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EXECUTIVE SUMMARY

Nearly 1.7 million American families rent apartments in privately owned
and financed properties whose mortgages are insured by the Federal Housing
Administration (FHA) of the U.S. Department of Housing and Urban Development
(HUD). Sixty-four percent of these families live in properties that receive
HUD subsidies to keep rents affordable for lower-income households. About
half of the insured properties are over ten years old.

Individuals in the Administration, Congress, and housing industry have
been concerned that for many of these older properties, the cost of replacing
roofs, heating, cooling, and other critical capital systems might exceed
available resources. This could lead to physical deterioration affecting
habitability or structural soundness, financial default, and high insurance
claims against HUD. In response to these concerns, HUD's Office of Policy
Development and Research undertook a study of the physical and financial
condition of the older portion of the HUD/FHA multifamily rental inventory.1
This older inventory contains 7,266 properties with over 880,000 units. The
study addressed the following questions:

o What are the current and projected repair and replacement costs of
the older insured inventory through the year 2000?

o What proportion of properties is likely to have difficulty paying
these costs from income and replacement reserves?

o What is the nature of properties for which HUD has provided or
obtained special assistance to alleviate physical or financial
problems?

The study is based on two types of information: (1) for the entire older
insured rental stock, computerized administrative records which provided
physical, geographic, and programmatic background; and (2) for a
representative sample of 500 older properties, detailed files, financial
statements, and specially conducted physical inspections. Based upon analysis
of the sample properties, we projected the physical and financial condition of
the entire older inventory, as shown in the following table.

The study's major findings are:

1. There is no evidence that otherwise sound properties are about to be
financially overwhelmed by an increase in capital replacements.

1 For the purposes of this study, the older FHA inventory was defined as
all multifamily rental properties with mortgages insured by HUD prior to
1975 that, in 1985, were either still insured or had had their mortgages
assigned to HUD because of default. This definition excluded properties
that were publicly owned, nonresidential, nonrental, or uninsured (such as
Section 202 elderly or state-financed, uninsured Section 236).



Ex-1: PHYSICAL AND FINANCIAL CONDITION OF THE OLDER INVENTORY*
(Number and percent of properties by category of condition)

Physical Financial Condition: Average Annual Cashflow**
Condition:
5-year Very Weak Weak Breakeven Strong TOTAL
repair . (under (—-$600 (-$120 ($120
needs /yr** -$600) to -120) to 120) or more)
Very High
Needs # 63 76 196 270 605
(Over $900) % 0.9 1.0 2.7 3.7 8.3
High
Needs # 69 56 392 576 1093
($600-900) % 0.9 0.8 5.4 8.0 15.1
Standard
Needs # 100 190 569 1414 2273
($300-600) % 1.4 2.6 7.8 19.5 31.3
Low Needs
(Under ¥ 107 299 760 2129 3295
$300) % 1.5 4.1 10.5 29.2 45.3
TOTAL # 339 622 1916 4389 7266

% 4.7 8.6 26.4 60.4 100.0

* HUD/FHA-insured and HUD-held multifamily rental housing insured before
1975, excluding Sections 608 and 803, HUD-acquired properties, uninsured
Sections 202 and 236, cooperatives, condominiums, and nursing homes.
Based on data collected in 1985 on a representative sample of

properties.

**Financial condition based on average annual residual cash (net before-
tax cashflow) per unit using actual data for 1980 to 1984. Physical
condition based on annual repair and replacement needs per unit, 1986 to
1990, as estimated on-site by professional inspectors. Physical
condition categories based on prior research and historic data on repair
and replacement expenses. All dollar amounts are in 1985 dollars per
unit per year.
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0 Almost 80 percent of the properties (5,600 properties containing over
700,000 units) are in good physical condition and need only moderate
levels of nonroutine repairs and replacements.

Through 1990 these 5,600 properties will need under $600 per unit
annually (constant 1985 dollars) for nonroutine repairs and
replacements. This is well within the normal range based on past
expenditure patterns.

The remaining 1,700 properties (containing 188,000 units) face
annual costs of over $600 per unit for nonroutine repairs and
replacements. Many properties have been making comparable repair
expenditures in the past. Nearly half of the needed expenditures
are for items only tangentially related to physical viability (e.g.,
replace carpeting or repave parking areas). Owners could choose, as
many have in the past, to defer or spread some of these expenditures
over time.

0 Focusing strictly on capital replacements--roofs, heating, cooling, and
other core systems--over the next 15 years there is no projected
increase in yearly capital replacement needs.

Annual estimated replacement needs through the year 2000 generally
remain constant at a level no higher than recent replacement
expenditures. Furthermore, among these ten-year-and-older
properties, the oldest do not show significantly higher needs than
do newer properties. Age is not a good predictor of capital needs,
perhaps because original construction quality, coupled with varying
patterns of maintenance, use, and abuse can greatly extend or reduce
the useful life of building components.

0 Sixty-five percent of the properties (4,700 properties containing over
565,000 units) appear to have adequate resources from annual cashflow
and accumulated replacement reserves to meet capital replacement needs
projected through year 2000. This includes many properties that have
much higher than average needs. The remaining 35 percent of properties
(2,500 properties containing 318,000 units) appear to have inadequate
resources to meet needs; however, many may be able to improve their
cashflow sufficiently to overcome estimated shortfalls. The properties
with resource shortfalls fall into two groups:

Nearly 2,000 properties (containing over 230,000 units) face annual
resource shortfalls of $120 to $600 per unit. This level of needed
cashflow improvement (equivalent to rent increases, occupancy
improvements, and operating efficiencies totaling $10 to $50 a month
per unit) seems feasible for many properties, particularly those
with annual shortfalls below $400.

Nearly 600 properties (containing 83,000 units) face annual

shortfalls of more than $600 per unit, for a combined shortfall of
$98 million per year. This level of cashflow improvement probably
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cannot be met through routine measures. Almost 89 percent of these
properties (497) have a negative cashflow even before dealing with
future physical needs and face generalized financial problems; 41
percent (over 200) have already had their mortgages assigned from
the private lender to HUD. On the positive side, however, almost
half have recently undergone ownership changes (with HUD/FHA
mortgage in place--"Transfer of Physical Assets") and may be in the
process of making the major management and physical improvements
needed; and over half receive Section 8 1oan management assistance

and may be in a position to increase rents without overwhelming low-
income tenants.

In summary, it appears that a majority of properties will be able to
meet physical needs; a minority may be able to meet needs with
management improvements and HUD participation in approving increases in
rents and reserve escrow contributions (both of which could increase
Federal costs in properties receiving rental assistance through Section
8); and a smaller minority is unlikely to meet needs without
extraordinary changes such as new ownership coupled with funding
infusions from new owners.

2. Physically or financially weak properties do not cluster into neatly
defined groups with such general characteristics as age, mortgage program,
subsidy program, building type (e.g., high rise), size, owner's profit status,
or location. More complex factors such as management quality, owner behavior,
local market conditions, or original construction quality apparently overwhelm
the more modest effects of the general characteristics measured in this study.
This study did not identify any general characteristics that would aid the

Federal government in channeling its management and financial resources to
remedy problems.

0 Statistical tests revealed 1ittle systematic relation between a
property's repair and replacement needs and characteristics. Even
age has very little relation to physical needs.

0 Similarly, statistical tests revealed only weak relations between
cashflow and property characteristics. Surprisingly, the oldest
of these 10-year and older properties tend to have better cashflow than
relatively newer ones, even after accounting for other differences such
as HUD mortgage and subsidy programs. Overall, however, property
characteristics are poor predictors of financial status.

3. A large portion of older properties have received special 1oan management
assistance through the Section 8 Loan Management Set Aside Program (LMSA),
the Flexible Subsidy Program, or a Transfer of Physical Assets where HUD
required the owner to make financial contributions. These programs are
generally intended to assist financially or physically troubled properties.

0 LMSA provides rental assistance to low-income tenants. Over a third of
the units in the older inventory are assisted by LMSA (284,000 units).
The properties with LMSA do not differ significantly in financial
condition from their counterparts that are not so assisted; they do,
however, have a higher projected need for nonroutine repairs and
replacements for the period 1986-2000. This study was not designed to
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assess program impact. Therefore, it is not possible to estimate the
degree to which conditions may have improved because of rental
assistance.

0 The Flexible Subsidy program, designed to help troubled properties,
provides grants or loans for physical and other improvements, and may
require a matching contribution from owners. About 8 percent of the
older inventory (nearly 600 properties) have received Flexible Subsidy,
with an average grant of $2,600 per unit coupled with an average owner
contribution of $400. Properties with Flexible Subsidy did not differ
from others in physical condition, but on average, had lower cashflow
and higher reserve fund balances. This could indicate that while their
financial condition remains weak, these properties have been brought up
to average physical condition. Because of the small sample size, this
finding is tentative.

0 Transfers of Physical Assets (TPAs) are ownership changes with the FHA
mortgage in place. Under pre-1985 tax codes, TPAs could confer
substantial tax benefits to new owners. HUD can make its approval of a
TPA conditional on owners' contributing funds to the property. Twenty-
eight percent of the older inventory (over 2,000 properties) have
undergone TPAs since 1979 and over half included owner contributions to
the property. Because of changing Federal tax laws, most TPAs occurred
after 1982 and before 1985; therefore, it is too soon to assess their
effects using our 1984 and 1985 data. Properties receiving owner
contributions did not differ significantly from their counterparts in
physical condition. It is clear from annual cashflow records (1980 to
1984), however, that a large percentage of them had a history of highly
negative cashflows or mortgage default; therefore, they appear to have
been appropriate recipients of this tax-expenditure-derived assistance.

4. A large portion of owners have apparently invested in multifamily housing
for financial benefits other than current income.

0 About 40 percent of properties have low or negative average cashflow.
Many owners, therefore, seem to have relied on financial returns other
than current income (such as tax benefits or property value
appreciation) to achieve net positive returns on their investments.
Recent changes in Federal tax laws reduced key tax benefits for many
owners and, therefore, the investment value of properties that are not
good income producers.

5. The conclusion that most of the older insured stock is not facing a
capital needs crisis is based on the assumption that past patterns of income,
owner investment, and management will continue. In fact, these patterns may
change in response to significant changes in the environment in which
properties operate--reductions in Federal tax incentives, lowering of
inflation and fuel costs, and major increases in 1iability insurance rates.
This study was not designed to examine the effects of these factors. The net
impact of these changes on properties will depend on the specifics of each
project's ownership and local housing market.
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I. INTRODUCTION

This report presents the findings of research conducted on multifamily
rental housing with mortgages insured by the Federal Housing Administration
(FHA) of the Department of Housing and Urban Development (HUD). The study was
‘conducted in 1985 and 1986 by the HUD Office of Policy Development and
Research. It examines the physical and financial condition of the older FHA-
insured stock, which has been defined as residential rental properties with
mortgages that were originally insured before 1975, and that were still
insured or HUD-held at the close of 1984.

At the end of 1984 the FHA-insured multifamily rental housing stock
comprised about 13 percent of the nation's total multifamily rental housing.
This consisted of nearly 1.7 million housing units in nearly 15,000
properties. Approximately 1.1 million of these units were in properties
receiving HUD subsidies that reduced rents for low- and moderate-income
households, nearly as many units as in the entire Public Housing program.

The FHA-insured mortgages in force in 1984 had an original value at the
time of mortgage endorsement of $33.8 billion. Most of this mortgage
principal was still outstanding because the mortgages had 40 year terms and
only a small portion of the principal had been repaid. Half of the insured
stock was 10 years or older in 1984. This older inventory is the focus of
this report.

A. FOCUS OF STUDY

This study focused on the older stock because of concerns by individuals
in the Administration, Congress, and housing industry that as a result of
advancing age, the stock might face rapid increases in capital repair and
replacement costs for critical components such as roofs, heating and cooling
systems, elevators, etc. It was feared that these increased costs could lead
to a wave of mortgage defaults, serious losses to the FHA insurance fund, and
possible loss of vital rental housing for low- and moderate-income families.

In response to these concerns, the HUD Office of Policy Development and
Research designed and undertook this study to answer the following questions
about the older inventory:

o What are its current condition and projected repair and replacement
costs through 1990 and 2000?

o What proportion of the stock is likely to have difficulty paying these
costs from income and replacement reserves?



o What is the nature of properties for which HUD has provided or obtained
special assistance to alleviate physical or financial problems?

The study also sought to identify any particular property characteristics that
were associated with either high replacement needs or weak financial
capacity.

This study is a preliminary analysis of the insured multifamily
inventory. Given limitations of data and resources, the study did not address
a number of important topics, including: (1) the level and quality of
property management, (2) the influence of housing and real estate market
conditions on owners' actions, and (3) the impact of recent tax changes on
owners and investors. These will be topics of future investigations.

B.  METHODOLOGY

The study was conducted in two stages. The first was an extensive
analysis of the characteristics of the entire inventory of FHA-insured rental
housing using data from HUD's Multifamily Insured and Direct Loan Information
System (MIDLIS). MIDLIS data are entered and updated by the local HUD offices
responsible for monitoring mortgages; MIDLIS contains a wide range of
information spanning the period from initial property development through
current loan monitoring, and includes characteristics of buildings, owners,
and managers, HUD insurance and subsidy programs used, and status of the
mortgage and insurance.

The second stage was an intensive assessment of the physical and
financial condition of a representative sample of 477 older insured
properties. For each sample property, a professional housing inspector
(having architectural /engineering training), under the supervision of HUD
Field Offices, was commissioned to assess the current property condition and
estimate future capital repair and replacement needs for all major items such
as roofs, heating, ventilation and cooling systems, elevators, appliances,
etc. Research staff estimated the financial condition of each property based
on annual statements of income and expenses submitted by owners (compiled in
HUD's Office of Loan Management System "OLMS" computer data base) and from
data provided by HUD loan servicers (on reserve for replacements accounts,
receipt of unit-based Section 8 or Rent Supplements, receipt of HUD Flexible
Subsidy, and changes of ownership "Transfers of Physical Assets").

All data processing and analysis was done by staff of the Office of
Policy Development and Research using HUD computer facilities. This included
computer entry, cleaning, and manipulating massive amounts of data on the
sample of older properties. Research staff made field visits to selected
properties in the Mid-Atlantic region and have had limited, but detailed
discussions with owners, managers, and HUD field staff. Constrained budgets
prevented research staff from visiting properties in other regions.



C. ORGANIZATION OF REPORT

This report contains seven chapters and several appendices. Except for
the beginning of Chapter II, the report focuses exclusively on the older
insured rental inventory--properties insured before 1975. This includes all
multifamily rental properties with insurance still in force and those with
HUD-held mortgages (mortgages assigned to HUD by the original lenders). It
excludes properties with uninsured mortgages (uninsured state-financed
properties receiving HUD subsidies); properties with direct loans (Section 202
properties for elderly); nonresidential properties (hospitals, nursing homes,
offices); properties owned by public bodies, cooperatives, or condominiums;
properties insured under old programs for military personnel and veterans (for
which HUD has little remaining responsibility or information); and the small
number of properties for which HUD has become the owner due to mortgage
default (HUD-acquired properties). (See Chapter II for more explanation.)

Chapter II provides an overview of the FHA mortgage insurance and subsidy
programs for multifamily housing, describes the total inventory (both new and
old), and presents in detail the characteristics of the older inventory. It
also presents the study's sampling and data collection methodology.

Chapter III reports on the physical repair and replacement needs of older
insured (and HUD-held mortgage) properties. It describes the physical
inspections used to collect data, presents the projected 5- and 15-year repair
and replacement needs of the older inventory, examines the types of building
components making up those needs, and measures needs against available
standards. The chapter also tests for systematic relationships between
properties' needs and their physical or programmatic characteristics.

Chapter IV reports on the financial status of the sample properties.
This chapter roughly parallels the chapter on physical needs, providing
projections of financial resources for future repairs and replacements. These
resources are based on income and expenditure records from 1980 to 1984 and on
reserve for replacement balances as of mid-1985. The chapter also tests for
systematic relationships between properties' financial resources and their
physical and programmatic characteristics.

Chapter V presents the results of comparing estimates of physical needs
and financial resources to assess whether individual properties are likely to
have resource surpluses or deficits over the next 5 and 15-years. The
variation in per unit surpluses or deficits is evaluated against property
characteristics in an attempt to identify systematic patterns which could be
used in policy or program decisions.

Chapter VI reports on the special programs that have been used by HUD to
help problem properties meet physical and financial needs. The chapter
presents the characteristics and conditions of properties that have received



assistance through the Section 8 ILoan Management Set Aside program, Flexible
Subsidy program, or owner contributions in conjunction with a transfer of
physical assets (TPA).

Chapter VII summarizes the study's major findings and indicates
directions for future HUD research on multifamily housing with FHA-insured
mortgages.

The appendices include Appendix Al on the study sample; A2 on data
collection forms and procedures; A3 on physical inspection data; A4 on OLMS
data and financial condition indicators; and A5, a brief presentation of
properties whose Section 8 contracts or mortgage prepayment restrictions will
expire within the next fifteen years.



II. PROFILE OF THE HUD/FHA-INSURED INVENTORY

This chapter describes the insurance and subsidy programs under which the
HUD/FHA multifamily inventory has been developed and operated. Several of
them were ultimately discontinued because they were found to be costly or
inefficient. It presents characteristics of the FHA-insured rental inventory
of all ages before narrowing down to the FHA older inventory, the topic of the
rest of the report. The chapter concludes by describing the study sample,
which is the basis for the assessments in the remainder of this report.

A. OVERVIEW OF HUD MORTGAGE INSURANCE AND ASSISTANCE PROGRAMS

HUD administers several different programs to promote financing and
affordability of privately owned multifamily rental housing. Through its
mortgage insurance programs, HUD assumes the risk of losses due to borrower
default in order to encourage private lenders to provide mortgage loans on
privately-owned properties. In conjunction with the "straight insurance"
programs, HUD has various subsidy programs that reduce costs or supplement
tenants' rental payments to make rental housing more affordable for low- and
moderate-income households. Regulations relating to these programs give HUD
power to influence management, rental rates, occupancy, debt service, and
ownership of multifamily properties.

1. Insurance

FHA mortgage insurance programs have provided improved loan terms,
extended insurance to higher risk markets, and in some instances, offered
subsidies to make housing more affordable. Insurance for multifamily
mortgages is authorized under a number of sections of the National Housing
Act. The Section 207 was enacted in 1934 to insure market rate mortgages with
long terms and high loan to value ratios. The maximum interest rates
permitted on insured mortgages were set by FHA at or slightly below market
rates (with private lenders usually charging "points" to make yields
equivalent to the market rates). 1In 1954, Section 220 was enacted to provide
mortgage insurance for loans on properties located in Federally approved Urban
Renewal areas. In the same year, Section 221(d)(3) was enacted to insure
mortgages on rental properties designed for low- and moderate-income, and
displaced families. This was followed in 1959 with Section 221(d)(4), another
market rate program, and Section 231 mortgage insurance for housing for the
elderly. In 1961 Section 22(d)(3) was amended to include interest rate
subsidies to reduce rents for lower-income households--the Below Market
Interest Rate (BMIR) program. In 1968 Section 236 (which replaced the
221(d)(3) BMIR program) broadened insurance coverage combined with interest
subsidy assistance. In 1974, Section 223(f) was passed to facilitate



purchasing and refinancing existing multifamily properties. In the same year,
Section 244 authorized the Multifamily Housing Co-insurance program that
requires lenders to assume responsibility for a portion of an insurance loss
in return for a share of the insurance premiums.

2. Subsidy Assistance

There are three types of subsidies provided by HUD/FHA: a) mortgage
interest subsidies, in which HUD pays part of the interest on a mortgage,
thereby lowering monthly costs and required rentals, b) rental assistance, in
which HUD pays part of the rent for low-income tenants, and c) a supplemental
grant or loan with below-market terms. 1In this report, properties receiving
any of these subsidies are called "assisted" properties.

a.

Mortgage interest subsidies under the Section 221(d)(3)BMIR and 236
programs reduce effective interest rates to 3% and 1%, respectively.
These are often called "shallow" subsidies because reduced debt
service, by itself, usually lowers rents only to levels affordable
by households of moderate income. Neither program is available for
new loans--the BMIR program was replaced in the late 1960s by 236
which itself was discontinued in the middle 1970s. From 1975
through 1983 HUD also promoted lower interest rates, primarily for
housing low-income families, through its Government National
Mortgage Association (GNMA) Tandem Program. Through GNMA Tandem,
HUD purchased from private lenders, multifamily mortgages carrying
below-market interest rates. It resold them at a discount,
absorbing the loss as subsidy.

Rental assistance pays the difference between a unit's rent and the
amount a tenant can afford to pay. Rental assistance has been
provided through three programs. The Rent Supplement Program,
enacted in 1965, was used with properties insured under

Sections 236, 221(d)(3), and 231 Elderly. Rent Supplement
contracts, which usually ran for the full term of the mortgage

(40 years maximum), paid the owner the difference between the
tenant's rent payment (originally a minimum of 25 percent of income)
and the amount required to meet debt service and operating costs.
The second program, Rental Assistance Payments (deep subsidy or
RAP), was enacted in 1968 for Section 236 properties. It was
similar in operation to Rent Supplements and has been used primarily
for state-financed properties that receive 236 subsidies (but whose
mortgages may not be insured). No new contracts are available for
either Rent Supplement or RAP. In 1974 Congress authorized the
Section 8 Certificates program that provided subsidies to households
rather than properties by paying the difference between a fair
market rent and a portion (originally 25 percent) of a tenant's
income; tenants could choose any housing which met HUD's quality and
rent standards. In 1975, Section 8 was amended to provide subsidies



to properties, this time for new construction or substantial
rehabilitation (used largely with Section 221(d)(4) mortgages). In
1976, Section 8 was amended again to establish the Loan Management
Set Aside (LMSA) program, which was used to replace most Rent
Supplement contracts, to aid HUD-insured properties in financial
distress, and to facilitate disposing of properties whose title HUD
had acquired because owners had defaulted.

In 1981 the Section 8 New Construction and the Substantial
Rehabilitation Programs were discontinued for additional properties
and Section 8 tenants' contribution toward rent was increased from
25 to 30 percent. In 1983, Section 8 was further amended to
authorize housing vouchers, which was deemed a more efficient
subsidy. Vouchers, which are similar to Section 8 certificates,
provide tenants with more choices as to where they can live and how
much of their income they can devote to paying rent.

A small number of grants or direct loans have been provided under
the Flexible Subsidy program to troubled properties insured under
Sections 236 and 221(d)(3). This program, enacted in 1978, provided
funds for physical improvements, payments of debts, or funding the
reserve for replacement.

over 70 percent of the older HUD/FHA-insured inventory receives some type of
assistance.

3. HUD Powers to Maintain Property Viability

HUD has means, other than subsidies, to keep its inventory of insured
loans viable. Under the terms of the mortgage insurance and under assistance
agreements it has the following powers:

o

to approve Transfers of Physical Assets (i.e., a sale, usually
involving resyndication, with the original mortgage in place). HUD
has used this power to require owners to make repairs or other
investments in their properties as a condition of approval of the
sale. The sale of a property allows the new owner to begin a new
schedule of depreciation, which until recently, provided major tax
benefits.

to approve rent increases for certain categories of mortgages, which
could, in turn, require increases in HUD rental assistance (i.e.,
Section 8 Loan Management Set-Aside, Rent Supplement, or Rental
Assistance Payments);

to approve draws from the reserve for replacement and the monthly
contributions to the reserve;



e} to approve modifications of in-force mortgages and workouts of HUD-
held mortgages, which change the owner/borrower's payments or terms
(such changes sometimes amount to a hidden subsidy); and

o to approve property managers and continually monitor management
practices and the physical and financial condition of all
properties.

The evolution of the insurance and assistance programs from the Section
207 market rate program in 1934 to the current complex of insurance and
subsidies, extended housing opportunities to close to two million households,
including many with lower incomes and others living in areas where decent
housing was not available. This evolution, however, also increased HUD's
difficulty and risks in managing its portfolio of mortgages.

B. DEFINITION OF INVENTORY

The universe of properties for this study was the inventory of
multifamily properties that (1) had mortgages insured prior to 1975 under
Sections 207, 220, 221(d)(3) Market Rate or BMIR, 221(d)(4), 223(f), 231 or
236 of the National Housing Act, (2) with either insurance still in force or
HUD holding the note (HUD-held mortgages), and (3) were in residential rental
use under private ownership. Military and veterans housing (Sections 608 and
803) were excluded both because HUD has little loan management responsibility
for them and because financial and physical information was generally
unavailable. HUD-acquired properties, those for which HUD has acquired title
following default, were excluded because of their temporary status in the
inventory prior to resale. Also excluded from this study were non-insured,
nonresidential, publically-owned, and single family properties such as:

o Properties financed under the Section 202 direct loan program for
elderly and handicapped.

o Cooperatives, condominiums, nursing homes and hospitals.

o State financed properties having Section 236 subsidies but no
mortgage insurance.

o Public Housing and insured properties having a public body as
owner.

C.  CHARACTERISTICS OF THE TOTAL INSURED INVENTORY

This section presents data on the entire inventory regardless of age for
comparison with the pre-1975 inventory defined above. The data on the full
inventory were obtained from the Multifamily Insured and Direct Ioan
Information System (MIDLIS), a HUD data system that includes all insured (and



formerly insured) properties. Table II-1 provides data on the general
characteristics of the total inventory (as of December, 1984). Table II-2
breaks down the total inventory by Section of the Act (insurance program),
mortgage insurance status (insurance in force or HUD-held mortgage), and
assistance status (assisted or not).

The inventory, as defined above, contained 1.7 million insured
multifamily rental units in nearly 14.5 thousand properties. This comprised
13 percent of this nation's total multifamily rental housing. Nearly 72
percent of the properties, containing over 1 million units, received financial
assistance to make them affordable to lower income households. Properties
were evenly split between those insured before or after January 1, 1975.1
The total original principal amount of the insured mortgages was
$36.6 billion.

The inventory consisted predominantly of garden apartments and rowhouses;
only 25 percent were high rise buildings (5 or more floors). On average, a
property contained 116 units. Just over half of all properties were in
central cities, 29 percent in suburbs, and 20 percent in normetropolitan
areas. The types of property ownership were: not-for-profit (14%), limited-
dividend profit-motivated (34%) and unrestricted profit-motivated (52%).2

Most properties (92 percent of the inventory) had insurance in force.
The remaining 8 percent had HUD-held mortgages, meaning that their owners had
defaulted on payments, lenders had assigned the mortgages to HUD, and HUD had
paid mortgage insurance claims. These HUD-held, or assigned mortgages,
entailed approximately $2.8 billion of original value loans covering 159
thousand housing units.3

1 Nearly all properties were insured as new construction rather than as
existing or rehabilitated properties, so the age of a property and its
mortgage are usually about the same.

2 Limited dividend owners are profit-motivated owners who are eligible to
make annual distributions from positive cashflow, usually for amounts up to
6 percent of original equity.

3 when owners of properties continue to fail to make mortgage payments,
HUD may take title to the properties and become the owner until the
properties are resold to new private owners. As previously noted, such HUD-
acquired properties were excluded from this study.
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IT-1: CHARACTERISTICS OF THE HUD/FHA—INSURED INVENTORY*
(Properties of all ages as of 1984)

Property Characteristics No of Properties Percent
Age of Mortgage in 1984

0-9 years 7,173 50

10-14 5,304 37

15-20 1,315 9

20+ 647 4
Building Type

High Rise (5+ floors) 3,668 25

Not High Rise 10,771 75
Location

Central City 7,336 51

Suburb 4,201 29

Normetropolitan 2,902 20
Sponsor Type

Nonprofit 2,022 14

Limited Dividend 4,863 34

Unrestricted 7,554 52
TOTAL ALL PROPERTIES 14,439 100

* HUD/FHA-insured and HUD-held multifamily rental housing excluding
Sections 608 and 803, HUD-acquired properties, uninsured Sections 202
and 236, cooperatives, condominiums, and nursing homes. Figures
derived from HUD administrative records (MIDLIS) for December, 1984.
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II-2: HUD/FHA-INSURED INVENTORY BY SECTION OF THE ACT, MORTGAGE
STATUS, AND ASSISTANCE STATUS*
(Properties of all ages as of 1984)

Units Orig Mtg Value
(in 1000s) Properties (billions $)
No. % No. % No. %
Section of the Act
207 154 9 960 7 2.4 7
220 61 4 343 2 2.1 6
221(d)(3) Mkt Rate 140 8 1,650 11 2.7 7
221(d)(3) BMIR 121 7 839 6 1.9 5
221(d) (4) 667 40 6,292 44 18.4 50
223(f) 78 5 360 2 1.2 3
231 47 3 381 3 .9 3
236 410 24 3,614 25 7.0 19
Mortgage Status
Insur in Force 1,519 91 13,274 92 33.8 92
HUD Held 159 9 1,165 8 2.8 8
Assistance Status
Assisted 1,070 64 10,335 72 24.5 67
Unassisted 608 36 4,104 28 12.1 33
TOTAL 1,678 100 14,439 100 36.6 100

* HUD/FHA-insured and HUD-held multifamily rental housing excluding
Sections 608 and 803, HUD-acquired properties, uninsured Sections 202
and 236, cooperatives, condominiums, and nursing homes.
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D. CHARACTERISTICS OF THE OLDER INSURED INVENTORY
(MORTGAGES INSURED PRIOR TO 1975)

This section describes the characteristics of properties that received
mortgage insurance prior to 1975. This older stock was the focus of this
study because of concerns that increasing age could lead to increasing repairs
and replacement costs, jeopardizing the financial and physical viability of
many properties. Tables II-3 and II-4 describe this older inventory of
insured and HUD-held mortgage properties.

The older inventory consisted of 845 thousand units in 7,266 properties,
approximately one-half of the total insured inventory. The original mortgage
value was $13.1 billion, 36 percent of that of the total inventory. The
average size of property was the same as for the total inventory, 116 units.
While we use the termm older stock, in fact, as of 1984, 73 percent of these
properties were just 10 to 14 years old and only 9 percent were over 20. More
older properties were low rise developments (buildings of four or less floors)
than in the total inventory (82% versus 75%). The older inventory was located
proportionately more in metropolitan areas than was the total inventory.

There were major differences from the total inventory with regard to the
type of property owner and various financing characteristics. These reflected
differences in the assistance programs that predominated in the pre- and post-
1975 periods. The older stock had more nonprofit owners (22 versus 14
percent) more limited dividend owners (51 versus 34 percent), and fewer
unrestricted non-profit owners (27 versus 52 percent).

The distribution of properties by Section of the Act was also different
from the total inventory, again reflecting the programmatic shifts. The older
inventory had proportionately more 236s (44%) and 221(d)(3) Market Rates and
BMIRs (25%), but fewer 221(d)(4)s (16%). The older assisted inventory was
built using Sections 236, 221(d)(3)BMIR, or 221(d)(3)Market Rate mortgages
coupled with Rent Supplements. After 1975, assisted housing was generally
built using 221(d)(4) coupled with Section 8 New Construction or Substantial
Rehabilitation rental assistance, and often with GNMA Tandem to lower mortgage
interest rates.

The mortgage status of the older properties was somewhat worse than that
of the total inventory. Fourteen percent of older properties had HUD-held
mortgages, compared to only 8 percent of properties of all ages. Ninety
percent of all HUD-held mortgages were older properties.

The proportion of older properties that received assistance was the same
as that for the total inventory (72%). Older assisted properties housed 570
thousand households. Fifty-five percent of older properties received interest
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II-3: CHARACTERISTICS OF THE OLDER HUD/FHA-INSURED INVENTORY*

Property Characteristics No of Properties Percent
Age of Mortgage in 1984

10-14 5,304 73

15-20 1,315 18

20+ 647 9
Building Type

High Rise (5+ floors) 1,283 18

Not High Rise 5,983 82
Location

Central City 3,870 53

Suburb 2,225 31

Nommetropolitan 1,171 16
Sponsor Type

Nonprofit 1,604 22

Limited Dividend 3,715 51

Unrestricted 1,947 27
TOTAL ALL OLDER PROPERTIES 7,266 100

* HUD/FHA-insured and HUD-held multifamily rental housing insured
before 1975, excluding Sections 608 and 803, HUD-acquired properties,
uninsured Sections 202 and 236, cooperatives, condominiums, and
nursing homes. Data on age and sponsor type were derived from HUD
administrative records (MIDLIS) on the entire older inventory. Data
on building type and location were projected from the PD&R study
sanmple.
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I11-4: OLDER HUD/FHA-INSURED INVENTORY BY SECTION OF THE ACT, MORTGAGE
STATUS, AND ASSISTANCE STATUS*

Units Orig Mtg Value
(thousands) Properties (billions $)
No. % No. % No. %
Section of the Act
207 89 11 635 9 1.4 11
220 35 4 198 3 .6 4
221(d)(3) Mkt Rate 94 11 1,172 16 1.2 9
221(d)(3) BMIR 120 14 835 11 1.9 14
221(d) (4) 133 16 1,094 15 2.0 15
223(f) 1 - 4 - -.- -
231 23 3 164 2 .3 3
236 350 41 3,164 44 5.7 44
Mortgage Status
Insur in Force 701 83 6,209 86 10.7 82
HUD Held 144 17 1,057 14 2.4 18
Assistance Status
Assisted 569 67 5,205 72 8.8 67
Unassisted 276 33 2,061 28 4.3 33
TOTAL 845 100 7266 100 13.1 100

*  HUD/FHA-insured and HUD-held multifamily rental housing insured
before 1975, excluding Sections 608 and 803, HUD-acquired properties,
uninsured Sections 202 and 236, cooperatives, condominiums, and nursing
homes. Based on data collected in 1985 on a representative sample of
properties.
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subsidies, and, coincidentally, 55 percent received rental assistance (Section
8 LMSA or Rent Supplement/RAP). Thirty eight percent of properties received
both interest and rental subsidies. Eight percent of properties received
Flexible Subsidy. The sources of assistance for the older stock are listed in
Table II-5.

E. THE STUDY SAMPLE

To examine the physical and financial condition of older properties, a
representative sample of 552 properties was drawn from the inventory of
properties that were insured before 1975. Four hundred and forty-one
properties were drawn randomly from the assisted inventory and 111 from the
unassisted. Assisted properties were oversampled relative to unassisted
because of greater general concern about the future viability of non-market
rental stock serving lower-income households. Comparison of the sample with
the universe in terms of property characteristics (age, size, subsidy
programs, building types, etc.) indicates that the sample accurately reflected
the inventory. The random sample of 552 dropped to 477 properties after
eliminating properties that had left the insured/held inventory (because HUD
had taken title and resold them) or for which complete inspection and
financial data were not available.4 The final sample size was sufficient
that aggregate data on physical costs would be statistically reliable within
5-10 percent.5 Appendix Al provides a comparison of the total inventory and
sample and gives the number of sampled properties studied by HUD field office
location.

For all properties in the sample, basic characteristics were initially
obtained from the Department's MIDLIS data base. Subsequently (during July to
September, 1985), for each property, field offices verified basic data and
provided three other types of data:

1. Physical condition--estimated cost of needed nonroutine repairs and
replacements projected to the year 1990 and estimated remaining life
and replacement cost of critical capital systems through year 2,000,
based on site inspections by professional inspectors.

2. Financial information--primarily from the Department's computerized
compilation of annual property income and expense statements for the
years 1980 through 1984 (the OLMS system). These data are based on
annual reports submitted to Field Offices by independent public

4 The properties that were eliminated did not differ significantly from
the original 552 properties in major characteristics.

5 This means that average or total costs projected to the entire
inventory of 7,266 properties should have no more than 5 to 10 percent error
due to sampling. For smaller groups, sampling error is higher.
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I1-5: SOURCES OF ASSISTANCE FOR THE OLDER STOCK*

TYPE OF ASSISTANCE PERCENT OF PROPERTIES
Interest Subsidy

Section 236 45

Section 221(d)(3)BMIR 9

Rental Assistance
Section 8 Loan Management

Set-Aside (LMSA) 52
Rent Supplement or
Rental Assistance Payments (RAP)** 3
Combined Interest Subsidy
and Rental Assistance 37
Flexible Subsidy 8

Transfer of Physical Assets (TPA)
With Owner Contributions 15

* HUD/FHA-insured and HUD-held multifamily rental housing insured before
1975, excluding Sections 608 and 803, HUD-acquired properties, uninsured
Sections 202 and 236, cooperatives, condominiums, and nursing homes. Based on
data collected in 1985 on a representative sample of properties.

**  Most remaining RAP contracts are for uninsured state-financed properties,
which have been excluded from this study.
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accountants. Field offices were instructed to update OLMS for the
sample and correct any obvious errors or inconsistencies. They also
provided current data on the reserve for replacement.

3. Supplemental assistance and ownership changes: Section 8 Loan
Management Set Aside (LMSA), Rent Supplement/RAP, Flexible Subsidy,
and Transfer of Physical Assets (resyndication).

The field office responses revealed that many MIDLIS variables were
missing, entered incorrectly, or not current. While such inaccuracies were
expected, since MIDLIS is rarely used by field offices in their regular work,
future analysts must exercise caution in relying on this data base,
particularly for those property characteristics that may change over time.
Appendix A2 contains the data collection forms and instructions used in this

study.
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III. PHYSICAL CONDITION OF THE OLDER HUD/FHA STOCK:
PROJECTED FUTURE NEEDS FOR MAJOR REPAIRS AND REPLACEMENTS

This chapter presents findings on the physical condition of the older
HUD/FHA-insured multifamily rental inventory, as defined in the previous
chapter. It is based on the study's representative sample of properties. The
chapter describes the inspection methodology, presents projected 5- and 15-
year nonroutine repair and replacement needs, and explores possible
relationships between these needs and property characteristics.

A. PHYSICAL INSPECTION OF SAMPLE PROPERTIES

To determine the current condition and physical needs of the older
inventory, professional housing inspectors were hired, under the supervision
of HUD field offices, to inspect the national sample. These inspectors, who
have architectural /engineering backgrounds, are available to Field Offices on
a consulting basis to provide program-related physical inspections. For each
property, inspectors assessed current physical condition, estimated remaining
life of various building components, and estimated costs for making needed
extraordinary repairs and for replacing items at the end of their useful
lives. These inspections were conducted between July and September of 1985.

Inspectors surveyed all sample properties including all buildings, all
central utility rooms, common areas, and, on average, 12 percent of the
dwelling units. They recorded detailed item-by-item assessments on a report
form specifically designed for this study. A reduced scale copy of the
inspection form is provided in Table III-1. The first portion of the form
required comprehensive evaluation of the cost of making necessary nonroutine
repairs and capital replacements within 5-years (by 1990).6 This provided
the basis for our findings on the current physical condition of the inventory
and short term (5-year) needs. The second portion of the form required
inspectors to estimate through the year 2000 the average remaining life and
replacement costs (in 1985 dollars) of major property components. This
provided the basis for our findings on the longer term (15-year) capital
replacement needs of the properties.

Significant efforts were made, within the funding limitations of the
study, to assure both the reliability and validity of the inspection data.
The inspection form was modeled after a HUD form (HUD 9822) with which most
inspectors were already familiar, and was field tested for clarity and

6 Nonroutine repairs and replacements were defined as needed repairs or
replacements, above and beyond normal maintenance cycles. The inspectors
were requested to use their professional judgments in making that
determination. Copies of the inspection instructions are included in
Appendix A2.
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understandability.7 Field offices were instructed to hire inspectors
experienced in multifamily inspections and cost estimation, using funds from
the Office of Housing. Central office personnel were available by telephone
to provide any needed clarification.

Central office personnel manually reviewed each completed inspection
report for missing and/or questionable information and made corrections based
upon inspectors' field notes and telephone conversations with field office
personnel or inspectors. In several cases, the forms were resubmited to field
offices for correction. Data from completed forms were entered into a
computer data base and subjected to tests for internal consistency and extreme
values. Most apparent errors have been eliminated from the data.

The inspection data provide aggregate cost estimates that appear
reasonable and consistent. Furthermore, when research staff conducted follow-
up site visits and discussions with local property managers at ten sample
properties, they found the general magnitude and composition of inspectors'
estimates to be accurate. Nevertheless, given the approximate nature of any
inspection and cost estimation, readers should be cautious in interpreting
findings that relate to smaller subsets of the sample.8

All figures in this chapter have been expanded from the sample to
represent the entire inventory of older (pre-1975) properties. Unless
otherwise noted, all costs have been calculated and reported in constant 1985
dollars.

B. PROJECTED 5-YEAR REPATR AND REPLACEMENT COSTS

This section presents estimates of the nonroutine repair costs and
capital replacement costs for the HUD/FHA-insured older inventory, projected
over the next 5-years (1986 to 1990). These estimates represent a measure of
the current physical condition of the inventory and largely reflect past

7 HUD Form 9822, "Report of Physical Condition and Estimate of Repair
Costs", is prepared periodically on all HUD-insured properties as part of
HUD's housing management reponsibilities and is described in Handbook
4350.1, Chapter 6, and Handbook HM7460.1, supp.l, Chapter 8.

8 Prior studies have found that even experienced inspectors vary
considerably in their estimates of needs and cost for the same property.
Furthermore, any cost estimate may diverge from actual costs: Actual repair
and replacement costs are often higher than original estimates because of
hidden problems that are not revealed until work is underway. The cost
estimates generated in this study are sufficiently reliable for assigning
properties to categories of need (very high, high, etc.). They are less
accurate as cost estimates per se, particularly for small groups or
individual properties. See Appendix A3 for additional description of data
gathering, cleaning, and correcting.
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maintenance and management. At the same time, they also represent future
short-term needs and can be used in parallel with financial information to
estimate potential problems in maintaining the stock.

Nonroutine repairs encompass two general categories: Repairs that would
not normally be expected or provided for in periodic maintenance; and
accumulated back maintenance and repairs that, through neglect and lack of
reqular attention, have been elevated into nonroutine. For example, in most
properties, repainting interiors is a periodic routine function carried out,
perhaps, every three years or upon unit turnover; such costs have been
excluded from our estimates. However, for a property in which all units need
repainting and/or extensive wall repair, the inspector would have judged this
work to be nonroutine and have included associated costs in needs estimates.

1. Standards of Need

There is no commonly accepted benchmark against which to evaluate
estimated repair and replacement costs or to make comparative judgments about
properties. Therefore, it was necessary to formulate a reasonable standard.
We developed normative ranges against which to evaluate findings of this study
by examining (1) the findings of a study that was conducted for HUD by Urban
Systems Research & Engineering (USR&E) in 1983, and (2) past expenditure
patterns of the properties included in the study sample.9

The USR&E study is the only recent study that attempted to assess
replacement needs of the HUD multifamily inventory. It examined past
expenditure patterns of multifamily properties that were judged by HUD field
staff to be well-maintained. It did not attempt to be representative of the
entire HUD inventory. It differed from the current study in that it addressed
a more limited set of capital items and was forced to rely on indirect data
rather than on-site inspection of properties (computerized information from
HUD's MIDLIS system, HUD standardized reports, and a brief mailed survey
completed by HUD field offices). Given its focus on better properties and its
narrower list of capital items, the USR&E study probably represents minimum

9 Capital Replacement Expenditures in FHA Multifamily Housing
Projects. Urban Systems Research & Engineering, Inc., HUD Office of Policy
Development and Research, Washington, D.C., 1983. The USR&E study is the
only documented study of actual capital replacement expenditures which
research staff were able to obtain. We reviewed available literature and
made inquires to the National Apartment Association, National Building
Owners-Managers Association, and the Institute of Real Estate Management to
obtain benchmarks or studies of actual expenditure patterns on repairs and
capital replacements. Neither the literature review nor the inquiries
revealed any standards which could be used for comparative purposes.
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capital replacement amounts necessary to maintain the physical viability of
properties. It does, however, provide a point of comparison for evaluating
results of the on-site inspections of the current study.

The USR&E study reported that its select group of well-maintained
properties had a mean annual expenditure of $175 per unit for capital
replacements, and a median of $80. Over 90 percent of the properties spent
under $300 annually per unit. It seems reasonable to suggest that in the
present study, which examines the entire inventory, properties with projected
needs below $300 may be considered to be in above average physical condition
and have relatively low projected costs.

A standard may also be derived from the past repair and replacement
expenditures of the sample properties themselves. We estimated past
expenditure levels by taking for the sample the annual average of repair
expenditures in 1980-1984.10 We found that in the recent past, properties
had mean annual expenditures of $489 per unit for repairs and capital
replacements, and median expenditures of $437 (1985 dollars). Approximately
77 percent of the properties had repair and replacement expenses below $600
while only 5 percent had annual expenditures of $900 or more. By comparing
these past expenditure patterns with the estimated need for the 1986-1990
period, we could make judgments about likely changes in expenditure
requirements.

We developed the following yardstick based upon these past expenditure
patterns, together with the USR&E data: future needs (as represented by the
repair and replacement cost estimates of this study) of under $300 may be
considered low; needs of at least $300 but under $600 may be considered
standard; needs of at least $600 but under $900 may be considered high; and
needs of $900 or more may be considered very high.

2. Findings--Repair and Replacement Needs, 1986-1990

Over the next 5-years (1986 to 1990), the mean annual cost of making
needed nonroutine repairs and capital replacements on the inventory is $417
per unit, and the median is $343. As indicated in Table III-2, however, these
averages mask the great variability of the projected costs within the

10 We obtained this estimate by adding, in 1985 dollars, expenditures
listed in OLMS for repairs, extraordinary repairs, and decorating, to the
average of annual reserve draws from 1982 to 1985. This estimate of past
expenditures differs from the inspection data collected for this study in
that it includes routine maintenance such as periodic painting or changing
faucet washers. This difference is partially offset, however, by the fact
that the historical data exclude repairs and replacements funded from non-
property income such as Flexible Subsidy program or owner contributions.
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III-2: PROJECTED REPAIR AND REPLACEMENT COSTS, 1986-1990*
Percentage Distribution of Properties

Mean Cost = $417

Median Cost = $343
Annual Costs Percent of Properties
Per Unit = —ommmmmmmmmme—m——o—o
(1985 Dollars) Percent Cumulative
S0 4.3% 4.3%
$1 TO 99 13.7% 18.0%
$100 TO 199 12.6% 30.6%
$200 TO 299 14.8% 45.3%
$300 TO 399 11.0% 56.3%
$400 TO 499 12.5% 68.8%
$500 TO 599 7.8% 76.6%
$600 TO 699 7.6% 84.2%
$700 TO 799 5.7% 89.9%
$800 TO 899 1.7% 91.7%
$900 TO 999 2.1% 93.7%
$1,000 TO 1,499 4.3% 98.1%
$1,500 OR MORE 1.9% 100.0%

* HUD/FHA-insured and HUD-held multifamily rental housing insured
before 1975, excluding Sections 608 and 803, HUD-acquired properties,
uninsured Sections 202 and 236, cooperatives, condominiums, and
nursing homes. Based on data collected in 1985 on a representative
sample of properties.
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inventory. For example, 4 percent of the properties have no estimated costs
for nonroutine repairs and replacements while approximately 2 percent of the
properties need $1,500 or more per unit annually over the next 5-years.

Based on the standards developed in the previous section, Table III-3
reveals that:

o 45 percent of the older FHA-insured multifamily properties had low
needs (under $300 per unit per year) and were in good current condition.
They contained over 433 thousand units--49 percent of all older units.
It is unlikely that these properties are in danger of physical
deterioration over the next ten years unless their future pattern of
maintenance and replacement changes dramatically.

o 32 percent of the properties (with 262 thousand or 30 percent of all
units) had standard needs, with anticipated annual per unit repair and
replacement costs between $300 to $599. While these properties were in
fairly good physical condition, some components needed important
nonroutine repairs and/or replacement. Although there is no cause for
immediate concern, failure of these properties to make needed repairs or

replacements during the 5-year period could affect marketability and
habitability.

o 15 percent of properties (with 109 thousand or 12 percent of all
units) had high anticipated repair and capital replacement needs of
between $600 and $900 per unit per year. This suggests that many of them
may have significant physical problems that could affect future
viability.

o 8 percent of properties (with 79 thousand or 9 percent of all units)
had very high needs and will have to spend over $900 per unit annually
for repairs and replacements.

In sum, the projected 5-year repair and replacement costs do not reveal
any current crisis in the physical condition or viability of the majority of
the stock. The vast majority of the properties (77 percent) seemed to be in
relatively good repair and have standard or better expected repair and capital
replacement needs over the next 5-years. While a minority of the stock (23
percent of properties) will have to spend $600 or more per unit annually to
meet identified needs, approximately 23 percent of all older properties have,
on average, spent that much in the past (1980-1984). It is worth noting that
this minority of higher-need properties accounts for over half of the older
inventory's total repair and replacement needs. Whether individual properties
actually will make needed expenditures depends upon a host of factors
including the availability of financial resources, the motivation of property
owners and managers, the marketability of the units, and government action.
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IITI-3: PROJECTED REPAIR AND REPLACEMENT COSTS, 1986-1990*
Number of Units and Properties by Need Category

Total

Annual Costs Units 5-Year Costs
Per Unit (in 1000s) Properties (in 1000s)
(1985 Dollars) no. % no. 3% costs %
Low Needs

S0 TO $299 433 49 3,295 45 $301 17
Standard Needs

$300 TO $599 262 30 2,273 32 556 32
High Needs

$600 TO $899 109 12 1,093 15 392 22
Very High Needs

$900 AND ABOVE 79 9 605 8 502 29
TOTAL 883 100 7,266 100 $1,750 100

* HUD/FHA-insured and HUD-held multifamily rental housing insured
before 1975, excluding Sections 608 and 803, HUD-acquired properties,
uninsured Sections 202 and 236, cooperatives, condominiums, and nursing
homes. Based on data collected in 1985 on a representative sample of
properties.
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3. Types of Nonroutine Repair and Replacement Needs

A significant portion of the needed repair and replacements expenditures
were accounted for by items only tangentially related to structural viability
and/or capital systems; many were accumulated repairs which normally would
have been handled through maintenance. The types of repairs and replacements
needed over the next 5-years (1986-1990) are outlined in Table IIT-4.

The top 10 items were responsible for 78 percent of all costs. These
items are equally split between expenditures for capital replacements (roofs,
heating/cooling, doors/windows, pavement, plumbing/electrical, items normally
associated with habitability and structural integrity) and expenditures for
what would normally be cyclical or routine repairs and replacements (kitchen
appliances, floor covering, painting walls and ceilings within units, kitchen
cabinets/counters, and painting exteriors). Readers should recall that
inspectors were instructed to include cyclical items and repairs in their
assessments only when such work had clearly been deferred to the point that it
was beyond routine maintenance.

In general, the composition of repair and replacement needs did not
differ significantly among properties by level of need. Properties in the
very high cost category do appear to have higher needs associated with doors
and windows, plumbing and electrical fixtures, exterior walls and foundations,
central heating, and elevators. However, given the small number of properties
in this subgroup of the sample, these apparent differences may reflect
sampling error rather than genuine differences among the inventory.

C. PROJECTED 15-YEAR REPLACEMENT COSTS

One of the original motivations of this study was concern for the long
range future of the HUD-insured multifamily inventory and the possibility that
capital replacement needs and the demand for funds to meet those needs might
increase substantially as properties aged. 1In order to respond to this
concern, part of the on-site survey asked for an assessment of the remaining
life of the major property components and the estimated cost of replacing
those components. Table III-1, a copy of the survey form, lists the items for
which these estimates were made. 1In this section, we shall address these
concerns by comparing the one-to-five year, six-to-ten year, and eleven-to-
15-year capital replacement needs of the FHA-insured inventory. It should be
noted that the annual replacement costs presented in this section are lower
than the repair and replacement costs listed in the previous section. This is
because the measures in the previous section went beyond capital replacements
to include nonroutine repairs and also included a slightly broader list of
components.
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III-4: TYPES OF REPATRS AND REPLACEMENTS, 1986-1990*

Percent of Total 5-Yr Costs by Need Category

Types of Repairs All Low Standard High Very
Or Replacements Properties Need Need Need High
Unit Appliances 15.0% 16.7% 17.3% 15.3% 10.7%
Roofs /Chimneys 11.2 13.1 12.5 9.7 10.1
Unit Floors 11.0 10.1 13.3 11.2 8.3
Unit Heating/Cooling 10.5 6.0 9.0 15.1 10.4
Unit Walls/Ceilings 8.3 6.4 9.0 9.1 7.7
Ext Doors/Windows 5.6 3.9 3.6 5.7 9.2
Kitch Cabnt/Counters 4.8 3.3 4.2 4.5 6.9
Ext Paint/Siding 4.2 4.9 4.8 4.6 2.4
Drives/Parking Lots 3.6 6.0 3.5 3.8 2.1
Plumb/Electr Fixture 3.4 2.8 2.2 3.0 5.7
Gbg Dispos/Exhst Fan 2.4 2.6 2.6 2.5 1.8
Unit Water Heater 2.1 2.5 2.4 2.4 1.3
Exter Walls/Foundatn 2.1 2.5 1.9 1.1 3.0
Central Heating 1.4 1.4 0.6 0.9 2.9
Hot Water Heater 1.4 2.8 1.5 1.4 0.6
Porch/Balcs/Fire Esc 1.4 1.3 1.5 0.5 2.2
Public Space Floors 1.2 1.9 1.4 0.8 1.1
Walks/Steps/Guardrail 1.1 1.9 0.7 1.1 1.1
Plumbing Distribution 1.1 0.3 0.5 1.3 2.2
public Walls/Ceilings 1.0 1.1 0.8 0.5 1.6
Lawns & Planting 1.0 1.3 1.3 0.8 0.7
Elevators 0.9 0.5 0.8 0.5 1.6
Gutters 0.7 0.8 0.6 0.6 1.0
Insulation 0.5 0.5 0.6 0.4 0.3
Garages /Carports 0.5 0.9 0.6 0.5 0.1
Fences /Walls/Gates 0.5 0.2 0.4 0.6 0.6
Heating Distribution 0.4 0.5 0.1 0.0 0.9
Security/Fire Alarms 0.4 0.3 0.2 0.5 0.5
Smke Dtct/Door Closer 0.4 0.3 0.5 0.4 0.5
Inter Stairs/Halls 0.4 0.3 0.2 0.1 0.9
Central Air Con 0.3 1.5 0.2 0.0 0.1
Ext. Lighting 0.3 0.4 0.2 0.3 0.4
Electrical Distrib 0.3 0.0 0.2 0.5 0.5
Stairwy Door Closer 0.1 0.1 0.1 0.0 0.1
Compctr/Incinerators 0.1 0.1 0.1 0.0 0.3
Gas Distribution 0.1 0.4 0.1 0.0 0.1
Cooling Distribution 0.1 0.3 0.0 0.0 0.1
Sprinker System 0.1 0.0 0.1 0.0 0.0
Lawn Sprinker Sys 0.1 0.1 0.4 0.2 0.0

TOTAL 100.

o°

100. 100.

oe

100.

oe

100.

o°
o®

* HUD/FHA-insured and HUD-held multifamily rental housing insured
pefore 1975, excluding Sections 608 and 803, HUD-acquired properties,
uninsured Sections 202 and 236, coops, condominiums, and nursing homes.
RBased on 1985 data on representative sample of properties. Number of
properties in high and very high categories is small, so differences
between these and other columns are not statistically meaningful.
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The annual replacement need over the next fifteen years (1986 to 2000)
has a mean cost of $263 per unit and a median of $234. See Table III-5.
Over 77 percent of properties have annual replacement need of less than $350
per unit, and only 7 percent have a need over $450.

Tt does not appear that the multifamily inventory faces increasing
replacement needs over the next 15-years. This is indicated in Table I11-6,
which presents the annual per unit replacement needs of these properties over
the next 15-years with an indication of major categories of cost. There is no
pattern of increasing costs over this time period. The annual per unit
replacement cost was $268 during the first S5-years (1986 to 1990); $313 during
each of the second 5-years (1991 to 1995); and $251 during the last 5-years
(1995 to 2000). These differences between periods are not statistically
meaningful, given the large variance in the estimates. 11

Readers should bear in mind that these projections of future capital
replacement needs are predicated on the assumption that current repairs and
replacement will be made in a timely manner. If not, they could increase the
burden on related components and result in much higher future need. For
example, a leaky roof could cause deterioration to walls and floors.

D. RELATIONS BETWEEN NEEDS AND PROPERTY CHARACTERISTICS

An important question is whether projected physical needs are associated
systematically with properties' characteristics. One might expect, for
example, that a property's age would be a good indicator of its repair and
replacement needs, since physical components wear out with age, or that the
FHA mortgage subsidy programs under which it operates would, by affecting
occupancy, ownership, and finances, be related to patterns of maintenance,
abuse, and replacement. If such patterns exist, they could be used to design
an early warning and targeting system for loan servicing. In this section, we
test for possible relationships between selected property characteristics and
need for nonroutine repairs and replacements.

11 The capital replacement costs for the third time period (1996 to 2000)
may be understated to the extent that any item needs replacing twice during
the 15-year period: second cycle replacements were not included in this
study. We suspect, however this understatement is small, since it would
apply only to shorter-lived items (such as hot water heaters) and only to
properties that needed such items to be replaced early in the first time
period.
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III-5: PROJECTED REPLACEMENT COSTS 1986-2000*
Number of Units and Properties by Cost Category

Mean Cost = $263
Median Cost = $234
Annual Per Properties Units
Unit Costs Cumulative (No. in
(1985 §) No. Percent Percent 1000s)
$0 0 0.0% 0.0% 0
$1 TO 49 107 1.5% 1.5% 18
$50 TO 99 587 8.1% 9.6% 99
$100 TO 149 959 13.2% 22.8% 95
$150 TO 199 1173 16.1% 38.9% 131
$200 TO 249 1127 15.5% 54.4% 142
$250 TO 299 1093 15.0% 69.5% 119
$300 TO 349 567 7.8% 77.3% 64
$350 TO 399 533 7.3% 84.6% 55
$400 TO 449 346 4.8% 89.3% 54
$450 TO 499 232 3.2% 92.5% 41
$500 TO 549 196 2.7% 95.2% 25
$550 TO 599 163 2.2% 97.5% 17
$600 TO 699 63 .9% 98.4% 12
$700 TO 799 82 1.1% 99.5% 6
$800 TO 1499 38 .5% 100.0% 5
TOTAL 7266 100.00% - 883

* HUD/FHA-insured and HUD-held multifamily rental housing insured before
1975, excluding Sections 608 and 803, HUD-acquired properties, uninsured
Sections 202 and 236, cooperatives, condominiums, and nursing homes.
Based on data collected in 1985 on representative sample of properties.
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III-6: FIFTEEN-YEAR REPLACEMENT NEEDS BY COMPONENT AND YEAR¥*

Annual Per Unit Costs

Cost Cost Cost

Within Within Within
Component 1-5 Yrs 6-10 Yrs 11-15 Yrs**
roof, qutters, soffit,fascia $48 $48 $24
exterior building $21 $28 $28
walks, steps, parking $17 $32 $21
plumbing/hot water systems $34 $44 $59
electrical system $12 $13 $20
heating/cooling systems $56 $68 $53
appliances (kitchen) $63 $75 $34
elevator S1 S1 $8
miscellaneous $15 $S6 $4
Total *** $268 $313 $251

* HUD/FHA-insured and HUD-held multifamily rental housing insured before
1975, excluding Sections 608 and 803, HUD-acquired properties, uninsured
Sections 202 and 236, cooperatives, condominiums, and nursing homes.
Based on data collected in 1985 on a representative sample of

properties. The figures in this table are lower than those presented for
5-year needs because they include only replacements (not repairs) and are
based on a smaller number of capital items.

** The physical inspection excluded from its needs estimates any second
cycle replacements (i.e., items needing two replacements between 1986 and
2000). This may cause the 11-15 year costs, above, to be under-estimated
for shorter-lived items.

*** Totals may differ from sum of camponents due to rounding.
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Multivariate statistical analyses were used to determine whether observed
differences among properties' repair and replacement needs were strongly and
systematically related to differences in their other characteristics.12
These statistical tests indicate whether observed differences among groups of
properties in their physical needs are due to underlying differences among the
groups or, are merely the chance result of the sample of properties examined.

We tested properties' projected 5 and 15-year repair and replacement
costs (dependent variable) against selected physical, programmatic, and
historical characteristics (independent variables). These characteristics
were those one might expect to be related to differences in physical needs:

Physical Characteristics:

Age-—number of years since endorsement of the property's mortgage
insurance.

It was expected that older properties might have significantly higher
projected costs because of the greater wear on their physical
components.

Size-—number of units.
It was anticipated that because of differences in economies of scale as
well as management efficiencies resulting from size, properties having

differing number of units would vary significantly from each other in
their projected costs.

Location--central city, suburban, or non-metropolitan.

Tt was expected that differences among these locations in their
economies, populations, and housing markets might result in significant
differences in properties' physical condition.

Building Type--low rise (4 or fewer stories) or high rise.
1t was expected that there would be significant differences in the repair
and replacement costs of the different building types.

12 Multivariate analysis is a statistical procedure which identifies
meaningful differences between projects and the strengths of those
differences while controlling for other factors. In addition to using such
procedures, we also conducted nonparametric statistical analysis as a more
conservative estimate of differences between projects (they require less
stringent assumptions about the data) as a check on the parametric
statistics. Because statistical tests are strongly influenced by the number
of cases used in their calculations, all analytic statistics were calculated
on the basis of the data from the sampled projects. Unassisted projects
were given additional weight in the calculations to adjust for their
purposeful underrepresentation in the sample.
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Average Apartment Size--average number of bedrooms per unit, with
efficiencies counted as .75 bedrooms.

Projected repair and replacement costs were expected to be greater for
properties with larger units both because of size per se (more square
footage, two or more bathrooms, etc.) and greater intensity of use
(properties with larger units are more likely to be occupied by families
and, hence, subject to more intensive wear) .

Programmatic and Operating Characteristics:

Type of HUD Mortgage Insurance and Subsidy--(1) market rate mortgage with
no subsidy, (2) subsidized mortgage (236 or BMIR) with Section 8 LMSA
conversion (LMSA replacing an original Rent Supplement contract), (3)
market rate mortgage (usually 221(d)(3) with Section 8 LMSA conversion,
(4) any type mortgage with remedial Section 8 IMSA, (5) subsidized
mortgage with no rental assistance.13

Insurance and subsidy programs could affect the nature of tenants,
occupancy level, and rental income, each of which could result in
different levels of use and repair.

Amount of Remedial LMSA--percent of units receiving remedial LMSA.
Having more units of remedial IMSA should improve a property's finances
and ability to undertake repairs. The fact that the IMSA is remedial,
however, indicates prior financial or occupancy problems.

Amount of Flexible Subsidy Received--Federal contribution in dollars.
As with remedial IMSA, this relation is ambiguous. The subsidy should
have permitted physical improvements, but its receipt indicates that a
property was previously (and may remain) troubled.

Amount of TPA Contribution--owner contribution to date in dollars.

The expected effect of this variable is also ambiguous because of the
timing of the TPA (ownership change). For years following a TPA,
contributions should result in needed repairs and replacements. However,
given that many TPAs occurred shortly before the study's 1985 physical
inspection, such expenditures may not yet have been made.

Type of Ownership--nonprofit or profit-motivated/limited dividend.

It was expected that owners' profit status would reflect different

motivations, management orientation, and skill, each of which might
affect physical condition and future needs.

13 1IMSA conversion is Section 8 units provided to a project to replace
Rent Supplement units. Remedial IMSA is Section 8 units provided to assist
a financially troubled project. IMSA is discussed in Chapter VI.
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Mortgage Status--whether mortgage insurance is in force or mortgage is
HUD-held.

Properties that have experienced financial difficulties might be expected
to have greater repair and capital replacement needs as a result of
delayed maintenance.

Average Occupancy-—the average over 1980 to 1984 of actual annual rental
income divided by potential income if fully occupied.

It was expected that properties with higher occupancy levels in prior
years would have fewer repair and replacement needs as a result of the
availability of their higher income for such activities.

History of Repair and Capital Replacement Characteristics:

Average Past Expenditures for Maintenance and Repairs--average annual
expenditures from operating income, 1980 to 1984.

Below-average expenditures may reflect neglect and above average repair
and replacement needs. They may, however, reflect chronically low need
and good condition.

Draws from the Replacement Reserve--total draws per unit, 1982 to mid-
1985.
One would expect above-average draws to result in high levels of

replacements and major repairs, and thus, be reflected in good condition
and low needs.

The most significant finding of the statistical analyses is that none of
the property characteristics listed above are of much value in predicting a
property's repair and replacement needs. Neither short-term (1986 to 1990)
nor long-term (1986 to 2000) needs relate strongly to these characteristics,
suggesting that other factors such as original construction quality, patterns
of use, or management (that could not be measured for this study) are the most
important determinants of repair and replacement needs.

Table III-7 presents the results of multiple regression analyses relating
a property's short- and long-term needs, respectively, to its characteristics.
Multiple regression is a statistical technique that combines a set of
independent variables (the characteristics listed above) in such a way so as
to maximize the explanation of variations in the dependent variable, needs.
Each column in the table represents a regression equation for the physical
needs (dependent) variable listed at the top of the column. A column entry of
one or more asterisks indicates a statistically significant relationship
between the dependent variable at the top and the property characteristic
(independent variable) listed at the left. The numeric entries in each column
(beta coefficients) indicate the direction (positive or negative) and
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ITI-7: RELATIONSHIPS BETWEEN REPAIR AND REPLACEMENT NEEDS AND PROPERTY
CHARACTERISTICS
Beta Scores and Significance of 5-Yr Repair Costs and 15-Yr
Replacement Costs on Selected Property Characteristics

Dependent Variables
Independent Five Year Repair & Fifteen Year
Variables Replacement Costs Replacement Costs

Age

Location
Building Type
Size

Av Apart Size
Ownership Type
Mortgage Status

Mortgage &
Assist Type

Amount of
Remedial IMSA

Amount of
Flex Subsidy

Amount of TPA
Contribution

Av Occupancy

Past Repair
Expenditure

Total Reserve
Draws

.08*

-.08*

_.09**

L 25k

.09%**

L16***

TOTAL R sq = .08 TOTAL R sq = .07

NOTE:*  SIGNIFICANT AT THE 0.10 LEVEL

** SIGNIFICANT AT THE 0.05 LEVEL

*%% SIGNIFICANT AT THE 0.01 LEVEL
HUD/FHA-insured and HUD-held multifamily rental housing insured before
1975, excluding Sections 608 and 803, HUD-acquired properties, uninsured
Sections 202 and 236, cooperatives, condominiums, and nursing homes.
Based on data collected in 1985 on a representative sample of
properties. Beta scores indicate the size and direction (+/-) of the
relationship between a dependent and an independent variable.
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relative strength of relations.l4 (Within a column, or equation, the larger
the beta coefficient, ignoring its sign, the stronger the relationship with
that variable). The last entry in each column (adjusted R square), indicates
the percentage of the total variance in the dependent variable that is
explained by the independent variables in the equation. Thus, an R squared
near 1.00 would mean the independent variables were very important and
explained nearly all variation in the dependent variable. In both of our
equations, however, the R squared is small (.08 or less) indicating that the
independent variables explained less than 8 percent of the total variation in
the dependent variables. Using either short— or long-term needs as dependent
variable, needs were only weakly related to property characteristics.

Short-term needs were related positively to average apartment size
(properties having many large units had higher needs). They were also related
positively, but less strongly, to percent of units assisted through remedial
IMSA and to age, and related negatively to property size (number of units),
having mortgage insurance in force, and being located in nonmetropolitan
areas. Thus, on average, properties are somewhat more likely to be in worse
shape if they have many multibedroom apartments, receive LMSA for a high
percentage of units (because IMSA properties may have a history of financial
problems which often lead to deferred maintenance), are older, and are in
metropolitan areas. These relationships, however, are weak, explaining only 8
percent of the variation in needs (adjusted R squared=.08). This means that a
high proportion of low need properties may share some or all of these traits,
while many bad properties may lack all of them.

Long-term needs were related positively to level of past repair expenses
and average apartment size, but negatively to receipt of certain subsidies.
This means that on average, properties are somewhat more likely to have higher
long-term needs if they have had above average levels of past repair and
maintenance expenditures and if they contain larger apartments (more
bedrooms), but may have lower needs if they have received mortgage and/or
rental subsidies. As with the case of short-temm needs, however, these
relationships were weak, explaining only 7 percent of the variation in needs,
so that no set of characteristics is really of much value in predicting or
targeting the neediest properties.

Of particular interest, given the origin of this study, is that physical
needs are not related strongly to age: older properties are only slightly
over-represented among high need properties, and a high proportion of older
properties have no more than average needs. While this finding is counter-
intuitive, it is plausible. It indicates that while components may wear with
age, once properties are 10 years old or over, age is not a good predictor of
condition or needs. This is probably because components differ in expected
life, so that at any given age, various items may have already been replaced;

14 These coefficients have been adjusted to account for differences in the
way independent variables are measured.
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and because varying conditions of use, abuse, and maintenance can extend or
shorten component life. Both factors could blur the effects of age.

In summary, this analysis of 5-year repair and replacement costs and of
15-year capital replacement costs revealed few significant relationships with
property characteristics. It does not appear that any of the common
characteristics such as age, mortgage status, type of ownership, or location
act in a pervasive manner to impact negatively on property viability. It is
likely that features unmeasured and not considered in this analysis, such as
quality of management or initial construction, or patterns of use and abuse,

are much more important detemminants of properties' physical condition and
needs.



37

IV. FINANCIAL CONDITION OF THE OLDER HUD/FHA STOCK:
CASHFLOW AND RESERVE FOR REPLACEMENTS

The previous chapter presented the projected repair and replacement needs
of the older insured multifamily inventory. To pay for these repairs each
property depends primarily on its income-based resources--its annual cashflow
and funds it has accumulated in its reserve for replacements escrow account.
This chapter presents information on these resources based on HUD's property
files and on annual statements of income and expenditures, which each insured
property is required to submit to the Department. These data are maintained
in automated form in HUD's Office of Loan Management System (OLMS). More
details on OLMS and our use of it to develop financial indicators are provided
in Appendix A4.

A. ANNUAL RESIDUAL CASH (CASHFLOW)

To fund nonroutine repairs and replacements, properties depend primarily
on rental revenues and other property income. while rental income is
generally dominant, other income may be derived from Federal mortgage interest
payments (Section 236 properties), rental assistance payments (Section 8 or
Rent Supplement), and miscellaneous sources such as forfeited tenant deposits,
or net receipts from laundromats, variety stores, or other incidental
comercial activities.

In this study we define a cashflow measure, annual residual cash, to be
the maximum portion of income that is available for making nonroutine
expenditures for physical systems (that is, for making expenditures above and
beyond any already being made on average). Annual residual cash equals total
property income less expenditures for administration, normal operations
(including maintenance and routine repairs), utilities, taxes, insurance, full
mortgage debt service and insurance premium, and interest on other notes. A
property owner may either spend residual cash for immediate needs, may set it
aside for future needs in the reserve for replacements escrow account, or may
use it to pay debt service on a special loan.15

Annual residual cash is the maximum amount available from income for
nonroutine repairs and replacements because it excludes allowances for owners'
profits: Profit motivated owners would normally take dividend distributions
from surplus cash, when available. In practice, HUD requires owners to

15 This definition of annual residual cash departs slightly from HUD's
standard computation of net cash throwoff in the OLMS system. In OLMS, net
cash throwoff is computed by subtracting from income whatever amount the
owner happens to pay on debt service (regardless of the required amount) and
also subtracts contributions-net-of-draws to the project's reserve-for-
replacement fund.
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deposit funds regularly in the reserve for replacements account, but would
have limited ability to force unwilling owners to forgo or reduce dividend
distributions in order to expand the level of repair expenditures.

For comparability with the estimated physical needs estimates, which were
expressed in 1985 dollars, we computed annual residual cash in 1985 dollars.
This computation was made by taking each property's annual residual cash for
1980 to 1984 (as reported in OLMS), inflating all figures to 1985 dollars
using the appropriate CPI index, and averaging.16

Annual residual cash averaged $238 per unit per year, with a median of
$171 (Table IV-1). Most properties had residual cash figures clustering
around the mean in an almost normal distribution; a much smaller number of
properties fell in the tails of the distribution--either well above or well
below the mean.

Most properties have residual cash above breakeven. As shown in Table
IV-2, 60 percent of properties (4,389 properties containing 527,000 units)
had a solidly positive annual residual cash of at least $120 per unit.
Another 26 percent (1916 properties containing 195,500 units) had residual
cash in the breakeven range--between $120 per year surplus and $120 per year
deficit per unit. (A deficit of $120 dollars per year is equivalent to a
needed increase in net monthly rent collections of only $10 per unit).

Less than 9 percent of the properties (622 properties containing 99,400
units) had modestly negative residual cash (in the -$120 to -$600 range).
This is equivalent to needed monthly rent collection increases of up to $50
per unit to break even; for many properties in this <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>