenants not

interested or qualified for home ownership opted to remain in the
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public housing units to which they had been temporarily
relocated, or accepted Section 8 vouchers which they used to
secure better housing in Denver's depressed real estate market.
Few former residents returned to either co-op as continuing

renters.

Conversions With Continuing Renters. New Edition began life with
10 former residénts continuing to live in their apartments as
tenants of the co-op. In addition to being a limited equity co-
op, the co-op is now also a landlord. It is not yet clear how
many renters Brooks-Sloate or Pearson Gardens will have when
those two co-ops close. 1In both cases, however, it is likely
that the numbers and percentages will exceed those in Nashville.
The objective of these mixed tenure co-ops is to remarket
apartments to eligible buyers as soon as possible after a rental
unit has been vacated. In the interim, however, the ability of
management to create a sense of community among owners and
renters could go a long way in determining the cooperatives'

initial success.

Since HUD is prohibited by law from providing operating subsidies
to projects that have left the public housing inventory, former
residents who continue as tenants of the co-op receive rental
assistance in the form of Section 8 vouchers. Because there are
no rent regulations associated with the voucher program, it is
common for the co-op to set their rents at the maximum Fair
Market Rent for existing housing in the market area in which the

co-op is located. This assures that the family's out-of-pocket
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rental payment based on a 30 percent rent-income ratio will be no
greater than it was in public housing. 1In fact, the compromise
settlement in the Paterson litigation relating to involuntary
relocation, which is discussed in the Paterson case study,
included a provision that the co-op would not raise the rents of

continuing renters above prevailing FMRs.

Although there is a tendency to emphasize the potential
management problems that are raised by a mixed-tenure co-op,
depending upon how well these projects are managed, the presence
of continuing renters could prove to be a financial boon. This
is because the gross rent payment of a voucher recipient may
substantially exceed the average co-op carrying charge. Thus,
each renter subsidizes the co-op's operations, and, thereby,
reduces homeownership costs or, more likely, contributes to the
co-op's operating and replacement reserves. The latter is the
more likely possibility because once a rental unit turns over,
the new buyer will pay the lower carrying charge. Rental
receipts above the average carrying charge cannot be used to
underwrite the co-op's mortgage loan or otherwise be counted on
to pay for necessary housing services. Since we have not been
able to monitor the operations of mixed tenure co-ops, we cannot
assess whether the presence of renters will prove to be boon or a

bane of public housing conversions.

A Note On Public lLending Programs.

Not all public financing programs are alike. When it comes to

qualifying public housing tenants for loans, it is important to
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distinguish between sales programs in which the housing authority
is the mortgagee and state- or locally-sponsored mortgage revenue
bond programs. In both cases, housing authorities are able to
discount house prices and first mortgage amounts sufficiently to
bring monthly mortgage costs in line with the applicants' current
incomes. Under both types of programs housing authorities are
also free to define a lower percentage of income that home buyers
should devote to their mortgage and other housing payments. For
example, Baltimore, which financed most of its sales through a
state mortgage revenue bond program, elected to establish a first
mortgage at a principal amount and interest rate that would hold
housing expenses to 25 percent of adjusted income. Also, the
housing authority decided to deduct from gross income the
earnings of children and part-time workers in the family in

determining adjusted income.

Similarly, in Washington, DC, which financed its own sales,
affordability was based on a 35 percent housing expense-to-income
ratio, with the former including mortgage payments, property
taxes, insurance, condominium association fees, and estimated
utility costs. In this case, an affordable first mortgage was
defined as that principal amount that can b