2008 Development Seminar Series
Affordable Housing Development

Reference Manual

Prepared by:

Monte Franke
Franke Consulting Group

Prepared for:

New York State
Division of Housing & Community Renewal
Housing Trust Fund Corporation



2008 Development Seminar Series

Table of Contents

1. HOUSING MARKET ANALYSIS

1

1.1 WHAT IS MARKET ANALYSIS? . ..ettvteeiieeiieiiieee e eeeeeeteee e e e e eeesaaaeeeeeeeeesataereeeseeeenssaaseeeseseennnanreeeees
1.2 WHAT MARKET ANALYSIS IS REQUIRED? .....ccoiiiiiiiiiiiieee ettt eeeeetiee e e eeeeiaare e e e e e e eeaanneeee s

1.3 WHY IS MARKET ANALY SIS IMPORTANT TO AFFORDABLE HOUSING DEVELOPMENT? ..............
1.3.1 What Will I Find In a Market STUAY? ..............ccoccooueviioininiiiiiiitiieieeeseee e
1.3.2  When Should I Do the Market Study or ANGLYSIS? ..........ccccciviiiciioiioiiiiniiiiieeeeeeeee e

1.4 INTERPRETING RENTAL MARKET STUDY RESULTS ....oouviiiiiieniieiieieeie et
14.1 What Is the Market Area and How Is It Determined? ..................cc.cccoovevevevivineciiannnennn.
1.4.2  What General Market Trends May Affect Your Development?................cccococevceecrencnencnn.
1.4.3  What Is The Size of the Pool of Potential CUSTOMETS? ...........cc.ccovueecveiiiieeiieiireeniieesieenneees
1.4.4  How Does Your Project Compare to the COMPELItiON? ..............cceeeveicueeecrieiirieeiiieireenneees

1.5 EXAMINING THE MARKET STUDY CONCLUSIONS ....c..eoutiiiiiiiiiiniintieieeieeeeneeesie s eneeneeeene
1.5.1  Is there sufficient unmet demand?..................ccccccoivvueeeiiioieeiieiiieecee et ee et e s
1.5.2  What is the Predicted Market Success Of the Project?...............cocueeeueivieecieiieeniieiiiennnens
1.5.3  What will the impact be on existing affordable housing in the market area? .......................

1.6 MARKET ANALYSIS FOR HOMEBUYER PROJECTS ....coovviiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeees

1.7 MARKET ANALYSIS FOR SPECIAL POPULATIONS .....coovtiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeees

2.  PROJECT SELECTION

2.1 DON’T LET THE PROJECT PICK YOU! ...cooiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeaeeeees

2.2 COMPARE ACQUISITION COSTS OF DIFFERENT PARCELS ......ccoooiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeeeeeeeeeee
2.3 CONSIDER THE IMPACT OF NIMBYISM .oviiiiiiiieiiiieie ettt et e et e e e

2.4 BE PREPARED TO WALK AWAY ...vvviiiiiiiieiiieieieee ettt eeeeatee e e e e eeeeataereeeeeeesnataaneseseeeenntanneeeeas

3.  ARE YOU READY TO BE A DEVELOPER?

3.1 WHAT DOES IT TAKE TO BE A SUCCESSFUL DEVELOPER? ......ccooiuiiiiiiiiiieiieieieie e
3.1.1  Beyond the Dollars: The Opportunity Cost of Development................c..ccccccovvvevveevenenns..
3.1.2  Subsidiaries: Insulation from the Risks of Development...................cc.cccoeevvueeiveneeneeenann.
3.1.3  Creating the Liquidity Needed for Development.................ccccoocuiviiiiioiiiianieei e

32 SELF-ASSESSMENT GUIDE-......uuuuuuuuuuuuusuuunusssssssssssesmsesssmsssssmsssmseeesseessa...............——.........—.....——————.

4. PARTNERING TO DEVELOP AFFORDABLE HOUSING

4.1 PARTNERSHIPS AND CAPACITY TO DEVELOP HOUSING .....cooovvviiiiiiiiiiiiieieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeees

4.2 WORKING WITH VARIOUS PARTNERS ......cotiiiiiiiiiieiieii ettt et
4.2.1  Partnering with the NORPFOSit SECIOF ...........c...cccccueiiiiiiiiiieiieee et
4.2.2  Working with FOr-Profit DevelOpers .................ccccccocieieeiieiiieieecieiieeeeeeeeeis e sneens
4.2.3 Working with the Lending COMMUNILY ...........ccccocvuieiieeiiieiie et sve e

Franke Consulting for NY DHCR/HTFC

.1
.2
.2

.3
.

.6
7

12
16

19
19
21
22

24
25

27
28
29
31
32

34

34
35
35
37

37

47
47

48
48
49
50



2008 Development Seminar Series

4.2.4  Working With PUDIIC AENCIES ..........c..cccoueieieeiieiiiieeeiie et ettt ettt eseeebeeesee s 51
4.3 WHAT TO LOOK FOR IN A PARTNER ......ouiiiiiiiiiiiiiieiee ettt eeeaer e e e e eenaaareeeeeesenntanneeeeas 52
4.4 ESTABLISHING JOINT VENTURES ....cooiiiiiiitiiieieeeeeeiieeeeeeeeeeeaaeeeeeeeeeessssaeseessesssnssaereseseesssnnanseeeeas 52

4.4.1 Tips for Negotiating JOIRt VERIUFES .............ccoccueeeeiiaieeieeiee ettt 53

4.4.2  Tips for Preparing the Joint Venture AGreement ...............c.ccocuecueveneniiniinicsoiaieeaerenennens 53
4.5 FINAL THOUGHTS ON PARTNERING .....ccooiuttriiieeeieeiiireeeeeeeeectreeeeeeeeeeeataereeeeeeeeeasnnseeeseeeennnnsseeeees 56

5. LEGAL STRUCTURES OF DEVELOPMENT ENTITIES & OWNERSHIP.......ueeeeeerrcnnee 57
5.1 INTRODUGCTION ....coiiiiiiitiiieee ettt ettt e e e et e e e e e e eeetaa e e e e e e eeeseataaseeeeeeeeeataareeeseeeenntnsseeeeas 57
52 SUBSIDIARY OR SEPARATE ENTITY ...uuuuuiuiuiuiiiiiniiisinesisissssnssesssssessssssssssssssesssssesesssssssessssnenanenenn.. 57
53 FOR-PROFIT OR NON-PROFIT......uuuviiiiiiiiiiiiiieieeeeeeeieeee e eeeeateee e e e e eeetaer e e e e e e eenasaareeeeeeeennnanreeeeas 58
5.4 SPECIAL PROGRAM REQUIREMENTS OR DESIGNATIONS .......coitiiuiiririeeeiieiireeeeeeeeeeinneeeeeeeeennnnnes 60
5.5 JOINT VENTURES & PARTNERSHIPS ......ooiuuriiiieeiiiiiieeeeeeeeeeiiaeeeeeeeeeeseataeseeeeeeessssaaseseseesnnnsanseeeees 60

6. MANAGING THE DEVELOPMENT PROCESS 61
6.1 ASSEMBLING THE DEVELOPMENT TEAM ....ovvviiiiiiiiiiiieie ettt eeeeeaee e e eeeaare e e e e e eenaaaneee s 61

6.1.1 The DevelOper ROIe.............c.coccueeicueeiiieeieeee ettt et et saeetaeenneeenees 61

6.1.2 The Role of the Board Of DIFECIOFS .............cccououiiieiiiiiieie et 62

0.1.3  The Development TeAM. .................ccoccueieeiieeee ettt ettt 62
6.2 MANAGING THE DEVELOPMENT TEAM AND PROCESS .....coovviiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeees 64
6.3 INEGOTIATING TIPS ...vvvttuuuiuiueiruritsuuussasssssessseraeerererarerere.......———————————————.........————————————————————......... 65

7. HOMEBUYER DEVELOPMENT FINANCING 67
7.1 TWO-PART DEVELOPMENT BUDGET........cotttiiiiiiiiiiiiiiieieieieeeeeeeeeeeeeeeeeeeeeeeeee et eeeeeeaenenens 67
7.2 PUBLIC SUBSIDY FUNDS ...ooiiiiiiitieieee ettt ee ettt e e et e e e e e eataare e e e e e e ennaaareeeees 69

7.2.1 The Federal CDBG PrOQUAM.............c..cocueiiuiaeeeesiieeeieesieeesieeeieeesaaeeiaeasaesntaeasaesnsaeaseeennes 69

7.2.2  The Federal HOME PFrOZFAM .............c..ccccoeiuiaieeesiieeeieeeeisesieeeeieseieeeieeaieeetaeesaeanseeeaee s 72
7.3 ESTIMATING SALES AFFORDABILITY ....ooiuuvvitiieeiieiiieeeeeeeeeeeiteeeeeeeeeesssseseeeeeeesssssseseseessnsnnseeees 74
7.4 THE IMPACT OF THE LENDING MARKET ON SALES ....vvviiiiiiiiitieeieeeeeeeeiiereeeeeeeeeiaereeeeeeeennnnneeeees 74
7.5 BUYER FINANCING ....ooovviiiiiiiiieiiieeeeeeeeeeeeeeeeeeeeeee ettt ettt ettt e et et e e et e e e e e e e e e e e e e e e e e e eeeeeaeeenees 75

7.5.1 Private Lenders ..............ooooe oo 75

7.5.2  The Secondary Market ................ccocoueiieiiiieiieie ettt 77

7.5.3  Mortgage INSUrance INAUSITY...............ccoociiiueiiieiiee ettt 77

7.5.:4  SUDSIAY PPOVIAEFS ........c..ooueiiieiiet ettt ettt 79
7.6 COMMON TYPES OF MORTGAGES .....cccoiiiiiiiiieeeeeeeeeeeeeeeeeeeeeeeeeee e 80
7.7 BUYER UNDERWRITING .......cceitiituurieieeeiieiitreeeeeeeeesitreeeeeseeesissseseseeeeesetasseeeseesssssssresesessossnnseeeees 81
7.8 SUBPRIME MARKETS AND PREDATORY LENDING.......cccuvviiiiiiiiiiiireeeeeeeeeiireeeeeeeeeeeinreeeeeeeeenannnes 90
7.9 PUBLIC SUBSIDIES FOR HOMEOWNERSHIP .........ccotiiutttiieeeeieiiireeeeeeeeeiiirereeeeeeenniaereeeseeeensnereeeees 93

7.9.1  PrincCipal REAUCHION ...........cc.ooccuiiiiieiiieeie ettt ettt et et e enseeentaeeaeeenees 93

7.9.2  INECEFEST SUBDSTICS ... eeaeaeeeaees 96

7.9.3 L0 GUATANTEE ... 97
7.10 FORECLOSURE PREVENTION & INTERVENTION. .......ccettiiiiiiieiiieiiieieieeeieeeeeeeeeeeeeeeeeeeeeeeeeeeseeeeeeenees 98
7.11 GLOSSARY OF MORTGAGE LENDING TERMS ....cooiiiiiiiiiiiiiieieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee 100

Franke Consulting for NY DHCR/HTFC i



2008 Development Seminar Series

8. UNDERWRITING & FINANCING AFFORDABLE RENTAL HOUSING .....cceveevenueesenne
8.1 ELEMENTS OF UNDERWRITING RENTAL HOUSING.......ccoviiiiiiiiiiiinieiciecccececc e

8.2 MARKET ANALYSIS ...ootitiiiiitiiciietenct sttt s et
82,1 The MArKet STUAY .......cc.coueeiiiiiiiiiiiii ettt
8.2.2  Property Value ANGLYSIS...........ccocooiiiiiiiiiiiiiiiiiieieeeee ettt

8.3 FINANCIAL ANALYSIS.....ooiiiiiiiitiitiitiietcteit ettt en e s n et ne e ens
8.3.1  COSE PFIICIPICS ...ttt
8.3.2  Development Budget ANGIYSIS.............ccccooiiiiiiiiiiieiieee et
8.3.3  The Ten-Year Operating Pro FOFMA..............cccccccccoimiiniiiiiiiiiiiieiinenc ettt
8.3.4  Special Public Underwriting Issues for Complex Projects ............c..ccocueeveivveeceeiieenennanns

8.4 REGULATORY COMPLIANCE ANALYSIS ....uveuiiiiniiniiniteieeeeteniesteste st eseeseensesesaes e saeenesneennennennes
84.1 Using CDBG for RentAl HOUSING...........cc..cccueeeeeieiieeeiieeiieesieeeieeeieesieeeseesvaesseessaensnee e
8.4.2  Using HOME for Rental HOUSTAG ..............cccueveuiiiiiieeiiieiiieeiiesieesieesveesreesvaesreesseesanee e
8.4.3  Using CDBG & HOME With Tax Credits ............ccoeeeveiiieairieiiieeciieeieesieesieeeneesveennee e
8.4.4  Using CDBG and HOME With Other SOUTCES ..........cccueieueeeuieiiieecieesieeeieesereenreesveenveees

8.5 DETERMINING THE AMOUNT OF SUBSIDY ...cootttiiiiiiiiiiiiiiieieieieieeeeeeeeeeeeeeeeeeeeeteeeeeseseeseeseseseseseeens
8.5.1  GAP ARGLYSIS ...t
8.5.2 LAY ING ANGLYSIS.......ooeiieeiiiie ettt

8.6 UNDERWRITING CONCLUSIONS & RECOMMENDATIONS ......covvviiiiiiiiiiiiieieeeieeeeeeeeeeeeeeeeeeeeeeeneeens

8.7 GLOSSARY OF RENTAL UNDERWRITING & FINANCING TERMS.....ccoovviiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeen,

9. CONSTRUCTION MANAGEMENT

9.1 APPLICABLE CODES & PROPERTY STANDARDS .....uvvvviiieieiiiiiereeeeeeeeiinreeeeseeeensnnreeesesssnsnneeeeess

9.2 OCCUPIED PROPERTIES AND RELOCATION . .....ccoitiiiiiieeeteieee e
9.3 ENVIRONMENTAL REVIEW .....ouuiiiiiiiiiiiiiiiieieee et e e eeeaae e e e e e ettt eeseeeennaaaeeeeseeeenaanneeeeas

9.4 PROCUREMENT ..ottt sttt ettt sttt ettt st e s ettt s ere et e nnes
9. 4.1 CONJLICE OF INEETESE ...ttt ettt
9.4.2  Procurement MEtROCS .................ccoooueioieiiii ettt
9.4.3  Contractor Requirements & Marketing .................cccocuccvcieiiioieciencneniiniiiiceeeeeeee e

9.5 CONSTRUCTION MANAGEMENT ......ccoiiiiiiiiiiieieeeeeeeeeeeeeeeeeeee e

9.6 RECORDKEEPING .....ccovvtiiiiiiiiiieieeeeeeeieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee e e e et eeeeeeeeeteeeteeeeeeeteeeeeeeeeeeeereeeeereaaeees

10. MARKETING & OCCUPANT SELECTION

10.1 FAIR HOUSING NON-DISCRIMINATION REQUIREMENTS ......oovvviiiiiiiiiiiiieieieieeeeeeeeeeeeeeeeeeeneeeeenens
10.1.1 Non-discrimination with Respect t0 DiSADIlItIEs................cccoevvveeveeeeiiiiaiieiiie e

10.2 AFFIRMATIVE MARKETING ......ooiuiiiiiiitiiiiiii ittt s s s
10.2.1 What should the affirmative marketing plan include? .....................ccccccocvvvvenvienieennennnsn.
10.2.2  Suggestions for Special Marketing Efforts to Minovities .................cccccevevvvenvveneesnennnnn.
10.2.3  Affirmative Marketing for Special Needs HOUSING................c.ccooveeeecieeceeseeiieneesiseeeanens

10.3 GUIDANCE ON DEVELOPING A MARKETING STRATEGY ....uuvvvviiiieeiieiiireeieeeeeesiinereeeeeeeennnneeeeees

10.4 TENANT SELECTION ....oouiiiiiiiiiiiniiiiitiiieieie ittt st s
10.4.1  Applicant Selection SYSTEMI ............cc.cccuuciiiiiieie ettt ettt
10.4.2  CORPIICE Of INLEF@ST ...ttt ettt
10.4.3  Confidentiality of INOFMALION.................c.coccoeiiieiiiiiie ittt
10.4.4  Telephone Screening and Distribution of Applications.................cc.ccocovevevcencienceeiraenn.
10.4.5  APPLICALION PFOCESSING .......ooveeeeeeie et e et et e st eenseeenbeeenseeennes

Franke Consulting for NY DHCR/HTFC

149
149
153
155

156
157
158
160

162
165

167

167
168

169
169
170
170

171

172
172
173
174
175
175

il



2008 Development Seminar Series

11. PLANNING FOR RENTAL PROPERTY MANAGEMENT 177
11.1 PROPERTY MANAGEMENT OPTIONS .....coutiiiiiiniiniiniiniteieeteteniesteste st eteeseensesessessesaeeveeneennennennes 177
11.1.1 If You Are Hiring a Professional Property Management FilM.............cccccccvevueevveannnennne. 178
11.1.2  If You Are Hiring Management StAff...............c.ccccueueeeniiriniiiiiiiiiiiieenese e 178
11.1.3  If You Are Doing Self-Management .................ccccecueeerininiiniiaiieieenitee et 179
11.2 OCCUPANCY MANAGEMENT .......ccuiiiiiiiiiiiitiitieic sttt s s 179
11.2.1 Finding and Keeping GOOd TENANLS ..............cccccuecieoiininiiiiiiaieeeeest ettt 180
11.2.2  LeASE EXCCULION ...ttt e et e et e e e taa e e ettt e e e enasaeeeeneas 181
11.2.3  TeNANE RCIALIONS ... ettt ettt et 181
11.2.4  Occupancy ReCOTARCEPING. ..........cc.ccccveeeeeeiiiieeiieeeiieeeiieeiee et iteeaeestaeeseesvaesaseesbeenesee e 182
11.3 PHYSICAL MANAGEMENT ..ottt sttt ettt ettt et st eae et a et sae v et nnen 182
11.4 FINANCIAL MANAGEMENT ...ttt sttt ettt st st sttt e ea et s v et ne s 183
T1 4.1 BUAGEIING ...ttt ettt et ettt et e et e e s tb e et e e sabeetseessseenaees 184
11.4.2  Collections & DiSDUFSEMMENLS.................ccocterieeiiieeeeeeieee ettt 184
11.4.3  MARAZEMENTE FFEES .........ccvveeiieiiieei ettt ettt ettt ettt e e saae et e e saaeenaee s 185
11,44 FiIRANCIAL REPOTLS ..ottt ettt ettt ettt nae e enees 185
11.4.5 Long-Term Operating PrOJECHON .............ccccovcuiiiiiiiiiiiiiieie ettt 185
11.5 COMPLIANCE MANAGEMENT ......cooutiiiiiiiiinitenitenie et et ettt eae et e sanesisesae e neeneeanesane e 185
12. THE SUSTAINABILITY IMPERATIVE 187
12.1 SUSTAINABLE PROJECTS: PHYSICAL & FINANCIAL......cccoeiiiiiieiieiiiiciicneeeeeeeee e 187
12.1.1  Sustainable Design: Affordable Doesn’t Have to Mean Cheap.................c.cccccoeueeucnennne. 187
12.1.2  Rental Project Financial SUStainability .............c..cooovviiiiiieiiieiiieeiesieesie e 190
12.1.3 Homebuyer Project Financial Sustainability...............cccccooemiiiiiiieniiieniieniieseeeie e 192
12.2 ORGANIZATIONAL SUSTAINABILITY ....oouviuiiiiniiniiniieiieiteietetesie s ere e eaeeeeaessesaesresaeeneeseennennens 193
12.2.1 What Are the Keys to Long-Term Organizational SUCCESS? ...........ccceevveecieiceeniianieannnnn 193
12.2.2  Build a Pipeline Of PFOJECLS ......c.ccccuveiiuieeiieeiieeii ettt ettt sneeesiveennee s 194
12.2.3  Build a Working Capital Fund for Development ..................c.cccceeeecviniiniiniiiiinnioenenenes 194
12.2.4  Build a Portfolio of Properties & MOFIAZES ..............cccocoviirciiciiceioiininiiiiieieeeeenaenes 194
12.2.5  Protect Your Reputation: Avoid Conflict of Interest SitUGLIONS ...............cc.ccccveueerenennnne. 195
12.2.6  Beyond Compliance is Asset MANAZEMENL....................ccccociuiirciiiiioeeereniniiinteeeeeeenaenes 196
12.2.7  Plan for Long-Term Success by Doing Succession Planning ...............c..c.cccccocvceecncnnne. 197
12.3 THE FINAL WORD: TOP 10 SURVIVAL TIPS.....ccciiiiiiiiiiiiieiieieneeeee et 198

Franke Consulting for NY DHCR/HTFC iv



2008 Development Seminar Series

Foreword

This reference manual was prepared by Franke Consulting Group as a companion to the
2008 Development Seminar Series conducted for nonprofit developers, communities
intending to apply to the New York State Department of Housing & Community Renewal
and the Housing Trust Fund Corporation for funding to develop affordable housing.

It is not intended to be a complete guide to development, but rather to provide
supplemental information to the participants. It should only be used in combination with

the lectures and materials provided to participants of the Seminar Series.

If you have questions about the Development Seminar Series or the contents of this
manual please contact The DHCR Training Unit at (518) 473-3540.

Franke Consulting for NY DHCR/HTFC v



2008 Development Seminar Series

AMI
CBDO
CDBG
CDTA

CFR
CHDO

ConPlan

CPD

DHCR

DSC
ELI
EGI

FHLB AHP

FHA
GP
GPR
HCDA
HOA
HOME
HQS
HTFC
HUD
IDIS
LI
LIHC
LP
LTV
MI&E
NADS
NAHA
NIMBY
NOI
Ol
PBA

Key Affordable Housing Acronyms

Area Median Income (as defined by HUD)
Community-Based Development Organization
Community Development Block Grant Program
HUD Community Development Technical Assistance
Code of Federal Regulations

Community Housing Development Organization
Consolidated Plan

HUD Office of Community Planning & Development

New York State Division of Housing & Community
Renewal

Debt Service Coverage factor

Extremely Low Income (30% of AMI)

Effective Gross Income

Federal Home Loan Bank Affordable Housing Program
Federal Housing Administration

General Partner

Gross Potential Revenue (or Rents)

Housing & Community Development Act

Home Owners Association

HOME Investment Partnerships Program

Section 8 Housing Quality Standards

New York State Housing Trust Fund Corporation
US Department of Housing & Urban Development
Integrated Disbursement & Information System
Low Income (below 80% of AMI)

Federal Low Income Housing Tax Credit Program
Limited Partnership

Loan to Value ratio

Monthly Income & Expenses

Net Available for Debt Service

National Affordable Housing Act of 1990

Not In My Back Yard

Net Operating Income

Over Income

Project Based rental Assistance
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PITI
PJ
PUM
PUPA
RD
ROI
SRO
TBRA
TDC
TLTV
UPCS
URA
V/CL
VLI

Principle Interest Taxes & Insurance

HOME Program Participating Jurisdiction
Per Unit Per Month (Expenses)

Per Unit Per Annum (Expenses)

US Department of Agriculture Rural Development
Return on Investment

Single Room Occupancy

Tenant Based Rental Assistance

Total Development Cost

Total Loan to Value ratio (all debt)

HUD Uniform Property Condition Standards
Uniform Relocation Act

Vacancy & Collection Loss

Very Low Income
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1. Housing Market Analysis

Housing development occurs in a marketplace where there is a housing supply and
households that pay for the use of the housing. While housing needs analysis can help
you to understand the range and extent of housing needs in your community, needs alone
are not the basis for development decisions. Need is a “social” concept — our society
defines housing needs based on a social goal of providing decent, safe, sanitary, affordable
and accessible housing to all. However, housing is an economic activity. The economic
concept is “demand” rather than need — that people not only need or want it, but are willing
and able to pay for. Without the willingness or ability to pay, there is no housing
transaction.

Consequently, market analysis is needed to support the use of limited public funds for
specific housing projects. Applications submitted for DHCR/HTFC project funding must
include an independent market study or a market analysis. Market studies are required for
Tax Credit projects, but others can be supported by market information and analysis
assembled by the developer.

The goal of this chapter is to help applicants understand requirements and make better use
of the information provided by a market analysis or study, and also to avoid investing time
and money on projects that do not have sufficient market support to be considered for
funding.

1.1 What is Market Analysis?

With limited resources for the development of affordable housing, we need to make
informed judgments about the types and locations of housing that are needed. We can’t
predict the future of housing projects, but we can and must look at evidence in the housing
marketplace that lends support to the demand for additional units of housing. While in
most cases we don’t know the actual households that will occupy a proposed project, we
can do research to:

= Explore and quantify the characteristics of the segments of the population that are
the likely customers of a particular type of housing;

= Specify the type of housing that is most appropriate to serving the identified
housing demand; and

= Analyze the competitiveness and likely success of the proposed housing in the
current marketplace.

That is market analysis.

Franke Consulting for NY DHCR/HTFC 1
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1.2 What Are the Market Analysis Requirements?

DHCR/HTEFC requires market analysis for all projects, but the requirements vary
depending upon the size of the project and funding source:

= Market studies — Market studies are formal presentations of market data, analysis
and conclusions, typically by an independent professional, for a specific project or
type of housing. Market studies are required by pre-qualified market analysts for
projects requesting Low Income Housing Tax Credits (LIHC) from DHCR. (See
http://www.dhcr.state.ny.us/ocd/forms/pdf/PreQual_Mkt Analysts.pdf.)

= Evidence of market support — When DHCR/HTFC funding is requested without
LIHC, independent market studies may not be required. However, market analysis
is still an essential element of project planning and the application for funding.
Independent market studies should be considered, although the analysis may be
done in a less formal and comprehensive manner by in-house staff. The evidence
of market support can include waiting lists, surveys or other customer information
collected by the applicant, along with information from existing studies or report.
See Chapter 5 of the Capital Projects Manual for guidance.

1.3 Why Is Market Analysis Important to Affordable Housing
Development?

Like other housing, affordable housing is developed and sold or rented in a marketplace.
Just because the conventional housing market does not, or cannot, deliver affordable
housing does not mean that low-income housing escapes the influence of market forces.
The success of an affordable housing project is determined by the supply and demand
conditions in the market, although the market is more targeted or focused on low-income
segments of the population. Since affordable housing resources are so limited,
DHCR/HTEFC cannot invest in housing that will not be quickly filled and remain full.

A basic misconception has long existed about affordable housing: “If we build it, they
will come.” Because we are confronted with enormous, almost overwhelming, needs for
affordable housing, some developers assume that any affordable housing can be quickly
filled. While this may appear true in extremely tight housing markets, nevertheless there
are vacant affordable units in many locations — units that were built in the wrong locations,
in unsuitable environments, at the wrong prices, offering the wrong unit types and
amenities.

The problem is: we mistakenly confuse need with demand. Need is a social concept;
demand is an economic concept. While we can all agree that all low-income households
need decent and affordable housing, each household still gets to choose how and what to
spend on housing. If we don’t deliver what they want and are willing and able to pay for
(i.e., demand), they may exercise other choices.

Franke Consulting for NY DHCR/HTFC 2
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While we may not agree with all of their choices, and their choices may be more limited
than the choices enjoyed by households of higher income, low-income people nevertheless
have choices. As we look to build affordable housing, we need to consider those choices
or options that low-income households have, and make certain that we provide what they
“demand”, not just what we think they “need.” That is why a market study or market
analysis is so important to affordable housing.

So market studies or analyses are not just a funding application requirement. They are the
source of critical information needed to inform our development funding decisions so we
can be sure to deliver what low-income people want and are willing and able to pay for.

1.3.1 What Will I Find In a Market Study?

1.3.1.1 What Are the Contents of a Market Study?

The contents and quality of market studies have varied widely, particularly in recent years
as the requirement for a market studies for LIHC applications caused a substantial increase
in the number of market analysts. However, there has been recent movement toward
enhancing the professionalism of the industry.

The National Council of Affordable Housing Market Analysts has developed a set of
standards for rental housing market studies, as well as a checklist." Although these
standards are only advisory, a quality market study should contain all of the critical items
listed, although the organization of the study report may vary.

1.3.1.2 What Are the Results or Conclusions of a Market Study or Analysis?

Market analysis and market studies evaluate historical trends and current conditions in
housing supply, housing prices, and population to make professional predictions regarding:

=  Whether there is sufficient demand among income and age qualified households in
the market to support a project or type of housing under consideration; and

=  Whether the project — its unit mix, amenities and rents — are competitive with the
housing existing in the marketplace.

Market studies and analyses utilize a combination of data sources, including Census and
Census updates, local economic and housing market information from a variety of sources,
data from comparable projects, and any available information on potential
applicants/occupants. When completed, the market analysis should address:

= The size, location and boundaries of the selected geographical target area known as
the “primary market area”;

= The depth and breadth of housing demand;

' Available at www.housingonline.com, link to “Market Studiess/NCAHMA” and then to “Recommended
Standards”.
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= The supply of competitive housing and how the proposed housing compares to the
competition; and

= Conclusions about the marketability of the project, including capture rates,
absorption rates and marketing challenges.
1.3.1.3 What Are the Key Sources of Information?

Good market studies rely on a mix of primary and secondary data to create this picture of
the supply and demand characteristics of the local market. Primary sources of
information include:

= Surveys, interviews, applications, waiting lists and other information obtained
directly from or about potential consumers (demand); and

= Surveys or direct contact with rental agents, property managers, lenders and other
professionals in the housing market about the competition (supply).

Secondary sources of information include:

= (Census data

= Updates and projections of Census data by third party research firms

= Local housing office records

= Consolidated Plans

= Local comprehensive plans and other planning documents

= Real estate agencies (MLS & rental data)

= University and research centers

= City planners

= Appraisals and other market studies

Additional secondary sources that are specific to the affordability analysis for low and
moderate income households (and available for most metropolitan areas, as well as some
counties and smaller communities) include the following:

= HUD CHAS database: housing issues by key income levels (30%/50%/80%
AMI): http://socds.huduser.org/scripts/odbic.exe/chas/index.htm

= NLIHC Out of Reach Database: analysis of required wages to afford housing
costs: www.nlihc.org/oor/oor_current/

= National Housing Conference -- Center for Housing Policy — housing costs and
workforce wages for 64 occupational categories: www.nhc.org/chp/p2p/

Whether you are doing in-house market analysis or hiring a market study analyst, make
sure your analysts have compiled and analyzed data from primary sources where available,
rather than simply relying on existing studies by others. If you have any primary
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information on the potential clients — from community group meetings, membership
surveys, or other source — be sure to provide those to the analyst. While market study
prices generally do not include original surveys of potential customers by analysts, the
analysts should be able to incorporate any data you can make available. Analysts are
expected to collect data directly from comparable projects.

While the Comprehensive Plan developed by your local or State government is a good
source of information for your preliminary needs assessment, a professional analysis will
include examination of the original census data itself and reach its own conclusions.

The Consolidated Plan needs assessment should support the market study, but not be the
basis of the market conclusions. Also, the project that you ultimately decide to develop
will have to be consistent with the priorities of the ConPlan in order to be eligible for
Federal funding (HOME, CDBG, ESG and HOPWA).

1.3.2 When Should I Do the Market Study or Analysis?

The best time to do a market study is at the very beginning of the process — when you have
just identified a potential project or parcel, and want to consider the best development
options for the site. You want to do the market study before your plans are finalized, but
you have some sense of the desired uses and likely funding sources (as these define the
income band of affordability.)

However, keep in mind that market studies have to be current at the time of application
submission. So, in order to get information upfront in the project planning process, while
still have current conclusions at time of application (which might be many months or more
than a year later), a two-step process is recommended:

1. Preliminary analysis — conduct the analysis of market trends, general demand
analysis, and the inventory, analysis of supply, and (if the project location and type
is known) the competitiveness analysis early in the planning process;

2. Confirmation and conclusions — Just before application submission, finalize, update
and confirm as needed the analysis so that the analysis is current and fully
addresses and supports the unit mix and rent levels that are to be in the proposal.

If you are further along in the planning of your project, you still should complete the
market study as soon as possible, and be open to the results of the study, as they may point
you toward important changes in the project plan.

If you complete the market study just before the funding applications are due, you have
lost much of the utility of the market data. The study has become merely a costly
application requirement — and you run the risk that its findings might undermine
everything you have done to plan the project.
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1.4 Interpreting Rental Market Study Results

If you are paying a market study professional for their analysis and judgment, you expect
their analysis and professional judgment with regard to the following areas:

= Determination of the market area
= General market trends that may affect your development
= The size of the your target pool of customers

= How your project compares to the competition

If you are conducting the analysis yourself, you still need to be able to answer the same
questions, although the burdens of data collection and analysis are somewhat less.

1.4.1 What Is the Market Area and How Is It Determined?

The analysis must include a delineation of the geographic market area. Market analysts
define the Primary Market Area or Effective Market Area as the geographic area from
which a substantial majority of the customers are expected to be drawn. In other words,
what is the area from which you can expect to draw most, but not necessarily all, of your
customers?

Market Areas are defined by expected patterns of consumer behavior, not political
boundaries. The key determinant of market area is on how far typical consumers will
move to take advantage of a particular housing opportunity.

Market areas don’t necessarily correspond to jurisdiction or agency service area
boundaries. Urban market areas are likely to be smaller than a city’s boundaries for most
generic housing opportunities. In rural areas, it might include multiple smaller
communities, or even parts of proximate counties.

Market Areas generally are delineated by natural (e.g., rivers and mountains) and man-
made (e.g., roadways, political, socio-economic and cultural) boundaries.

Consumer decisions often are influenced by identification with neighborhoods, church
parishes and school districts, and proximity to jobs, services and amenities. The choices
may also reflect familial, ethnic and cultural ties. These patterns are best determined by
past behavior. One method is to look at the previous addresses of occupants in comparable
properties. This should be analyzed for rehabilitation projects with an existing tenant
base.

For affordable housing, the concentric circle approach typical of consumer market research
is not the preferred method of delineating market area. Instead, due to the need to analyze
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Census demographic data, the use of Census tract boundaries is more often the appropriate
building block of Market Areas.’

For presentation purposes, a map clearly illustrating the Market Area should be included in
the study report.

The delineation of the market area is critical to the market study and its conclusions. The
pool of eligible customers cannot be determined until the boundaries of the market area are
delineated. If the market area is under-defined, then it might not fully reflect the potential
demand for your project. On the other hand, when the market area is defined to be larger
than is reasonable given human behavior, market support might be indicated by study data,
but the project is vulnerable to marketing problems and may ultimately fail. Some market
studies done late in a project planning process may propose a larger-than-reasonable
market area in order to justify or rationalize a development decision that has already been
made. For example, a market study for an elderly development that includes a multi-
community market area will be scrutinized carefully, because elderly households generally
prefer to relocate within familiar community areas.

Your observations and experience in your local community are relevant to the market
study. Notwithstanding this guidance and the professionalism of most market study
analysts, the delineation of a market area is still somewhat subjective. When hiring a
market analyst, be sure to share your perceptions and experience of how far people will
move to live in the project area. If you already operate housing in the market area,
examine the previous addresses of current tenants to gain some insight into consumer
movement patterns, and share this with the analyst. And, when reviewing a market study,
test it against observed patterns of movement, or ask potential customers living just within
the fringes of the market area whether they would consider moving to the proposed project.
If it seems highly questionable, then question it. You will not be served by faulty market
delineation.

1.4.2 What General Market Trends May Affect Your Development?

The second key category of information provided by a market study is an analysis of the
trends and conditions in your community that might affect the development. The general
demand for real estate in an area, including housing, is usually recognized to be largely a
function of three factors: employment, population (households) and income. The trends
of growth (or decline) in these factors help to predict overall demand for housing, and
create a context for analyzing vacancy rates and housing supply in the community.

There are four basic sources of demand for new rental housing units:

1. Movers within the market — Occupancy coming from normal unit turnover and
households looking for better or more cost effective housing is the primary
source of potential customers for a new or newly renovated project.

? Census tract maps are available by county at: http:/ftp2.census.gov/plmap/pl_trt/
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2. Net household growth, formation or aging — Population growth may be a
significant factor in some markets, but not in others. Even where population is
not growing, the number of households may nevertheless be increasing because
of the national trend toward smaller households. And for elderly housing, the
aging of the population may be contributing to a significant growth in the
number of elderly households even when the population overall is not growing.
The burden is on you to demonstrate that growth is significant and will impact
the size of the target pool of households during the development period.

3. Conversions from ownership — The entry into the housing market by
households who sell owner-occupied homes is not considered a primary market
factor for family rental units, but some conversions might occur within the
elderly housing market from elderly households no longer wanting or able to
maintain homeownership. Some studies suggest that this may be responsible
for 10 — 20% of elderly rental housing demand. A safe harbor assumption is
that up to 10% of existing elderly homeowners may be considered part of the
potential pool.

4. In-migration — Again, some communities may be experiencing significant in-
migration from other areas at a level, while others may not. In some
communities, the in-migration is largely attributable to immigration. National
trends suggest that that over one-third of the growth of households during this
decade will be from immigration. If in-migration and immigration are
significant factors, particularly where targeted subpopulations are moving into
the market area, this may contribute to project demand.

Whenever any of these last three sources (household formation, conversion or in-
migration) is included in the estimate of the customer pool as discussed in 1.4.3, adequate
support should be provided of the significance of this factor in the local market area to
justify the inclusion in the estimates.

1.4.2.1 Overall Population and Household Trends
Market analysts should examine overall population and household trends within the market
area. Key data are:

= Population by Age (cohorts)

= Households by Age of Householder

= Households by Tenure (i.e., renters vs. owners)

= Renter Households by Age of Householder

= Renter Households by Household Size

Since the household is the economic unit purchasing housing, household trends are perhaps
more significant in this analysis than population trends.
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Typically, these data elements are noted for 1990 and 2000 (and perhaps a Census update
to the current year and five-year projections) in table format. The percentage change
between each date is to be noted as well.

Sources of data for this analysis tend to be:

= 1990 and 2000 Census data, supplemented by the CHAS data available from HUD
which analyzes key HUD-eligible income levels (at 30/50/80% of Area Median
Income.) (Please note that CHAS data books for 1990 and 2000 are available from
HUD to analyze the changes in households by HUD income categories.)

= A nationally recognized demographic provider (e.g., Claritas and ESRI Business
Information Solutions, etc.) for the current year estimates and 5-year projections.

As we get further and further from the 2000 Census, the need to update or project Census
data becomes more critical. The projections should address the expected date of bringing
the project into occupancy. A project proposed today may be entering the marketplace in
one to two years. Projections, if used, should be defensible.

Consider key trends. Is population growing, static or declining? Is the population aging
or are there significant numbers of households with children? Is the distribution of owners
and renters changing?

Some of the key nationwide demographic trends that are projected for this decade include:
= Aging of the population, particularly among non-minority households;

= The increase in households being largely in single person households and
households without children; and

* The increase in minority and immigrant households as the majority of household
growth.

These national trends may or may not be reflected in your community. The analysis
should identify whether these trends apply.

In some areas, significant in-migration can be considered as a distinct and separate factor
contributing to overall demand, especially when that in-migration is significantly
concentrated in the low-income range.

1.4.2.2 Household Income Trends

The distribution of Household Income within the Market Area is a very important part of
the analysis, as most assisted programs have income eligibility limits. Growth in the
number of low-income households is an important consideration, even when overall
growth of the population might not be visible.
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The distribution should be analyzed for 2000, and (where available from projections) for
the current year and 5-year projections. The 2000 median household income among all
households, owner households, and renter households should be noted.

For this analysis, income cohorts of no more than $5,000 should be used, when applicable
and where available. Households with income over $50,000, or the applicable maximum
eligible income, usually can be condensed into a single cohort for this analysis without
impact.

Some key data sources include:

= 2000 Census data available from Census 2000 Summary File 3 (SF 3), Table
HCT11.

= The ConPlan may be a useful source of information for this analysis, as estimates
for the ELI/VLI/LI (30/50/80% AMI) populations are available for 2000 via the
updated special tabulations of the CHAS Data (see
http://socds.huduser.org/scripts/odbic.exe/chas/index.htm.)

Keep in mind that the indicated “income band of affordability” as will be discussed below
very seldom is in round thousands of dollars, and so won’t match up with the income
cohorts. Interpolation must be done. Straight-line interpolation is the accepted practice,
unless there is documented evidence for skewing. For example, if the income cohort is for
$15,000 - $20,000, and the maximum income is calculated as $19,500, then 90%
($4,500/$5,000) of the households in that category should be included in the count.

1.4.2.3 Employment and Economic Trends

It is important for the market analysis to consider any prevailing economic and
employment trends and major changes from year to year. Job opportunities and economic
growth can directly affect housing markets. The lack of job opportunities and economic
growth raises questions about the need for additional housing units. Relative economic
strength and job growth usually lead to future higher incomes and greater demand for
housing units. Stagnation and job loss would point to softening demand and ability to

pay.

A market study should document the following:

= The major employers in the immediate area, the status of the employers in terms of
growth and stability, the approximate salary range of the employees, and the
approximate number of employees earning income within the appropriate income
range for residency at the proposed development.

= The overall MSA/County distribution of (non-farm) employment by major industry
classification (e.g., Mining — 9.5%, Construction — 24.5%, etc.).

= The average annual number of persons employed and unemployment rate (for the
past five years), with particular focus on the number of persons employed and
unemployment rates for the most recent month (because monthly data is not
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seasonally adjusted, the study should note the number of persons employed as well
as the unemployment rate for the corresponding month in the previous year.)

You will probably be confronted with a large volume of economic and job data. The
important thing is to look at the overall conclusion of the analyst: do economic trends
point toward a strengthening or weakening of demand for housing units for your market?
These trends may be critical to the future viability of your housing development.

1.4.2.4 Overall Housing Market Trends

The market study should include an analysis of the overall housing market, and the general
trends in housing supply, vacancy rates and pricing (rents). This analysis of overall
housing market trends (and the underlying survey) should establish the basis for
identifying and analyzing the competition, and determining how the proposed project will
compete in the marketplace.

While Census data comprise the basis for analysis of the overall market, including
numbers and types of units, much of the housing market data is time sensitive and must
come from more current and regular real estate sources. This would include vacancy
information, housing starts, rental and for-sale pricing and housing in the pipeline (i.e., in
planning or development.)

Much of the data on the “competition” must come from a survey of the existing rental
housing product within the Market Area.

The survey should include market-rate properties, plus all subsidized developments and
Tax Credit developments in the market area. (A survey of available single-family rental
homes within the Market Area should be included if the proposed development includes
single-family rental homes.)

Survey data should be aggregated separately for: (1) market-rate and non-subsidized Tax
Credit projects; and (2) government subsidized developments with rental assistance.

The market study should provide, in table format, the distribution of units, and vacancy
rates by unit type (i.e., number of bedrooms). It should also include a distribution of
market-rate and non-subsidized Tax Credit developments and units by year
opened/substantially renovated.

The study should note the median rents by unit type for the market-rate and non-subsidized
Tax Credit units. In determining the median rents, the collected rents at each property
should be adjusted to a gross rent basis, using the local housing authority’s Utility
Allowance Worksheet (and included as an Addendum.)

In addition to the table summaries, the analysis should include a narrative summarizing the
overall condition of the rental housing market within the Market Area, including:

= Absorption rates experienced at all properties opened within the past 3 years
=  Waiting lists

=  Rent concessions
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= Vacancy rate and rental rate trends
= Seasonality of the market

= Under construction or planned rental housing development

The study should also identify any significant housing developments in the planning stages
or under construction, or if there are none in the pipeline, provide a statement to that effect.

The actual survey is an Addendum to the Market Study. The effective date of the survey
should be clearly noted.

A map (scaled for distance) illustrating the location of each property surveyed and the
subject property should be included with the survey.

The conclusions of this survey and the housing supply analysis should be an indication of
how the proposed project compares to existing units — a key indicator of the likely success
or failure of the project.

As you review a market study, consider the projects included in the survey. Do they
accurately represent the local rental market? Are they the most likely competition for
your project? How does your project compare? What does their success in rents and
occupancy levels predict for your project? Can both you and they succeed in the
competition for tenants?

1.4.3 What Is The Size of the Pool of Potential Customers?

The next critical element of market analysis is the determination of the size of the pool of
potential customers. The determination of the customer pool is one of the key pieces of
data used in the determination of the capture rate — one of the major pieces of information
used by DHCR/HTFC underwriting staff (see the discussion of conclusions below.)

1.4.3.1 The Market Area Household Base

In the previous section, the overall population, household count and growth trends were
examined. In general, the household count is the critical data element for the analysis of
the pool of potential customers, since the household is the economic unit purchasing
housing. Each household should represent the purchase/rental of one housing unit in the
market. The market study should attempt to provide the best estimate of the number of
households that will exist in the market area at the time the project is ready for occupancy.

In markets without significant population growth, the impact of growth on the total number
of households between now and the opening of the project is not likely to be a large
number. Growth probably should not be considered the primary basis for development of
additional units. The analysis should focus first and foremost on current population, and
the 2000 Census data is presumed to be sufficient in a stable population environment.
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However, there may be markets where it is reasonable to expect significant changes in the
number of target households, and include the projected changes in households in the
analysis, particularly when the housing is projected to be ready for occupancy more than a
year from now:

= Elderly housing — in cases where the overall elderly population is expanding at a
significantly greater rate than the population;

= Small household formation — in cases where new household formation is occurring
at a rate that is significant;

= Growth areas — in suburban or urban areas experiencing documented growth
patterns, including urban gentrification areas; and

= Declining populations — in urban markets where the trends point to significant
declines in population and households.

In these cases, it is reasonable for the market study to project the change in target
households from the time of the data base (2000 Census or updated Census projection) to
the expected time of occupancy of the project. Otherwise, projections to the date of
occupancy are not necessary.

1.4.3.2 Customer Profile(s) or Demographic Segments

The overall household base also needs to be reduced to reflect the characteristics of
targeted customers, including age, tenure, family composition, and other demographic
characteristics. This step in the analysis is sometimes referred to as “demographic
segmentation.”

Customers may be targeted in several different ways:

» Tenure — For a family rental project, the likely pool includes existing renters, but
not owners, who are unlikely to give up ownership to enter the rental project.
Some elderly homeowners may no longer be willing or able to maintain their own
home. Generally, you should include no more than 10% of the age- and income-
appropriate homeowners within the Market Area in the Senior Capture Rate
analysis, and existing homeowners should not be included in the Family Capture
Rate analysis.

= Family v. elderly — For a family development, even though age discrimination is
prohibited, elderly households are unlikely to be considered a primary market.
Age qualification in elderly assisted housing generally is permitted, and is not
considered discrimination. Therefore, the analysis should exclude the age segment
of the population not targeted by the development. The Senior Capture Rate
Analysis must focus on the targeted age group (e.g., age 62+ in the case of
federally subsidized units).

= Size of household — If the project consists of large family units, small households
might not be considered the primary target, and vice versa. It is reasonable for the
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primary market analysis to exclude the households that are disproportionately sized
for the planned units.

= Special needs populations — Housing for special populations are permitted to be
reserved or prioritized to the population without running afoul of discrimination
laws (provided that the housing is open to all persons in the special population, not
just the clients of a particular provider). It is appropriate in such cases to focus the
analysis exclusively on the targeted special needs group. See the later discussion
of special populations.

Look at the market study with your target population in mind. Did the study exclude the
demographic segments of the market area population that are obviously outside of the
target group? If not, the market analysis may overstate the size of the customer pool.
However, if the study carefully focused in on the target group based on key demographic
characteristics, then a higher capture rate still might be considered feasible.

1.4.3.3 The “income band of affordability”

Income obviously is a key determinant of the target pool for an affordable housing
development. It narrows the pool in two ways:

»  Maximum eligible and affordable incomes — Program income limits set a
maximum income above which no household is eligible for occupancy. This is true
of LIHC, HTF, HOME and most other public programs. However, if you are
targeting the housing to the lowest possible incomes, you should focus on the top of
the income band based on the proposed rents. For example, determine the
maximum income by multiplying the proposed rent (inclusive of tenant paid utility
allowance) multiplied by 12 and divided by 0.30.

*  Minimum affordable incomes — While everyone below an eligible income limit
might be eligible, the rents might not be affordable to some at the lowest income
levels, unless project-based rental assistance is available. Underwriters cannot
make assumptions about tenant-based rental assistance, as there is no guarantee that
applicants will have certificates. Therefore, a minimum income requirement is
used to establish the lower end of the income band. While we have 30% of income
as the definition of affordable housing, many low-income families routinely pay
35%, 40%, 45% and even higher percentages of income for housing costs. For
example, you may want to establish the lower end of the band of affordability by
multiplying the maximum rent (inclusive of tenant paid utility allowance) multiplied
by 12 and divided by 0.45.

Example: On an HTF project with a one bedroom renting at $325 per month and $25 in
monthly tenant paid utilities, the upper income limit would be $14,000:

$325+$25 * 12months /.30 = $14,000

A lower income limit is established by the requirement that a household not spend more
than 48% of their adjusted income towards housing costs or in this same case $ 8,750:
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$325 +$25 * 12/.48 = $8,750

The market study should focus on households with earnings between $8,750 and $14,000
as part of the potential pool.

However, not all households within the computed “income band” are appropriately sized to
fit within the units. For example, it is inappropriate to consider large households in the
customer pool when only 1BRs and 2BRs are being constructed. For an LIHC project, the
applicable maximum eligible income limit is based on the program regulatory standards
that population per household will equal 1.5 persons times the number of bedrooms.

For market-rate units that might be included in a mixed-income development, the market
study must make some reasonable determination of a maximum income level beyond
which a household will not likely be a participant in the rental market and this project. The
study should note the assumptions used in determining the appropriate income range for
the proposed market rate units.

When reviewing the market study results, consider the following:

= Did the analyst utilize an appropriate income band with minimum and maximum
incomes?

= Did the analyst adjust the pool for minimum and maximum household sizes?
= Was the proposed rent adjusted to include tenant-paid utilities?

= [f multiple rent levels are involved, did the market study note the appropriate
income range for each targeted rent?

1.4.3.4 Considerations for Targeted Special Populations

For housing with predetermined client groups such as special populations, certain elements
of the extended Market Analysis will not be necessary. If the proposed project is to serve
people with special needs, the market analysis should focus on these residents, and rely on
public or service provider data bases and analyses to specify the target population.

General market study data is not as valuable as the primary data available from service
providers and others working with the special population.

Market studies addressing a proposed development serving persons with disabilities are to
include the 2000 distribution of Non-institutionalized Population with Disabilities by Type
of Disability. This data is available from the Census 2000 Summary File 3 (SF 3), Table
P41. The Consolidated Plan and the local Continuum of Care are possible sources of
information on some special populations.

Alternatively, a project that establishes a contractual relationship with a service provider

that guarantees a long-term demand for units in the development can rely upon
identification of the exact customers to be served (with privacy protected) or an analysis of
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the client base of the provider substantiating the adequacy of the pool of clients to fill the
project.

Market studies addressing a proposed development serving an age-restricted population
should conduct the analysis only for those age cohorts applicable to the proposed
development (e.g., age 62+).

1.4.4 How Does Your Project Compare to the Competition?

Market studies should include a survey of existing rental housing in the market area, and
identify those properties considered most comparable. Comparable properties are those
developments with similar financing, developments serving the same target population,
developments offering similar amenity packages, and/or developments offering similar
rents. Both assisted and unassisted units should be examined as part of this comparison.

As arule, at least 3 market-rate properties should be included as Comparable Properties for
establishing Comparable Market Rent. Otherwise, Section 8 Fair Market Rents (FMRs)
will be used.

The study should include a table noting each income-restricted rental housing property in
the market area, its current vacancy rate, and anticipated vacancy rate at the subject
property’s projected date of stabilized occupancy.

For each Comparable Property selected, the following information should be provided in a
summary sheet format:

= Color photograph (of a representative residential building)

= Name, address, telephone number of the development

= Contact person, date of contact, and mode of contact (in-person or telephone)

= Year of opening and year of significant renovation (if applicable)

= Amenities (both unit- and project-related — see list below)

= Source of heat, water heating, and cooking (i.e., electric, natural gas, propane, etc.)
= Utility responsibility (i.e., tenant-paid or owner-paid)

= Number of units distributed by structure type (e.g., townhouse, garden-style, etc.)
and unit type (i.e., number of bedrooms and baths within the unit)

= Net (heated) square footage of units

= (Collected rents and estimated gross rents (including tenant-paid utilities based on
the applicable Utility Allowance)

= Vacancy rates by unit type
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= Public program participation (e.g., HUD Section 8, RD Section 515, Tax Credit,
etc.), if any

= Tenant profile (e.g., family, elderly, persons with special needs, etc.)
= Waiting lists (the number of households or names on the list)

=  Turnover rate

= Absorption rate (if the property is less than 3 years of age)

= Distance from the subject property (in miles based on travel distance)

= Proximity to Community Services & Site Detractions — see below

Typical amenities that should be included for consideration are listed below:

Unit Amenities Project Amenities
Range On-site management
Refrigerator Community bldg/room ( _ net SF)
Dishwasher Laundry
Disposal Resident Business Center
Washer & Dryer Day care center
Washer/Dryer Hookups Exercise Room
Carpeting Swimming Pool
Window Coverings Playground
Patio/Balcony Tennis Court
Basement Basketball Court
Carport/Garage Racquetball Court
Intercom system Walking Trail
Security system Lake
Other: Other:

Access to jobs and services should take into account the following:
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TRAVEL
DISTANCE*
COMMUNITY SERVICES NAME FROM SITE
(IN MILES)
Major highways

Public bus stop

Major employers/employment
centers

Convenience Store

Grocery

Discount Department Store

Shopping center/mall

Schools:
Elementary
Middle/junior high
High

Hospital/medical center

Police

Fire

Post office

Bank

Senior center

Recreational facilities

Other:

Consideration of environmental negatives or detractions should include the following:

1.4.4.1.1.1.1.1 SITE AREA
DETRACTIONS

DIRECT DISTANCE*
FROM SITE
(IN MILES)

Active Railroads

Freeways

Natural wash areas

High tension power lines

Landfill/garbage dumps

Oil Refinery/Chemical Plant

Power Plant

Other:
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The market study should compare the proposed project to the Comparable Properties, and
determine competitive advantages and disadvantages that might affect the marketability of
the proposed project. Some of the key factors in the comparative analysis are:

= Rents — The analysis should determine the Comparable Market Rent(s) for the
proposed units, and establish the proposed development’s competitive rent
advantage over comparable properties. The study should include the comparison
tables used in the determination (e.g., HUD form 92273 or functional equivalent)
and an explanation of the methodology used. Market-rate properties in the market
area should be used in the Comparable Market Rent analysis.

=  Unit Configuration — The bedroom, sizes and configurations of units (including
accessibility by elevator, walkup or ground level) should be examined for
comparative advantages and responsiveness to market demand.

= Amenities — The analysis should address the comparative attractiveness of the
amenities package, both within the unit and the development overall, to identify
any competitive advantages or disadvantages.

= Location — The analysis should look at location factors, including accessibility, and
visibility, and the impact on marketability.

= Evidence of demand — The comparable projects should be examined to determine
whether the demand is sufficient for those units and would indicate adequate
demand for the proposed units.

In reviewing the results of the survey or comparison, you should consider the following
questions:
= Did the analyst identify all of the most logical comparable projects in the area?

= Was the comparison inclusive of all facets: i.e., rents, unit configuration,
amenities, location?

= How does our proposed project compare to the competition? Will we have a
competitive advantage or be at a disadvantage?

1.5 Examining the Market Study Conclusions
Based on the analyses described above, the market study analyst should present

conclusions about the proposed development’s strengths and weaknesses to predict the
project’s success or define how the project can achieve market success.

1.5.1 Is there sufficient unmet demand?

The answer to this question is usually determined through capture ratio analysis, which is a
core part of the underwriter’s analysis.
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The capture rate is determined by dividing the number of units in the proposed project by
the number of households in the primary pool, after adjusting for the number of assisted
units in the market area. A low capture ratio means that there are a large number of
households from which to fill the proposed units, and the project is more likely to achieve
success. High capture ratios mean the opposite, and raise the question about marketability
in the near term and long term.

1.5.1.1 Adjusting for Existing Assisted Units

While the capture rate or ratio is based on the relationship of the proposed number of
housing units to the total number of households that fit the income and demographic
profile in the market area, the capture rate should not be computed until the target
household pool is adjusted to reflect those in the income band that may already be in
assisted housing.

It is recognized that many of the assisted units — such as public housing, Section 8 housing,
Section 202/811 — have rent subsidies attached, and may serve households that are above
or below the calculated income band. However, DHCR/HTFC uses the conservative
assumption that all assisted units are available to the proposed income band, and adjusts
the demand downward by the number of assisted units. If the study proposes an
adjustment to reflect assisted units occupied by persons outside the income band, evidence
must be provided.

This approach requires a detailed inventory of assisted units, usually assembled through
discussions with the local government, state housing agencies, HUD, Rural Development
and the local housing authorities. Sometimes the local government has assembled a good
inventory for purposes of the Consolidated Plan.

1.5.1.2 Acceptable Capture Rates

There should be enough households in the target pool to ensure that the units will be able
to be rented. There is no absolute capture rate or ratio that must be achieved by all
projects. However, as a general observation, the smaller the percentage or ratio, the better
it is for the project. Some projects succeed with capture ratios as high as 20% (or 1:5),
particularly those with a well-defined target population. Others require capture rates of
10% or less, depending on the specific conditions. Some of the factors that are considered
in these borderline cases are:

= The extent to which the market study narrowly targeted the customers through
demographic segmentation analysis

= Qverall stability or growth of households in the local market area
= Stability of jobs and economic opportunities in the market area

= Level of occupancy or vacancy, and the length of waiting lists at comparable
projects
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Direct evidence of demand for this particular project, including current occupancy
(for acquisition/rehab projects), waiting lists or survey information from potential
customers

Availability of project-based operating assistance or extremely favorable rent
structures for this project relative to competing projects

Level of improvements, amenities, unit configurations and other factors that give
this project a competitive advantage over other projects in the market area

In other words, for borderline projects, the market area must have overall favorable
conditions for stability and growth, and the project should have a distinct competitive
advantage. Primary data support (i.e., information from and about the potential
customers) is also important to making the case for borderline projects.

In reviewing the market study conclusion:

Is the market area reasonably defined?

Did the analyst correctly identify the income band of affordability as described
earlier?

Did the analyst adjust for household size and other demographic characteristics of
the target households?

Did the analyst adjust the gross demand for existing affordable units in the market
area?

Is the capture rate within DHCR/HTFC parameters?

1.5.2 Whatis the Predicted Market Success of the Project?

1.5.2.1 Rent Competitiveness

To determine if the project will be competitive, DHCR/HTFC examines the proposed rents
relative to “street rents” in the market area. The market study is reviewed for its
conclusions about the street rents for comparable unassisted housing units. The key
determinant for this part of the analysis is that the proposed rents should be below
comparable street rents. The proposed rents are also examined in relation to local Section
8 Fair Market Rents (FMRs).

In some cases, there may be justification for the proposed project rents to equal or be
slightly higher than street rents, particularly when the comparable housing is substandard
or lacking in the amenities of the proposed project. However, the evidence in such
situations is examined closely.

1.5.2.2 Absorption Rates

Market studies usually project an absorption rate, and also estimate a stabilized occupancy
rate (e.g., 95%, 93%, etc.) and turnover rate for the subject development as proposed
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(using proposed operating budgets, if available, or standard operating data.) The
absorption rate or period is the estimate of how long it will take to achieve sustaining
occupancy of the project upon completion of development. (The subject property’s
absorption period is considered to start as soon as its first unit is certified for occupancy.)
It is based on the capture ratio analysis, along with an assessment of household mobility
and growth in the market area. The resulting conclusions are expressed either as a number
of units per month that are expected to be rented and occupied, or a total number of months
to reach the sustaining occupancy level.

While DHCR/HTFC does not specify absorption as a required element of the market study,
it is nevertheless essential to the developer because it helps the developer to estimate the
initial operating deficit or rent-up reserve that is required in the development budget. It
also helps the developer to address slow markets through more aggressive and early
marketing.

Similarly, projected turnover rates for the subject development will help the developer to
anticipate the level of ongoing marketing and size of waiting list that will be needed over
time to maintain sustaining occupancy. It also may affect vacancy/collection loss
projections in the operating budget.

If the anticipated absorption rate causes the proposed development’s initial absorption
period to extend beyond one year, “replacement absorption” (i.e., the need to re-rent
vacated units due to tenant turnover) needs to be factored into the Analyst’s projection.

For renovation projects, the study should take into consideration the anticipated number of
existing (program-eligible) residents who will elect to remain at the property through its
renovation, or return after rehabilitation. With respect to the anticipated absorption period
of renovation projects, the study should offer the projection in two ways: (1) using the
anticipated retention level; and (2) using the assumption that no residents will elect to
remain at the property.

If an unusually slow absorption rate and/or unusually low stabilized occupancy rate is
anticipated, the study should identify market-related or product-related issues that produce
this conclusion, and include recommendations (if any) as to how the proposed
development could be better structured to succeed within the market.

1.5.3 What will the impact be on existing affordable housing in the
market area?

Market studies look at the competition primarily to determine how the proposed project
will fare against the competition. Obviously, competition is an important concern.

However, newer projects sometimes can attract customers out of other affordable housing

projects, and have a negative impact on those pre-existing projects. This is an important
public lending issue, as limited public funds should be invested only where they can meet
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“unmet” or incremental housing needs. The public good is not served by funding new
units that only drain older assisted units of their tenants, or two publicly assisted projects
needing to compete for the same limited pool of customers. Such scenarios increase the
viability risk of the proposed development or the pre-existing developments.

To estimate the impact of the proposed development on the existing market, the following
should be considered:

= The amount of unmet demand for affordable housing in the market place relative to
the existing supply of affordable housing and the proposed addition to supply
(which is determined by reducing the target customer pool by the number of
assisted units);

= Current affordable housing projects in the funding or development pipeline, and the
timing of the absorption of those projects relative to the proposed project; and

= QOverall market need for incremental or replacement units.

1.5.3.1 Impact on the Market Area: the Need for Incremental Housing Units

While the primary focus is on affordable, assisted units, DHCR/HTFC also has to consider
whether additional units in the market area are indicated by the study data. In many
upstate markets, stable or declining populations would discourage the need for additional
housing units, but might support a strategy of rehabilitation or replacement of substandard
units. The production of incremental assisted units in such an environment might cause
additional vacant and abandoned structures, which would have a negative impact on the
proposed project and the market area overall. The need for additional units in the market
area is evaluated by considering:

= Number of boarded or abandoned housing units

= Number of substandard housing units

= The occupancy rate in the target area

= The type of housing demanded (as reflected in unmet demand)

= Financial constraints

It is reasonable to focus on new construction if factors (a) and (b) are low as compared to
factor (c), and if the type of housing is not available in the existing housing stock.
However, it may be advisable to focus on rehabilitation if factors (a), (b), and (c) are
sufficiently high, and if the type of housing matches the existing housing stock in need of
rehabilitation.

1.5.3.2 Impact on Projects in the Pipeline

The market study should also note income-restricted or affordable housing projects in the
pipeline that are expected to come on line before or at the same time as the proposed
project. This affects the absorption rate analysis, as noted below.
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However, there is a larger concern for DHCR/HTFC that assisted projects not compete
with one another for a limited pool of customers. If the creation of additional units
through the proposed project, can be anticipated to have a direct, negative impact on the
marketing of a project under development, or vice versa, then that cannot be considered a
responsible investment of limited public funds for housing.

1.6 Market Analysis for Homebuyer Projects

The foregoing discussion has focused primarily on rental projects, where the market study
takes on special importance because of the need for evidence of sustainable demand.
Rental projects not only have to fill the project on completion, but maintain full occupancy
over the life of the loans and restricted use periods.

Homebuyer programs or projects tend to be different in several key respects:

= Homebuyer programs/projects can more narrowly focus on the initial buyers, with
less attention to resale or long-term demand than rental housing.

= Homebuyer programs/projects tend to have fewer units, and are typically multi-site
projects (except for single building condominiums) that are able to be built in
phases as demand dictates.

= Homebuyer programs/projects often proceed with construction with the buyers
identified in advance, not only to ensure a ready purchaser, but also to permit the
purchaser to be involved in the selection of finishes and final details.

= Because of counseling and downpayment requirements, sponsors often have a
ready pipeline of buyers that have moved through the qualification process over
several months or even years to become ready.

=  Unlike rental, where LIHC, bond or other lending programs require market studies,
homebuyer funding sources generally permit market analysis in lieu of third-party
market studies.

If these factors apply, homebuyer markets studies or analysis can be focused on primary
data from a pipeline, waiting list or counseling referral program. In such cases, the market
analysis is used to:

= Define market or service area — Market areas for affordable homeownership
projects tend to be larger than market areas for rental projects. Buyers tend to be
willing to move further than renters in order to own. Depending on the availability
of affordable homeownership opportunities and eligibility criteria, a homebuyer
market area might be multiple neighborhoods, community wide, or even multiple
communities.

= Establish basic program criteria — Homebuyer programs need to take into account
primary mortgage underwriting criteria, so the income requirements and other
qualification criteria can be different than rental. Credit scores and other mortgage
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qualification factors need to be included in the analysis (and the understanding that
many first time buyers need time to build credit and funds for
downpayment/closing costs.) Also, public funding criteria might impose first-time
buyer requirements.

= Segment the market — Again, the homebuyer market is narrower than the rental
market. The focus needs to be on first-time buyers, even if the program doesn’t
restrict the program to this, as the first-timers are the largest portion of the pool.
Segmenting first time buyers requires analysis of the renter pool. Also, the focus
needs to be on household sizes in relation to the size of the unit.

= Analyze the competition — The competition is other entry-level homeownership
opportunities, but it is also rental housing, which remains the primary alternative
for most homebuyers. One of the key differences in other entry level homes is the
condition of such properties. Usually, the homebuyer project is delivering new or
rehabilitated properties, while entry level homes are often older with deferred
maintenance and shorter useful life issues.

In the end, programs and projects with well established counseling programs, buyer clubs
and waiting lists make it easy to demonstrate market support. Those without such access
to ready clients and primary data will have to conduct a more careful analysis of the renters
in the local market that might have the credit scores, liquidity and interest in becoming
homebuyers.

1.7 Market Analysis for Special Populations

In almost all cases, market analysis for housing for special populations is a focused
analysis rather than a broader market study. There is no relevance to looking at larger
market pools when the special needs narrowly define the target population. Some of the
key issues for the analysis are:

= Service area — While market studies tend to define market areas without regard to
jurisdictional boundaries, the service areas of the public programs or service
providers assisting a special population often become a practical limitation on
market area.

= Defined client listings — Many special populations are served by public agencies or
service agencies, so the pool of potential customers comes from a discrete list of
clients of the various agencies serving the population. The knowledge of this
population is finite and specific — often knowing exactly who needs the housing
proposed. Therefore, analysis of these primary sources can be the principle focus
of the demand analysis.

= Service needs and service providers — In many special housing environments, the
goal is to establish a living environment where persons receive services that are
needed to live successfully in that environment. From a fair housing perspective,
housing cannot be limited to one service provider, but needs to be open to anyone
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with the qualifying need or disability. The source of services cannot be restricted
to one provider, but may obtain the needed services from any source. Therefore, it
is important that the analysis be of all households with the targeted need in the
service area, not just the primary provider.

= Privacy concerns — Because of fair housing and medical privacy concerns, access to
some of this data may be limited, and users of this data should be careful to define
and limit its use and disclosure.

= Competitive analysis — It is important to inventory all projects within the larger
service area that provide housing and services to this population, but it is also
important to try to analyze independent living arrangements where services can be
delivered to the individual. How much of the client base lives independently with
services accessed in the community rather than delivered in a service-enriched
residential setting?

The decision to provide service-enriched housing to persons and households with special
needs does not relieve the developer of the need to do market analysis. It just focuses the
analysis on the specific population that is proposed to be served, and may open up more
primary data that eliminates the need for broader market “pool” analysis as required for
generic rental housing.
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2. Project Selection

If a site has not been selected, focus these questions on general locations. Pick
neighborhoods, and then focus in on sub-neighborhood areas or perhaps several blocks.
Then focus in on specific development opportunities. Don’t jump at the first opportunity.
Take time to compare the pros and cons of each site.

= The location must be suitable for the population it will serve.

The location has to be accessible and suitable for the intended population. It may
seem obvious, but consider transportation needs. Do prospective tenants have cars?
If so, will the site accommodate sufficient parking spaces? If they do not have their
own transportation, can public transportation be arranged?

It must be accessible to places that provide for their needs. Is it close to a grocery
store, discount department store, churches, social service agencies, schools and
health care?

Is it too close to notorious areas: busy, noisy bars; places with a high crime rate;
reputed drug-dealers’ territory? Talk with neighborhood and customer groups. If
they indicate the site is a problem, ask for their suggestions. If problems seem
overwhelming, look for another site or property.

Bottom line: The location should be suitable for housing — any kind of housing. If
it is available for affordable housing only because it does not have other uses, are
we at risk of placing units in an environment not suitable for our customers?

= The location should not further concentrate poverty households and
minorities.

Often, nonprofits and local governments focus on redevelopment of areas that
already are significantly low-income in character, with concentrations of poverty
and minorities. If the location and project will only cause further concentration of
poverty households and minorities, it is not promoting housing choice, which is the
goal of fair housing and affirmative marketing. Look more broadly at the market
and opportunities to promote a diverse mix of housing opportunities throughout the
market. If you are committed to revitalization of a low-income area, then focus on
mixed-income strategies.

= The site or existing property must be suitable for the proposed development
size and type.

Is the proposed site appropriate for the development? Does it have the zoning
needed, or is zoning approval readily available? Is the project use compatible with
contiguous uses? Will the site support the density needed to make the project
feasible?
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When evaluating alternative properties, consider the acquisition price to include
any infrastructure, site improvements or environmental remediation costs required
to make the property suitable for development as the true total acquisition cost.

See the discussion of hidden acquisition costs in the next section.
= Neighbors may not welcome the development.

Refer to the guidance provided below.

Sort the possible locations and potential sites according to these factors. If an irrevocable
commitment to a single site has not already been made, the options should be left open and
the market study should proceed. The market study, or subsequent budgeting, may indicate
which site is the most appropriate and feasible for development.

2.1 Don’t Let the Project Pick You!

A lot of projects are offered to nonprofits because someone or some agency in the
community wants a project to happen, and they can’t find anyone else to do it. The
nonprofit becomes the “developer of last resort.”

Well, there may be some good reasons that no one else wants to do it. For example, there
might be some problems relating to the site or building, location or market that make the
project a high risk or financially unattractive to other developers. Chances are that there
are complications that make the project take longer and cost more.

Sure, there are a lot of good reasons to do a project that the community wants. But your
first obligation is to your organization. Don’t take on projects that could jeopardize your
survival.

If someone offers you a project, ask yourself:

= Whyme? Whose monkey is it? In other words, is someone trying to get the
monkey off their back and shift it onto mine? Is someone trying to get me to take
on their problem?

=  Will it fit? Is it a match for my organization’s capability? What’s the probability
of us being successful?

=  What’s it going to cost? How long is it likely to take? How much of my
organization’s resources will it require?

= What are my alternatives? What are the opportunity costs?
You may want to take a cue from for-profit developers, who look at multiple sites — 4, 5 or

more — before picking one. They understand that not every site or project is a good project
or a good fit for the developer. Why should you act differently?
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Don’t let the project pick you. Pick the project yourself to increase your chances of
success.

2.2 Compare Acquisition Costs of Different Parcels

A particular site or building might be available at an affordable price because it is less than
desirable. It may have water drainage problems that will be costly and problematic to
solve; it may have environmental hazards; it may be too close to a busy commercial area;
or the terrain may be rocky and difficult or costly to build or inhospitable for tenants.

If it is an existing property, there may be lead-based paint or asbestos problems that make
costs prohibitive. If an existing building is more than three stories high, you will need to
deal with elevator installation or repairs. If the building was a school or commercial
property, configuring units to meet the lender’s requirements and attract good tenants may
be a problem. The type of property you want may not be a good match for what is
currently available.

An architect and/or engineer should be involved early on to spot these kinds of problems.
The development team will need their services, and their skills could keep you from
making a costly mistake. What are your options if they spot trouble? Redesign the
building and landscaping or look for another site or property for sale? There is no such
thing as a bargain if the development budget is broken by costs to “make it work.”

The best way to analyze and compare the costs of alternative parcels for acquisition is to
make certain that the sites are comparable. Some sites are “shovel-ready,” while others
require a certain amount of work and additional investment to make them ready for
development. To be able to compare prices, all costs needed to make the site ready for
development should be included in the overall cost of acquisition.

Key components of the total cost to acquire and make a site ready for construction are:

= Acquisition Costs. Land or property acquisition costs normally match the price
paid to acquire property in order to undertake the project. If the land or building(s)
were acquired earlier, the sponsor will have to decide whether to estimate the value
of the land/building at the original acquisition cost, the current appraised value of
the property, or some other amount. In any case, acquisition costs are the actual
costs to be charged to the project.

In addition, legal costs need to be considered. A property with an unusually
complicated chain of title, a clouded title, or multiple sellers raises the effective
costs of that parcel.

=  Environmental Remediation. Some sites have environmental conditions that
need to be remediated before development can occur. The costs of such
remediation should be added in.
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Keep in mind that environmental issues can also add significant time to the
development process, and time is money in development.

= Site Preparation. Some sites have topographical and subsoil conditions that need
to be addressed to make the site ready for construction. Leveling and compacting
of sites that have excessive slopes, and the excavation or demolition of ledge
conditions that prevent foundation work are two of the more typical conditions that
are expensive to remediate.

= Site Infrastructure and Improvements. "Site improvements" refers to all of the
costs necessary to make the site suitable and ready for development. Land
improvements typically include: excavation for foundations or utilities; grading of
the site; installing on-site utility lines; any on-site roads, walkways or parking
areas; landscaping; outdoor lighting; or other permanent improvements to the land
other than the buildings themselves. Other costs that might be incurred to prepare
a site for construction or to put it in usable condition after construction might
include: demolition of existing buildings; removal of large amounts of earth to an
off-site location or moving earth from oft-site for fill and grading; remediation of
known environmental conditions on the site; and off-site utility or road extensions.

Even a rehabilitation project may have some land improvement costs to upgrade
utility connections, remediate environmental problems, or correct for site
conditions such as poor drainage.

Sometimes this category also includes the costs of surveys, environmental reviews,
soil borings and other site-related testing.

Bear in mind that the costs of land improvements will typically be included in an
overall construction contract, even though the actual work may be done by a sub-
contractor. Accordingly, these costs should be based on a contractor's estimate.

= Relocation. Relocation costs may be incurred when the property is occupied at the
time that acquisition occurs. Relocation costs may occur in voluntary moves,
involuntary displacement (such as for over-income occupants of a project that will
have income limits), and economic displacement. When Federal funds are being
used, legal occupants are entitled to the benefits afforded by the Uniform
Relocation Act, and, if they are low income, the additional protections of Section
104(d) of the Housing and Community Development Act of 1974 (known as the
“Barney Frank Amendment.” These laws require the provision of notices,
counseling, and financial assistance for moving expenses and incremental costs of
their new residences for a period of time. These costs need to be estimated, but
can be done only after some information about tenants and tenant incomes become
available.

Even if such protections are not afforded by law, the relocation of legal residents
usually entails legal and other costs related to the termination of tenancy.

= Demolition. This cost may be carried as a separate line or as part of the
construction cost. It is listed separately when the work occurs in a pre-
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development phase, or there is other reason to separate it from the general
construction.

If you add in all these costs, you have a better estimate of what it will take to make the site
ready for development, and it gives you a better basis for comparing different sites with
differing levels of readiness.

2.3 Consider the Impact of NIMBYism

Opposition to affordable housing is quite common, and can add substantial cost and time to
the development process. Sites should be evaluated for potential local opposition. Sites
that require rezoning, zoning variances, subdivision or PUD approvals, or special use
permits trigger public hearings and the opportunity for opposition to impact the process.
Where possible, select project sites that can be developed “as of right.”

Where such development is not possible, and public input will be required, evaluate the
NIMBY factor and its potential impact. Once potential opposition is recognized, deal
with it directly, quickly and honestly. Consider the following guidance from
organizations that have faced NIMBYism with success.

1. Anticipate: Consider the NIMBY response when selecting properties to develop.
Strong NIMBY response may delay the approval or even result in disapproval.
Ask yourself: am I willing and able to accept delay or even rejection of this site?
Or is there an alternative site that will enable me to provide affordable housing
without encountering such opposition? Do I really have to engage in this battle to
win my war for more affordable housing?

2. Be proactive: Make sure the community hears about your project from you first.
If you let the grapevine or rumor mill be the means of communication, you lose
control of the message and the information is likely to be distorted. You end up
not only defending your project for what it is, but also denying it isn’t. Both
nonprofit and for-profit developers and local officials must be prepared to spend
time marketing the concept to local residents. Have information readily available
and deal with NIMBY-ism in its early stages. Seek out the local newspaper
reporters and tell your story directly. Find allies in churches, social service
providers, and organizations that serve the intended residents of the development.
Nonprofit and for-profit developers should seek support from local officials before
proceeding with even the early stages of a development. Politicians have been
known to revoke building permits if public resistance is perceived as strong.
Enlist their support before opposition can sway them.

3. Puta face on it: As you reach out to explain your project, use the strategy
perfected by Ronald Reagan: convert the concept into a flesh and blood example.
Identify the beneficiaries...by characteristic, if not by name. Preferably, identify
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neighbors, people they can relate to. People have a harder time opposing
something that will benefit real people that they know.

4. Listen: Remember the Stephen Covey principle: “Seek 1* to understand.” If you
aren’t listening to them, then why should they listen to you? And, if they oppose
your project out of the gates, don’t take it personally. Chances are the feelings are
long-standing based on previous projects and events. You just happen to be the
next in line. Always remain polite, cordial, and respectful. And, above all, listen.

5. Respond: Validate their legitimate fears/concerns. Person have good reason to
be concerned about future events and activities; we all feel a bit of loss of control of
what is going around us. We aren’t necessarily causing the problems they are
concerned about, but we might be contributing to the growing problems and
concerns, and we may be able to help the community address them. Don’t
proselytize. You don’t need to convert them; you just have to gain their respect
and tolerance. Think and talk community: you want to be perceived as a good &
concerned neighbor. You want them to believe that you will be a responsive
neighbor after occupancy, working with them to protect the neighborhood...as you
should.

6. Negotiate: All of life is about compromise; so goes development. Borrowing
another Covey principle, think “win-win.” In the long run, we don’t win when
someone else loses. They will only be looking for ways to get even in the
future...and we have to continue to be their neighbors. Seek the 3" alternative —
the one where everyone gets a bit of what they want. And negotiate in good faith.
But don’t promise what you can’t deliver (see rule 7).

7. Deliver: Once you have completed negotiations, your life with the neighbors is
only beginning. Make sure you deliver what you promise, or they will never trust
you again. And, they will be stronger in their opposition to the next affordable
housing project. If not for yourself, do it for us!

Units of government should assist developers to understand the political and other
considerations they may face given the scope and location of potential projects. This
assistance goes beyond that provided regarding zoning and ordinances or other local
requirements that will impact the development. Units of government that are uncertain of
potential political or neighborhood considerations may wish to assist the developer to
identify concerns and reassure neighborhood residents and politicians.

2.4 Be Prepared to Walk Away

Development has a high opportunity cost. It diverts the organization’s attention and
resources from other activities. When you choose to undertake a project, it displaces
some other nonprofit activities that can’t be done at the same time. And, when you choose
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to do a certain development project, it may mean that other development projects cannot be
done.

If you start working on a particular site, and it ends up being much more of a commitment
of time and resources, or the feasibility of the project becomes questionable, you need to
ask whether or not to invest more time and money in this project, or seek another project
that will require less commitment or risk. A bad project may not be transformed into a
good project by the investment of more resources. And, other projects may not happen
while you divert resources to the risky and time-consuming project.

Another thing to remember is that bad projects that get built become a “brick and mortar”
legacy of a bad decision. If the project can’t be successful, if it will always look bad, then
your reputation cannot afford it. The consequences of changing your mind are less lasting
than the reputational damage of a bad project.

There is danger in the statement: “We’ve got too much invested to quit now.” Are you
sure you want this site and project to be your “bricks and mortar” legacy for all to see
decades from now? The selection you make will make you proud...or haunt you.
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3. Are You Ready to Be A Developer?

One of the fundamental questions is whether or not your nonprofit organization is ready to
be a developer. A second fundamental question is whether or not the project in question is
appropriate to your organization.

3.1 What Does It Take to Be a Successful Developer?

In part, success in development depends upon the developer being properly structured and
having the necessary resources and capabilities available to support development. Some
of the key organizational issues are:

= Organizational capacity — Development requires a range of skills, including project
management, team management, financial packaging, physical planning and
property management skills. The underlying expectation of the CHDO statute is
that CHDOs will build these skills in staff over time. Does your organization
currently have the staff skills, or are they adequately supplemented in the near term
by board members, consultants and partners? And, is there a plan to develop those
skills in house?

= QOrganizational structure — Is the organization structured so that the necessary focus
can be given to development projects, and so that the other ventures and services of
the organization can be separated from the high risks of development? Some
organizations use development committees for focus, others use subsidiaries to
achieve focus and risk insulation.

= Dedicated resources — Development requires money. Even if you are not going to
be investing equity in your projects, in the near term you will need funds to pay
bills until you can be reimbursed at a later closing. For example, you may need to
get site control (options) and pay for architectural, engineering, environmental,
legal and other consulting work needed to plan the project. Do you have funds
available for capital advance, and is it dedicated to development?

Although the guide that follows goes into some detail, some of the key questions for any
organization trying to assess its readiness to undertake a development project are:

1. Will development focus “displace” other activities? What are the “opportunity
costs” of undertaking development?

2. Are you structured to insulate your other activities from the risks of development?
Do you have a development subsidiary to separate the organization’s other assets
and programs from the risks of development?

3. Do you have the liquidity to meet project needs? Do you have at least 5 - 10% of
project total development costs (TDC) for upfront planning costs and ongoing
capital advances prior to closing and draws?
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4. Do you have the financial management procedures to safely manage this volume of
cash?

5. If your key development person leaves, are your development projects “dead”? Is
there anyone who can pick up the pieces? Have you done succession planning and
are you training people to learn more than their current jobs?

6. Should you consider partners &/or consultants? That will be a question addressed
in the next chapter.

These elements are discussed below, followed by a self-assessment guide.

3.1.1 Beyond the Dollars: The Opportunity Cost of Development

The issue of capacity is not merely one of whether you have staff and team members to do
the development project, as discussed in Chapter 5. Certainly, development has its direct
costs and risks, including the tremendous time and financial resources that are invested or
placed at risk during a lengthy development process.

But it also has indirect costs. Development is so time and resource intensive that it can
displace or limit other things that a nonprofit can do.

Economists call the displaced or foregone activities the “opportunity cost” of a decision.
In housing development, an organization is required to invest a tremendous amount of time
and resources to make a development project happen. But just as important are the things
that the CHDO can’t do as a result of making the choice to develop the housing project:

=  Are there other non-development activities that will be undertaken or might suffer
the loss of some of the staff and management time otherwise available to it?

= Are there other development projects that cannot be considered because of the one
you have chosen?

Foregone opportunities need to be considered as much as the direct costs, because these
choices affect what your organization can accomplish for the community. Is the
development role the right choice for the skills, capacity and interests of your nonprofit?

3.1.2 Subsidiaries: Insulation from the Risks of Development

Many nonprofits assume that the simplest and quickest way to develop is to use their
existing not-for-profit entity as the development vehicle. It may be convenient, but it also
contains risks for the CHDO. Sometimes, a separate entity — perhaps a not-for-profit or
for-profit subsidiary — is the more prudent approach.

Why should you consider a subsidiary or separate entity for development?

= Protect the parent from liability — Development has many risks associated with it,
and failure of a project could drain financial resources from other assets and
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On the

activities of the organization, putting the entire organization at risk. By creating a
subsidiary, the risks of development generally can be contained to the assets of the
subsidiary, without jeopardizing the other assets, programs and portfolio of the
parent.

Protect the parent’s nonprofit status — Some development ventures have non-low-
income components or are by nature are for-profit ventures. Undertaking these
projects within the parent nonprofit could jeopardize it nonprofit tax status.
Creation of a separate entity ensures no co-mingling of nonprofit and for-profit
revenues.

Funding requirement for a single-purpose entity — Some funding sources require
an entity that exists only for that project, in order to eliminate any confusion or co-
mingling of assets and liabilities of a particular development with the other assets
and programs of the sponsor. It also is necessary when there are unique “partners”
for a specific the project (e.g., LIHC).

Board skills and focus — Nonprofit boards are often a mixture of people with
different skills and interests to promote and oversee the broad range of public
benefit activities that a nonprofit might undertake. Housing development requires
specific skills and substantial financial risk, and some board members might not be
comfortable with their ability to oversee development activities. Creation of a
subsidiary with a smaller board that possesses specific development skills will
facilitate development activities while allowing the parent board to focus on a
broader range of charitable purposes and activities.

Board composition — Another advantage of the subsidiary is the ability to create a
new board that meets the CHDO statutory requirement rather than having to change
or add board members to the existing parent corporation board. However, you
have to be careful that the pursuit of one funding source doesn’t distort the original
purposes or structure of your nonprofit.

other hand, some of the potential costs or concerns of separate entities are:

Control — Creation of a separate entity, even if it is a subsidiary, means the transfer
of day-to-day control of CHDO activities to that entity’s board, and a loss of
control by the parent board.

Incorporation & annual filing costs — It will require legal and filing costs to create
a separate entity, and hundreds of dollars annually in accounting costs and filing
fees, including annual tax returns

Tax burden — For-profit activities can result in taxes due.

Arms-length transactions — Transfers of funds, provision of office support, and
staff assignments require accounting as formal third-party transactions.

Overhead and operating costs — Separate entities may also require additional
office, staffing, accounting and other overhead costs.
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» Meetings — Separate entities generally have separate boards, meaning separate
meetings, notices, records, etc.

= Lender treatment of separation — Some lenders do not permit a firewall between
the single purpose entity and its parent or sponsor, sometimes requiring guarantees
or cross-collaterization that transfers some of the development risk back to the
parent corporation.

So there are costs to using subsidiaries, but also some potential benefits of risk
management. If you are not going to create a subsidiary to oversee development and
operation of projects, then you should at least consider the creation of a development
committee within the organization to oversee development.

Additional information about subsidiaries and legal structure is in Chapter 5.

3.1.3 Creating the Liquidity Needed for Development

Generally, affordable housing projects do not require the investment of equity capital.
Equity is invested where there is expectation of a positive net cash flow from property
operations to pay a reasonable return. Affordable projects tend to be structured to yield
little or no net cash flow (other than the minimum levels required by debt service coverage
and other underwriting criteria), so there is little or no incentive to invest equity. Tax
Credit projects are the exception, but the return on that investment comes from the Tax
Credits, not cash flow.

Even though long-term equity investment is unlikely in affordable projects, short-term
investment of capital (commonly called “capital advances”) is needed to meet the financial
requirements of a project in advance of other funding sources becoming available. The
heaviest capital advance requirements occur during the early planning stages, and become
less significant after loan closings have occurred.

As a general rule, you should assume that these capital advances are going to approach 5 —
10 % of your project’s total development cost. Do you have that level of funds available to
pay bills? And is it dedicated to development?

3.2 Self-Assessment Guide

Following is a guide to walk you through a self-assessment of your organization’s capacity
to develop.

= Part 1 is an outline of a series of questions designed as a general assessment of your
organization and its capacity to develop, divided into sections on:

o Organizational structure,

o Capacity to develop,

Franke Consulting for NY DHCR/HTFC 37



2008 Development Seminar Series

o Project management, and
o Financial management.

= Part 2 is a series of questions regarding how a possible project might impact an
organization, to determine the compatibility of a particular project with your
organization.

These should be used only as a guide for staff and board to discuss their readiness for
development overall, and for a project in particular.

Franke Consulting for NY DHCR/HTFC

38



2008 Development Seminar Series

Part 1: Assessment of Organizational Readiness to Develop

1. Organizational Structure

Yes

Need to address

Corporation Status:

Is the organization incorporated & nonprofit status intact (if appl.)?

Are you in good standing with state agencies?

Have you made all required tax filings?

If you are going to use a single-purpose entity or other new entity for
development, has it been created?

Corporate Planning:

Do you have a strategic plan or mission that identifies housing
development as a key activity?

Membership:

Is the membership active and in support of housing activities?

Does the organization reach out to recruit low-income beneficiaries as
members?

To what extent has the organization made efforts to recruit members
with relevant professional skills?

Corporate management structure:

Are the corporate lines of authority for development activities clear?

Does management have the ability to manage additional activities?

Are policies & procedures in place governing development activities?

Are personnel policies and performance appraisal systems in place?

Does the organization have a conflict of interest policy governing
employees and development activities, particularly in procurement of
contract services and the award of housing units for occupancy?

Corporate Liability:

Does the organization have adequate liability insurance, directors and
officers insurance, and fidelity bonds for those who handle funds?

Does the organizational structure separate housing development from
other corporate activities — e.g., development subsidiary, independent
development entities, separate portfolio management entity, or other
legal firewalls?

Rating: With regard to organizational structure, our organization rates:

We are fully ready to take on housing development
We are ready to take on many kinds of development
We can do limited development, but need to grow
We need to develop capacity in this area

We're not ready

— N W A W

Comments/changes required:
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2. Board, Staff & Development Team Capacity

Yes

Need to address

Board Composition/Capacity:

Do board members have professional skills directly relevant to housing
development (e.g., real estate, legal, architecture, finance,
management)? What efforts have been made to recruit such board
members?

Has there been stability/continuity of board members over the last
several years?

Does the board have a committee structure or other means of overseeing
planning and implementation of development?

Has the board demonstrated the ability to make timely decisions?

Is there a good relationship between board and staff? Do they have
shared goals for the organization?

Staff skills: Do staff have adequate skills and training in the following
areas:

- management of housing development

fundraising/grantsmanship

- oversight of design & construction

- marketing & intake

oversight of property management (if rental housing)

Training: Do you provide adequate opportunities and encouragement
for staff to receive training and expand their development skills?

Use of Consultants:

Do you have access to experts beyond your staff in housing
development?

Do you have a policy/procedure for procuring consultants and
development team members?

Rating: With regard to capacity, our organization rates:

We are fully ready to take on housing development
We are ready to take on many kinds of development
We can do limited development, but need to grow
We need to develop capacity in this area

— N W A W

Comments/changes required:
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3. Project Planning & Management

Yes

Need to address

Understanding of the market:

Has the organization done any analyses of the local housing market and
the housing needs of low income households?

Has the organization analyzed the competition - both publicly assisted and
private housing that serves low income?

Project Selection:

Do you have a process for carefully evaluating alternative projects and
sites?

Do you have a process for potential low-income beneficiaries of the
housing to provide input?

Project Planning:

Does the organization have a process for regularly monitoring the progress
of a project?

Do you have a process for making timely decisions?

Community Relations:

Do you have positive relationships with your community/neighborhood?
Are they likely to support additional housing development by you?

Do you have positive relations with your local government, and can you
count on them for support, approvals and funding?

Property/Asset Management:

Do you have property management operations established (occupancy
mgt, fin mgt, maintenance)?

Do you have procedures for overseeing the financial conditions of all
property assets?

Rating: With regard to project management, our organization rates:

We are fully ready to take on housing development

We are ready to take on many kinds of development

We can do limited development, but need to grow

We need to develop capacity in this area

We're not ready Score:

—_— N W A W

Comments/changes required:
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4. Financial Management & Capacity

Yes

Need to address

Financial management:

Do you do an annual budget?

Do you have a process for regularly tracking and monitoring expenditures
against budget?

Do you have adequate procedures in place to monitor cash flow (receipts
and disbursements)?

Do you have adequate internal controls to ensure separation of duties and
safeguarding of assets?

Do you make regular reports to the board updating financial positions?

Audit:

Do you have a regular and current audit?

Is the most recent audit clean, or have all management or compliance
findings been resolved?

Do your financial management and accounting systems conform to OMB
A-110 or 24 CFR Part 847

Financial stability:

Does the organization have a diversified and stable funding base for
operations?

Are the revenues predictable year-to-year?

Is the organization able to exist without developer fees?

Are any programs or projects currently at risk?

Are existing rental housing projects (if any) producing positive cash flow
and paying management fees?

Liquidity:

Do you have adequate cash to pay bills most of the time?

Do you have current assets that exceed current liabilities by at least 50%?

Do you have enough liquid capital to make capital advances to a project
(5—-10% of project costs)?

Do you have the capacity to quickly raise such capital for projects?

Rating: With regard to financial management, our organization rates:

We are fully ready to take on housing development
We are ready to take on many kinds of development
We can do limited development, but need to grow
We need to develop capacity in this area

— N W KA W

Comments/changes required:
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5 Conclusions of the Organizational Assessment

Our organization is strongest in the following areas:

The following areas are where improvement is needed if the organization is to succeed at affordable
housing development:
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Part 2: Assessment of Project Impact on the Organization

Proposed Project Summary

Project Name

Description

Est. Total Capital Requirements (funds to be raised)
Est. Total Annual Operating Budget (non-revenue)

Time Frame for Development

Organizational Impacts/Considerations

1 Does the proposed project directly support the mission of the organization?

2. | How strong is the internal support of board, members, and staff for the project? Is there internal
dissent? What is the potential impact of the dissent?

3. | Does the organization have the capacity to undertake another development project? Do we have the
required staff and skills? Or can we create a partnership or venture to obtain the required capacity?

4. | Does the project use or build on organizational strengths (identified in the assessment)?

5. | Is it compatible with current organizational activities and our existing portfolio? Does it enhance
other operations? Will there be economies of scale in the operation/management of the portfolio?

Franke Consulting for NY DHCR/HTFC 44




2008 Development Seminar Series

6. | What are the opportunity costs of the project: Other projects/activities that may not be able to occur
due to diversion of management attention and corporate resources to this project? Diversion of
capital from operational or portfolio needs?

Project Feasibility & Risks

7. | Do we have evidence of a sufficient demand (not need) for this housing at affordable prices?

8. | Is there a financial plan or analysis demonstrating feasibility and long-term viability?

9. | How strong is the external support or opposition of the community, constituents, and the public
sector? Will this affect the approvals of the project? Will it affect the project schedule?

10. | What are the other key completion risk factors?

11. | What are the total financial (capital advances & equity) requirements the project from CHDO funds:

pre-development capital costs and advances

project equity requirements

organizational overhead costs during implementation

initial operating deficits & capitalized reserves

TOTAL EQUITY/CAPITAL ADVANCE REQUIREMENTS

12. | Are the fees that can be earned reasonable and sufficient to cover the effort involved?

13. | To what extent could the risks/costs/impacts of any of the above be reduced by: a change in the type
of project or clients served? A reduction in scale? A change in financing? A change in
implementation schedule?
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Long-Term Considerations

14. | What contingent liabilities exist for the corporation if the project fails either before or after
completion? Should the project be organizationally separate from other ventures?

15. | What other benefits result from the project: economic opportunities for customers? Physical
improvement and other community benefits? Organizational benefits? Replicability?

to the associated risks?

16. | Overall, does the project provide reasonable benefits to our organization and our customers relative
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4. Partnering To Develop Affordable Housing

4.1 Partnerships and Capacity to Develop Housing

Many communities that lack affordable rental housing also lack affordable housing
developers capable of developing and managing rental housing. Partnerships are
essential to enhancing the capacity of the private market to deliver an expanded range of
affordable housing opportunities. In Building Public-Private Partnerships to Develop
Affordable Housing, HUD’s report on an experiment with partnership building, benefits
of partnerships were found to include increases in affordable housing production and
“dramatic improvement” in the leverage of other funds.

Local public-private partnerships can exist in many different forms:

=  Affordable housing task force — groups that focus on galvanizing public attention
to affordable housing, the design of public policy initiatives and the convening of
discussions among industry actors;

= Operating support collaborative — groups of funders who come together to
provide core operating support to nonprofits to enable them to enhance their
capacity and focus on project delivery;

= Project-based developer partnership — partnerships that undertake direct
development of projects;

=  Program-based or financial intermediary partnership — partnerships to create
pools of funds for use by affordable housing developers; and

= Public sector partnership — partnerships designed to facilitate relationships and
cooperative efforts among existing public agencies at different levels of
government.

Partnerships can be formal or informal, and they can be project-specific or ongoing,
depending upon the parties involved and the needs they choose to fill. In all cases, the
goal 1s coordination and expansion of capacity.

According to the HUD-funded study of partnerships, six factors determine the likelihood
of success:

= (lear, identifiable need(s) that the partnership can address

= Strong leaders and conveners

= Diverse involvement

= Access to funding

= Doable programs

= Effective mobilization of resources
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Partnerships involve both public and private actors. Public agencies can play key roles
in building each of the sectors, and the relationships between the sectors. Some of the
key types of partners are discussed below, including what they bring to the partnership
and what they require from the community to expand their capacity and produce more
affordable housing.

4.2 Working with Various Partners

4.2.1 Partnering with the Nonprofit Sector

Over the last couple of decades, nonprofits have been playing a rapidly expanding role in
the production and operation of affordable housing and the delivery of services to low-
and moderate-income families. They have taken over many service delivery functions
formerly conducted by government, and they are increasingly active in the physical
development of low-income neighborhoods and revitalizing areas.

Nonprofits bring many attributes to the partnership. They are organized specifically to
undertake activities that benefit low- and moderate-income persons, and often involve
low- and moderate-income persons directly in the organization through board, committee
and membership structures. They attract dedicated staff to serving the low- and
moderate-income population, and restrict their profits to charitable purposes. They have
flexibility of structure and procedures that is not often available to public agencies. And
their mission commits them to preserving affordable housing in the long run.

At the same time, many nonprofit organizations are long on commitment but short on
funds. They have to seek operating support regularly, and this may divert attention or
delay their ability to implement projects on a timely basis. Few have the capital to take
on predevelopment costs and meet equity requirements. Well-intentioned and
community-based boards and staff might lack some of the key skills needed for cost-
effective implementation of projects and programs.

Most Federal programs accommodate and even encourage the use of nonprofits to
undertake housing and community development functions. In the CDBG program,
nonprofits can play roles as subrecipients, and Community-Based Development
Organizations (CBDOs) have specific authority to undertake certain economic and
housing development projects. In the National Affordable Housing Act of 1990, one of
the purposes of the HOME Program is to “expand the capacity of nonprofit community
housing development organizations to develop and manage decent, safe, sanitary and
affordable housing.” Nonprofits are eligible as subrecipient administrators of local
programs, and certain nonprofits can qualify as Community Housing Development
Organizations (CHDOs), gaining special access to 15% of the HOME program funds for
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development projects, along with unique access to predevelopment loans, operating funds
and technical assistance.’
What do nonprofits need from communities to be successful?

=  Access to operating support;

= Access to seed money and predevelopment funds;

= Access to training and capacity building in housing development and
management;

= Access to gap financing;
= Access to other lenders;
= The opportunity to earn reasonable developer fees; and

= Predictable pipelines of projects to sustain staffing.

What do communities need from nonprofits?
= Sustained effort and timely project completion;
= Stability of staff and organization;

= Strong connections, and involvement of, the low- and moderate-income
residents of the community; and

= Growth of capacity and the ability to carry expanding roles in community
development.

4.2.2 Working with For-Profit Developers

Private developers have built most of the affordable housing units in this country. They
are the principal participants in FHA programs, the low-income housing tax credit
program, tax-exempt mortgage financing and other public loans.

Private developers can bring important assets to the table. They have access to private
equity and private loan capital. They offer fast and cost-effective production of
housing, and the ability to manage complex projects.
What do developers need from the community?

= Efficient local approval process;

= Evidence of housing demand in markets that are not recognized as growing
markets;

3 CBDOs and CHDOs are in some respects similar, but not identical. Both emphasize
the community-based and nonprofit nature of the organization, but board composition
and nonprofit status requirements are different. CHDOs qualify as CBDOs, but not all
CBDOs will meet the CHDO requirements as specified in NAHA and 24 CFR 92.2.
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= Support for applications for public subsidies to projects;
= Assistance with site identification;

= Assistance in negotiating with neighbors who might be reluctant to support
affordable housing projects;

= Assistance with M/WBE, Section 3, Davis-Bacon and other Federally-imposed
construction requirements; and

= Access to infrastructure and infrastructure improvements.

What do communities need from private developers?

= Willingness to develop and operate housing that includes low- and moderate-
income households;

= Access to equity for affordable housing projects;

= Access to private lending for affordable housing;

= Commitment to operate housing in full and ongoing compliance with regulations;
= Development cost control;

= Reasonable fees for developer services;

= Willingness to negotiate with the community to ensure long-term affordability;
and

= Willingness to partner with nonprofits in development.

4.2.3 Working with the Lending Community

A basic premise of most housing programs, including CDBG and HOME, is that public
funds should leverage private capital for housing and community development efforts.
Indeed, a stated purpose of the HOME Program is “to increase the investment of private
capital and the use of private sector resources in the provision of decent, safe, sanitary
and affordable housing.”

Most lenders are willing participants, due to personal and corporate commitment to the
community and the more pragmatic need to comply with the Community Reinvestment
Act. Lenders may be willing to stretch their usual underwriting parameters in order to
accommodate the community’s objectives. They also provide the discipline and oversight
of projects to ensure completion.

Lenders are important partners not only for the direct funding of affordable housing
projects sponsored by the community, but also for the broader role they play in overall
investment in communities. Lenders that participate in partnerships can carry their
knowledge and enthusiasm for the community into their other lending roles and
relationships, and perhaps help to stimulate or support other private investments in the
communities. They must be at the table, even if their money isn’t on the table for every
project.
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At the same time, when lenders do invest in specific affordable housing projects, they
might look to the community to absorb as much risk as possible to bring their
investments within acceptable risk ranges. Sometimes their expectations for public risk-
taking might exceed what is prudent for the community under public lending standards.
Private and public lenders need to be able to communicate, understand the risk
parameters of each other, and be able to work to reasonably accommodate the interests of
both lenders. See the discussion of public underwriting in Chapter 6.

What do lenders need from communities?
= Opportunities to invest in CRA-eligible projects within reasonable risk limits;
= Subordination of the public investment to the private loans; and

= Assistance with understanding the requirements of public programs and the limits
of public investments.

What do communities need from the lender?

= Inter-creditor agreements that reflect reasonable balance of the responsibilities
and risks assumed by each party;

= Notice of debt service nonpayment on publicly-funded projects and reasonable
time for the public agency to intervene and cure the delinquency or default prior
to foreclosure to protect the public investment; and

= Commitment to the community and private investment beyond the specific
public-private projects.

4.2.4 Working with Public Agencies

While the local government, perhaps through its Community Development Agency, may
be at the hub of coordinating housing activities, there are many other local, State and
Federal agencies that can participate in the partnerships and projects. Other local
agencies might include the local public housing authority, redevelopment authority,
health agencies involved in lead poisoning prevention and other healthy homes
initiatives, police, fire, schools and other community agencies and institutions that
provide services and facilities in the target areas.

These agencies are potential funders of affordable housing projects, but may also be
funders of ancillary non-housing initiatives such as services and community
improvements. Since the ultimate goal is viable and sustainable communities, the
partnership should reach out to include agencies that can have a positive impact on the
quality of life in the community.

States are important partners through Housing Finance Agencies and Community
Development Agency programs, as well as Health agencies responsible for the regulation
and administration of lead hazard reduction and other community quality of life
initiatives.
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While not all of these agencies can be at the table regularly like the local housing partners
can, they are nonetheless important partners who need to be consulted and solicited
regularly for the contributions they can make to local strategies.

4.3

What to Look For In a Partner

What do you look for in a partner?

4.4

Developer skills — Do they have project management skills that you don’t have, or
don’t have in sufficient quantity to manage all of your current projects?

Technical skills — Do they possess knowledge of specific project type or funding
sources that will be needed for your project? For example, if you haven’t done a
Tax Credit project, working with an experienced partner who has placed Tax
Credit deals and has contact with syndicators is important.

Unique access to property/resources — Do they own the property you are
interested in developing, or do they have access to the construction lenders or
permanent conventional lenders that will facilitate your project?

Experience working with nonprofits partners — Do they have prior successful
experience in working with nonprofit partners? Do they understand what is
unique about, and important to, nonprofits? Can they understand how nonprofits
operate and make decisions?

Trustworthiness — Can you count on them to meet their obligations, disclose any
issues that affect you or your project, hold confidences that relate to you or your
project, and take action to defend you or the project?

Establishing Joint Ventures

For many affordable housing, the demands of project financing, development and
ongoing operation may be met best by a joint venture of a for-profit and nonprofit entity.
For-profit developers bring project management skills, equity and access for private
capital and loans. Nonprofits, on the other hand, may have better to community support
and approvals, grant funding, marketing and outreach, and an interest in the long-term
affordability of the project. Together, these two organizations may bring a better set of
skills and resources that ensure long-term success — if a stable partnership or joint venture
can be created.

The success of a joint venture depends upon a business relationship that is balanced. A
balanced joint venture is not necessarily an equal partnership, but each partner has clear
roles and responsibilities, and the risks and the rewards are commensurate with the role.
In other words, each partner should earn fees in relation to the share of developers taken
on, should contribute equity in relationship to their ownership and decision-making
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interest, and should not be put at risk beyond its ability to enjoy the rewards of
development.

4.4.1 Tips for Negotiating Joint Ventures

As you prepare for negotiation of the joint venture with your partner, consider the
following advice:

Negotiating Tip 1: Prepare by analyzing the differences and the shared
interests. How are we different? What can we each bring to table? What are
our shared interests?

Negotiating Tip 2: Identify/disclose the “non-negotiables.” What are deal-
killers for you? For example, do you absolutely need to serve certain income
levels? Do you need to control the occupancy of the units? Do you require
community participation? Are there certain financial issues (risks and rewards)
that are essential for you to agree to participate? On the other hand, what are
deal-killers for your partner?

Negotiating Tip 3: Seek the win-win, or the 3rd alternative. You can’t have a
successful partnership with an unhappy partner, but you can’t be unrealistic in
your expectations either. Both sides have to give to get. Can we achieve a
partnership deal that achieves both of our needs?

Negotiating Tip 4: Balance risk and rewards for all partners. As discussed
earlier, a successful partnership has to be a balanced partnership. What is the
balance between control and the risks/liabilities assumed by each partner? What
is the balance between responsibilities and the fees and other rewards allocated to
each partner?

Negotiating Tip S: Put the business deal in writing. Trust your partner, but
document the agreement! Document the business deal in a joint venture
memorandum of understanding before turning it over to the lawyers for them to
turn it into the legal deal. Don’t sign till you understand!

4.4.2 Tips for Preparing the Joint Venture Agreement

A joint venture agreement is a combination of the “business deal” as well as the legal
provisions and protections that each partner needs to enter into the joint venture
relationship.

The business deal has to come first. A joint venture is constructed around a mutual
agreement on the following points of the business deal:
1. Scope of project — A clear delineation of the project scope, including:

* Number/mix of affordable units (& other uses)
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10.

= Targeted households

=  Term of project

* Low income affordability/use restrictions

= Changes to scope:

= Non-negotiable v. desirable

=  What changes of scope can be made & how changes will be decided?

Ownership entity and interest — The type of ownership entity, the split of
ownership interest between the partners, and how this will be determined. Also,
how change or sale of ownership interest occurs: how partners acquire interest
from other partners, rights of 1st refusal by other partners, and succession in event
of death/demise of partner.

Decision-making — How the partners will make decisions (voting, consensus,
etc.) Voting rights are usually based on ownership interest, but some key
decisions that must be made jointly or by consensus, such as incurring debt or
financial obligations and significant changes in project scope. Also, what
decisions individual partners can make in fulfilling developer obligations.

Equity contributions and capital advances — How and under what terms there
will be calls to the partners for equity contributions or capital advances, and how
the failure of a partner to make required contributions in a timely manner will be
handled. How and when capital advances will be repaid How return on equity

will be paid

Division of responsibilities — How the responsibilities of the developer will be
split among the partners: management of the joint venture, acquisition, financing,
design, local approvals, construction, marketing and occupancy. What rights
exist to complete the project if a partner fails to fulfill its responsibilities?

Split of developer fees — How the developer fees will be split among the partners,
presumably in proportion to the developer responsibilities; often this is
established by a schedule of values for each responsibility.

Guarantees — Which partners are responsible for guarantees to lenders and
limited partners, and the compensation associated with those guarantees.

Dispute resolution — How the parties will resolve situations when there is
disagreement (mediation, arbitration, etc.)

Termination — How the partnership can be terminated, either before the project is
completed or after all work has been completed. If a “handoff” from one partner
to another is contemplated on completion, how that will occur.

Buyout — If applicable, the terms for one partner buying out the interests of
another, either planned or as a result of an unresolved dispute. Elements of the
nonprofit’s strategy to buy out the other partner(s) may include:

= Right of first refusal

= Favorable formula for buyout “price”
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= Management fees, incentive payments & distributions
= Maximized residual interest of nonprofit

= Public financing structured to minimize residual value to partners but
assumable by nonprofit

= QGrants/subsidies converted to nonprofit loans to projects (& accruing interest)
= Ground leases/land trusts to control land value
= Escrow portion of developer fees dedicated to buyout (sinking fund)

In some cases, a project involves a handoff of a completed project rather than a
buyout. For example, a for-profit partner wants out after developing the project,
or a service nonprofit takes over ownership and management of a special needs
project after it is completed. In such cases, the joint venture agreement needs to
specify:

= Standards for completion and acceptance of the project
=  Warranty by the developer (including possible fee retention or guarantee)

= The process for the handoff, including lender/funder approvals

After you have negotiated the business deal as outlined above, create a joint venture
memorandum between the partners to document the business deal. Then it can be turned
over to the lawyers to create the full joint venture agreement with the appropriate set of
legal protections. Some of the legal protections that your attorney will add to the joint
venture agreement include the following:

Joint approval in writing of major decisions

Regular partner meetings

The right to examine the books and records of the joint venture
Receipt of monthly/annual reports from the managing partner
Disclosure requirements

Dual signatures on checks & documents

Bonding

Prohibition against self-dealing

Arbitration/mediation

Together, the terms of the business deal and the legal protections constitute the full legal
agreement of the joint venture. Make sure that your agreement contains both.
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4.5 Final Thoughts on Partnering

An effective affordable housing delivery system depends upon partnerships and resources.
The local community can play an important role by fostering partnerships and enhancing
the capacity of organizations to deliver affordable housing. Some final thoughts:

= If you need specific task/skill, hire a consultant; if you need resources, risk sharing
&/or management, get a partner.

= Skills and resources aren’t enough to justify selection of a partner. Seek a
compatible partner(s) that you can trust.

= If you want to have control, you have to be able to put up equity or capital
advances: Equity = ownership interest = control.

=  Successful partnerships balance control, liability & rewards. Developer fees must
reflect the split of work and responsibilities of the parties.

= Plan for the end(s) of the venture. Make provisions for the buyout or the handoff.

= Negotiate in good faith (with full disclosure of any “non-negotiables’) and seek
win-win arrangements.

= Document the business deal first in a joint venture memorandum; then let the
lawyers turn it into a legal agreement with the appropriate legal protections.
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S. Legal Structures of Development Entities &
Ownership

5.1 Introduction

One of the major decisions during the planning stages of the development is the
determining the entity that will assume ownership of the project during both development
and occupancy. It’s a key decision because it determines who will participate in the
risks and rewards of the development.

Some of the key ownership decisions include:

=  Whether you should assume direct ownership of the project, use a subsidiary
entity, or use a single-purpose (or single-project) entity to assume or represent
you in the project ownership.

=  Whether the development project, and thus its ownership entity, need to be a for-
profit or a nonprofit, and whether that nonprofit needs 501(c) (3) or 501(c) (4)
designation from the IRS.

=  Whether the funding program or source mandates certain ownership entities or
designations, such as limited partnerships for Tax Credits, CHDO for HOME
CHDO funding, CBDO for new housing construction with CDBG funding, or
other program designations.

= Whether to do the project by yourself, or consider a joint venture or partnership
to share the responsibilities, risks and rewards of development.

5.2 Subsidiary or Separate Entity

One of the first decisions is whether you should set up a separate entity to do the
development project, either as an independent entity or as a subsidiary.

Why should you consider a subsidiary or separate entity for development?

= Protect parent from liability — Development has many risks associated with it.
Failure of a project could negatively affect other projects and activities of the
organization, and require the diversion of the staff and financial resources of the
developer to cover the losses. Some organizations have become insolvent due to
the failure of one development project. By creating a subsidiary, the risks of
development generally can be contained to the assets of the subsidiary, without
jeopardizing the assets, programs and portfolio of the parent.

= Protection of parent nonprofit status — Some development ventures have non-low-
income components or are by nature for-profit ventures, including mixed income,
mixed use and Tax Credit projects. If done within the parent nonprofit, these
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activities could jeopardize the tax status of the parent organization. Creation of a
separate entity ensures no co-mingling of nonprofit and for-profit revenues or
dilution of the low-income focus of the parent.

Requirement for a single-purpose entity — Some funders and funding sources
require an entity that exists only for that project. This eliminates any confusion
or co-mingling of assets and liabilities of a particular development with the other
assets and programs of the sponsor. It also is necessary when there are unique
“partners” for the project (e.g., LIHC).

Some of the potential negatives of separate entities are:

Incorporation & annual filing costs — It will require legal and filing costs to create
a separate entity, and perhaps hundreds of dollars annually in accounting costs
and filing fees, including annual tax returns.

Tax burden — For-profit activities can result in taxes due on the income from the
profit-making venture (although this potentially true within the parent as well.)

Arms-length transactions — Inter-entity transfers of funds, provision of office
support and overhead, and staff allocations require accounting as formal third-
party transactions.

Overhead and operating costs — Separate entities may also prompt additional
office, staffing, accounting and other overhead costs.

Meetings — Separate entities generally have separate boards, meaning separate
meetings, notices, records, etc.

Lender treatment of new entity — Some lenders do not permit a clear firewall
between the single purpose entity and its parent or sponsor, sometimes requiring
guarantees or cross-collaterization.

Control — Creation of a separate entity, even if a subsidiary means the transfer of
some control to that entity’s board.

Bottom line: while organizations do not want to propagate legal entities unnecessarily as
there are costs associated, the potential risks and liabilities of the new development
activities prompt nonprofit organizations to consider the creation of separate entities to
insulate the nonprofit organization from the risks.

5.3

For-Profit or Non-Profit

If the decision is made to create a separate organization, a second decision is whether to
create a for-profit entity or nonprofit entity for the venture.

As noted above, some development projects are by nature “profit-making” and may call
for a for-profit. Mixed-use and mixed-income projects may have non-low-income
aspects to the venture that necessitate the creation of a for-profit venture or risk
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undermining the continued eligibility of the nonprofit as a 501(c) organization. Consult
IRS guidance on this matter.

In addition, Tax Credit projects are considered to be profit-making by the IRS or the
project is ineligible for credits, so many attorneys counsel their nonprofit clients to create
for-profit entities to participate in such ventures.

As a result, it is not uncommon for nonprofit entities to also have for-profit subsidiary
entities to implement certain kinds of development.

If tax issues might cause you to think about which type of entity to create, consider some
of the characteristics of for-profit entities or distinct advantages they may have over
nonprofits:

= Quick formation — For-profit entities can be quickly formed with the filing of
papers with the state government, and generally no special approvals are required
by the state or IRS (other than requesting a Tax ID number).

= Unrestricted powers — Generally, for-profits are permitted to do anything (legal),
and are not restricted as to the types of projects or the households served.

= No restriction on assets or profits — For-profits can direct their assets to any
purpose, can distribute profits, and are not limited in the disposition of assets.

= Stock control — Stock can be distributed and transferred in most any manner
without restriction.

On the other hand, for-profit entities do have some disadvantages:
= Taxable — All profits are subject to taxes.

= Subsidy sources limited — For-profits usually do not have access to certain public
and foundation funding sources.

By contrast, note the following advantages and disadvantages of non-profits:

= Longer formation process — The applicant has to be recognized by the state as a
corporation and as a nonprofit, and also file for recognition from the IRS, a
process which can take many months and even in some cases more than a year.

= Restricted powers — Nonprofits are strictly limited to permissible activities
consistent with state and Federal requirements and their mission. There are
limitations on uses of profits and participation in profit-making activities, as well
as restrictions on disposition of assets.

= Tax-exempt — Nonprofits enjoy exemption from most corporate taxes, and in
some states are also eligible for real estate tax exemption.

= Subsidy sources — Nonprofits are eligible for most public and foundation sources
of funding, which often are essential to filling the capital gap in affordable
housing.
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5.4 Special Program Requirements or Designations

Sometimes the type of development or ownership entity is determined or influenced by a
critical funding source. Some of the key funding source requirements or designations
are noted below:

* Low Income Housing Tax Credits — The Tax Credit program does not specify a
particular type of entity or designation, but the almost universal form of
ownership is the Limited Partnership, or in some cases a Limited Liability
Partnership or Corporation. This is because the program ultimately pairs the
active developer with passive investors. The two classes of owners are
designated as General Partners and Limited Partners. The venture is considered a
profit-making venture by the IRS.

= HOME CHDO (Community Housing Development Organization) funding — At
least 15% of any Jurisdiction’s annual HOME Program funding must be set aside
for housing projects developed by nonprofits that meet certain requirements for
board structure, IRS designation and low-income community input specified in 24
CFR 92.2. Sometimes these CHDO funds are more readily available than non-
CHDO HOME funds, and there are also possible additional benefits to CHDOs,
including operating expenses, pre-development loans and retention of project
proceeds.

=  Community Development Block Grant — The CDBG program has limitations on
activities, including new construction of housing, which can only be done by
organizations that qualify as Community Based Development Organizations
(CBDOs.) In most cases, these are nonprofit organizations with some similarities
to HOME CHDOs, but they are not identical or equivalent.

= Tax Exempt Bonds — Single-purpose entities are considered standard for
mortgage revenue bond financed projects. In many cases, the tax-exempt bonds
are paired with as-of-right 4% Tax Credits.

These are just some of the major programs that dictate or determine the type of
development entity. Contact your funding sources to determine if their funds either
require or influence the type of entity you will need to create.

5.5 Joint Ventures & Partnerships

For many affordable housing projects, the demands of project financing, development
and ongoing operation may be met best by a joint venture of a for-profit and nonprofit
entity, as discussed in Chapter 4.

Joint ventures require that an entity be created to reflect the partnership of the two
entities. It is a legal entity that is sometimes a corporation, a limited liability partnership
or general partnership. Usually, the entity is set up as a pass-through entity where all
profits and tax liabilities are passed through to the venture partners rather than being a
taxable entity itself.
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6. Managing the Development Process

Managing the development process requires both an understanding of real estate
development and skills in managing a team of professionals. The development process
is a series of inter-related tasks being executed by a multi-disciplinary team of
professionals. At the hub of the team and this complex process is the “developer”, a
person who assumes the responsibility for ensuring that all tasks are assigned and
scheduled, and that the team performs on schedule.

The team and the responsibilities of the developer are described below.

6.1 Assembling the Development Team

Any housing development has a “team” of professionals who will be included at various
points in the process and will have play specific roles. Some members may have multiple
roles, but one person - the developer - must be the leader or manager who accepts
ultimate responsibility for pulling the whole project together.

6.1.1 The Developer Role

The Developer plays the role of team leader. This person or entity is most often the one
who has the initial idea for the development and the experience and the commitment to
take a risk.

The developer’s responsibilities typically include:

= Defining the project scope

= Selecting and supervising the development team

= (Obtaining local approvals and managing public relations

= Obtaining the financing commitments

= Managing the budget and schedule

= Overseeing marketing and occupancy
The developer role is extremely challenging, and requires a key person or team, who has
a mix of skills, including real estate, political, management, negotiating, financial and
marketing skills. The developer must possess these skills, or assemble a team with the
required skills and have the capacity to manage that team. The development team may
include the architect/engineer, contractor, marketing and/or occupancy manager and
development consultants, as needed. The developer is also responsible for managing the

other key relationships that must be maintained outside of the development team,
including lender(s), the neighbors, and potential customers.
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Sometimes the developer directly employs staff or consultants to play key roles in
managing the day-to-day affairs of the development projects. These persons might be
designated as:

=  Project Coordinator, who provides day-to-day management of the development
process, oversight of the entire process and tracking of progress and budgets; or

= Construction Manager, who assists the Developer by assuming direct
responsibility for the oversight of the architect, engineer, and contractor until the
project is complete.

When no such person or entity is designated, these functions remain the responsibility of
the developer.

Developers are paid a fee for the services they render: often between 5% and 15% of the
project costs to manage the development process. (Sometimes, however, nonprofits
receive expenses in lieu of a developer’s fee.) The developer’s percentage varies by the
size and cost of a project. Smaller projects will require a larger percent. When a
developer chooses to hire consultants and staff to do the work of the developer, these
consultant or staff costs are paid out of the developer fee.

6.1.2 The Role of the Board of Directors

It is also important to recognize that the Board of Directors is a key element of the
developer if the organization is a nonprofit. The Board will set the key direction and
focus of the project, will approve all major financial commitments related to the project
(including acquisition and borrowings) and will become involved in key decisions and
problems along the way. It is important to recognize that the board should not be
involved in the day-to-day decision-making needed to ensure timely implementation, but
should provide regular oversight of project progress.

In addition to the Developer, the development project team typically includes a variety of
actors. It might be useful to think in terms of:

1. A core team of professionals who are involved throughout the project design and
implementation and have responsibility for most of the critical path activities:

2. Supplementary professionals who provide critical services to the team at key
stages, but are not necessarily part of the core team; and

3. Stakeholders and partners who are not part of the development team, but are
critical to many of the key decisions and with whom communication throughout
the project is essential.

6.1.3 The Development Team

The core development team is likely to include the following actors:

Franke Consulting for NY DHCR/HTFC 62



2008 Development Seminar Series

= Architect — The Architect provides the blueprints and plans for the building,
specification and oversight of the building process. The architect must be
knowledgeable about local codes, be able to work with applicable program
requirements (e.g., HQS under HOME) and be proficient in estimating
construction cost impacts and doing cost effective design within reasonable time
frames.

* Project Engineer — The Project Engineer is needed in new construction and
substantial rehabilitation projects where structural condition is critical. The
Engineer works usually as a subcontractor to the Architect to design, review and
approve the structural elements of a design. The Engineer might also become
involved in site and environmental problems and design issues that may occur
before or during construction, and participate in budget preparation for
engineering-related costs.

= Contractor/Builder — Selection of the contractor early in the development
process enables the contractor to work with the developer and architect in
assuring that the project design can be constructed within the budgeted amount.

= Management Agent - This firm or individual should be selected early so their
experience in managing poorly-and well-designed building can be included. They
can help focus attention on the design features that appeal to customers, and may
also be skilled in marketing. Their review of designs can identify potential
maintenance, security and management problems fostered by the design, and their
input into operating budgets is essential. Quality management agents are
important to lenders.

= Attorney — An Attorney is an essential member of the team for legal advice and
consultation at all key stages of the process. The Attorney will be essential in
creating ownership entities (such as joint ventures, partnerships and trusts)
handling real estate transactions, coordinating loan closings and documents and
advising the developer in legal matters. Such advice will directly affect the shape
of many projects. However, the Attorney need not be active at all team meetings
and activities, and is consulted for legal advice rather than business or financial
advice (unless so selected).

While these professionals form the core team, the developer may also add other
professionals as needed to supplement the development team and provide it advice at key
stages. Additional Development Team members might include:

= Accountant — An Accountant can play the role of ensuring that bills are paid in
accordance with established policies for documentation of costs and provide costs
certifications as may be required by certain lenders or investors. The
Accountant’s role is especially significant in tax credit projects, where cost
certification is essential for establishing basis.

= Appraiser — Often, the appraiser is hired by the lender and is not a member of the
development team so that the appraiser retains independence. However,
sometimes appraisers are hired directly by the developer to establish acquisition
price.
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= Market Study Professional — Chapter 1 addresses market studies. It is
important that the study be conducted up front, so that the information can be
used in shaping the project.

Finally, while it is not typical to think of the following as Development Team members,
they are nonetheless important “stakeholders” and “partners” in the development and
should be consulted throughout the process, and sometimes included in the deliberations
and communications with the Development Team at key stages in the process:

= Community/Neighborhood Representatives - These persons reflect the
community and can provide input and lend credibility that will help ensure
support to the project. Neighbors and neighborhood associations can be a
conduit for information to and from the community, and can help provide
valuable input into the design, marketing and management of the project.

= Local Government — The local government is needed for project approvals and
often project funding. Consultation should be done early to identify possible
problems with approvals and funding.

= Lenders — Communication with lenders is critical throughout all stages of
planning and implementation.

= Customers — Involving potential customers or groups that represent potential
customers can help to provide a reality check on design decisions, as well as build
word-of-mouth marketing for the project. Advocates and service providers for
the tenant population you want to serve are essential in gaining professional input
into many decisions.

It is the Developer’s responsibility to select, assemble and consult with team members
and stakeholders throughout the project. It is important to keep in mind that the
selection of team members is likely to be subject to procurement rules imposed by public
funding programs and lenders. Consultation with potential public lenders up front can
avoid later re-bidding or rejection of team members.

6.2 Managing the Development Team and Process

A developer has the very challenging job of managing this inter-disciplinary team and
coordinating the complex set of tasks. Below are some of the tools that a developer can
use to maintain appropriate oversight and control of the implementation of the project:

=  Market Study — The market study defines the target audience, which should be a
guiding beacon as the project evolves and changes. It is the constant reminder of
who is to be served, and becomes the litmus test for whether the project is still on
target as it evolves. This will be discussed in the next Chapter.

= Critical Path & Schedule — To manage complex construction projects,
contractors map out the sequencing of activities across a time line. Many
activities are inter-linked and interdependent. If a critical activity falls behind, it
can delay a whole variety of later activities. Delays put the project at risk of
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higher costs. Budget modifications often lead back to the public lender’s door
for increased funding. Make certain that the developer has scheduled the full
development process using the critical path method or other scheduling process.
Obtain a copy of the schedule and use it to monitor the project. When a project
falls behind, the Developer must take immediate corrective action.

= Development Budgets — Budgets are estimates of the costs to complete the
development, but they are dynamic and subject to constant revision. The
developer must track the changes and update the budget throughout the process
with actual costs to date and expected changes.

= Project Team Meetings — Everyone on the development team is likely to be busy
with multiple projects. Regular team meetings are necessary to keep all team
members focused on the schedule, and to address problems that must be resolved
with all parties present. Special team meetings beyond regular meetings should
occur at times when critical activities are occurring or a slowdown has occurred.

= Disbursements — The golden rule of development is that “the person who has the
gold rules!” The developer has the purse strings on the funds. When funds are
disbursed before issues are resolved, the developer loses the leverage of the purse
strings. Retention of funds and the strict supervision of all disbursements are
essential to retaining control over the project. Then again, habitually slow
disbursements or payment stops can slow down the project, so funds retention and
payment stops must be used carefully.

= Lender Relations — During the development process, silence is not golden as far
as lenders are concerned. When a lender does not hear from a developer, the
lender might become concerned that the project has slowed, or a problem is being
concealed. Developers should report in regularly.

= Neighbor Relations — Some developers shy away from contacts with neighbors
for fear of generating controversy, but concealment or avoidance can increase the
mistrust and lead to stronger opposition to affordable housing projects in the
future. The developer needs to accept the responsibility for meeting with
neighbors and addressing their concerns. The local public agency may be able to
facilitate those meetings to ensure that opposing neighbors do not sidetrack the
development. Ultimately, the developer and the neighborhood are in it together.

Together, these seven tools can be used to stay on top of the process and ensure progress.
With these tools, development is a difficult process. Without sound management using
these tools, development is an extremely high-risk process.

6.3 Negotiating Tips
The Developer will be involved constantly in negotiations — with applicants, contractors,
partners, lenders and attorneys. Negotiation skills are essential to timely and satisfactory

conclusions to all projects and issues. Failure to negotiate successfully can result in
excessive costs or risks to the developer, or even the demise of a project.
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Inexperienced developers may feel over-matched when going to the negotiating table
with experienced contractors, lenders and attorneys. While you may not have the
training and skills to match the parties with whom you are negotiating, you should be
able to achieve a satisfactory conclusion if you prepare properly and adhere to some basic
guidance:

Prepare. Get ready for the negotiation by listing the known or expected issues,
the bottom line for your Agency on each issue, and the likely needs or concerns of
the party with whom you are negotiating.

Listen. Follow the well-known advice “seek first to understand, then to be
understood.” If you don’t recognize all the concerns and issues of the other
party, you will not be able to find a solution. If you don’t understand, ask again,
or seek other advice.

Communicate clearly. State concerns, issues and needs that you have. Be clear
about regulatory and political constraints that restrict your ability to alter terms.

Seek win-win solutions. Consider what’s important to you and what’s important
to them. Can you achieve both? Focus on risk balancing: are the risks and
rewards for each party in balance? If not how can we change, reduce and balance
the risks?

Get it in writing. Document whatever has been discussed, agreed to, and
unresolved from the meeting, and confirm it in writing.

Read it before you sign it. If a document or agreement is produced as a result of
the negotiation, don’t sign it until you understand it. If you can’t understand it,
find someone who can help you.

Additional general tips on negotiating are provided in Section 4.4.1.
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7. Homebuyer Development Financing

Homebuyer projects have two inter-related stages: the development stage and the sales
stage. The financing for the development stage, which is for the project, is directly
impacted the financing for the sales stage, which is for the buyers. Understanding the
inter-relationship of these two stages and budgets is a key to the successful development of
a homebuyer project.

7.1 Two-Part Development Budget

Homebuyer development project budgets consist of two inter-related budgets — one
focused on the development sources and uses and the second focused on the receipt and
distribution of sales proceeds.

The development budget is focused on the unit and includes up-front, direct construction,
and professional services costs such as:

= Market Analysis
= Acquisition
= Site improvements
= Legal and organizational
= Appraisals
= Title and Closing costs
= Loan and financing costs
= Direct construction
= Construction period insurance and taxes
= Builder Fees
= Architectural and Engineering Services
= Consulting Services
= Environmental Review
= Marketing and Advertising
This part of the budget is financed by equity, deferred developer’s fees (deferred until

receipt of sales proceeds), construction loans, and often public capital advances that fill the
gap between the sources of funds and the uses of funds. Public capital advances are the
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funds provided by a government source to fill the gap between the available financing and
equity and the cost to develop the unit.

Construction financing, usually a construction line of credit, is impacted by the number of
units in each phase and the number of units under development and sold. Some soft costs
are front loaded, including acquisition, approvals, infrastructure, design, construction
financing. As units are sold, the net sales proceeds are rolled into the next phase or unit.
The construction financing or line of credit may be temporarily paid down as units are sold
and phases are completed.

The developer fee and sales costs are typically not included in the development budget
because they are deferred until the units are sold. Consequently, Part II of the budget,
which is focused on the buyer, includes these costs.

The timing of sales (Part II) directly impacts the amount that must be borrowed or
contributed to the project during development (Part I). As units are sold, the proceeds
from those sales are used to first pay any sales and closing costs, then to pay down the
construction line of credit, then to reimburse public capital advances, and finally to pay the
developer the fee they have earned and the investors their return on their investment.

Development: Sales:

Sources: Sources:

Equity Buyer Funds: DP + 1* Mort
Construction Loan Minus: sales costs

Public Capital Advances Equals: Net Sales Proceeds
Uses: Use of Net Proceeds:

Acquisition/site onstruction loan payoff

Construction (hard costs) Developer fee

Soft Costs Public loan payoff

As illustrated above, at the time of sale the buyer’s sources, which include the first
mortgage and down-payment and are brought in to pay off construction financing.
Because the permanent financing (sales proceeds) is phased with unit sales, the amount of
construction financing needed by the project will not equal the total gap between
development sources and uses.
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7.2

Public Subsidy Funds

Given the two part budget there are two types of subsidies that need to be considered in a
homebuyer project. The first subsidy is for the development part and is referred to as a
public capital advance.

Public capital advances are generally allocated at closing in one of four ways:

Buyer subsidy. A buyer subsidy is necessary when the fair market value of the
property exceeds the amount of the buyer’s down payment and first mortgage.

Payment of Closing Costs. In addition to the sales price of the unit, which is
generally sold at fair market value, the sales and closing costs must also be paid at
closing. This payment impacts the amount of the buyer subsidy:

Fair Market Value $150,000
Plus: Sales & Closing Costs 9,000
Less: Buyer down payment 2,500
Less: Buyer first mortgage 125,000
Equals: Buyer Subsidy Needed $ 31,500

Developer fee. The developer fee is generally deferred until earned - when the unit
is sold. In some projects, the developer fee will be paid upon the sale of each unit,
in others it will not be paid until the entire project is complete or may be disbursed
on a schedule. When the developer fee is paid upon the sale of each unit, it may be
included in the buyer subsidy or may be written off by the public subsidy source.
When the developer fee is paid upon completion of the entire project, it may be
written off by the public subsidy source as an excess development cost or may be
paid from proceeds.

Public Capital Advance repayment. Repayment of the public capital advance may
occur with each unit sales, upon completion of the entire project or not at all. The
public capital advance may be converted to a buyer subsidy upon sale of a unit or
may be written off as an excess development cost.

7.2.1 The Federal CDBG Program

The eligible activities for which purchase assistance using CDBG funds may be provided
under this category are to:

Subsidize interest rates and mortgage principal amounts, including making a grant
to reduce the effective interest rate on the amount needed by the purchaser to an
affordable level. The funds granted would have to be applied towards the purchase
price. Alternatively, the grantee or subgrantee could make a subordinate loan for
part of the purchase price, at little or no interest, for an amount of funds the
payments on which, together with that required under the first mortgage, would be
affordable to the purchaser.
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= Finance the cost of acquiring property already occupied by the household at terms
needed to make the purchase affordable.

= Pay all or part of the premium (on behalf of the purchaser) for mortgage insurance
required up-front by a private mortgagee. This would include the cost for private
mortgage insurance.

= Pay any or all of the reasonable closing costs associated with the home purchase on
behalf of the purchaser.

= Pay up to 50% of the down payment required by the mortgagee for the purchase on
behalf of the purchaser.

= Note especially that the use of funds under this category is specifically limited to
assisting low- and moderate-income households. 24 CFR §570.201 (n).

7.2.1.1 Eligible & Ineligible Activities

Rehabilitation. Eligible activities connected with the rehabilitation component of this type
of program include. 24 CFR §570.202:

= Rehabilitation costs of labor, materials, supplies, and other expenses required for
the rehabilitation of property.

= Water and sewer—Costs of connecting existing residential structures to water
distribution lines or local sewer collection lines.

= Barrier removal—Cost to remove material and architectural barriers that restrict the
mobility and accessibility of elderly and severely disabled persons.

= Landscaping, sidewalks, and driveways—Costs of installation or replacement of
landscape materials, sidewalks, or driveways, when incidental to other
rehabilitation of the property.

= Historic preservation—Costs to preserve properties of historical significance.

= Lead-based paint hazard evaluation and reduction—Costs of evaluating and
treating lead-based paint.

= Other costs including insurance (initial homeowner’s premium only), energy
efficiency improvements, and security devices.

Ineligible activities include installation of luxury items, equipment costs, furnishings or
other personal property that are not an integral structural fixture, such as a window air
conditioner or a washer or dryer. Labor costs for owners to rehabilitate their own
properties are also ineligible. See 24 CFR §570.207.

New Construction. CDBG funds may be used in certain specified circumstances to finance
the construction of new permanent residential structures. The following identifies those
limited circumstances:

= Housing of last resort under 24 CFR Part 42, Subpart 1. This is housing that must
be constructed in order to provide suitable replacement housing for persons to be

Franke Consulting for NY DHCR/HTFC 70



2008 Development Seminar Series

displaced by a contemplated CDBG project, subject to the URA, and if the project
is prevented from proceeding because the required replacement housing is not
available otherwise. 24 CFR §570.207(b)(3).

= A HUD waiver (Sept 99) permitted the use of CDBG funds for homeownership
assistance, as long as the assistance is provided directly to the homebuyer. HUD
has determined that down payment assistance on a newly constructed home does
not constitute an ineligible activity—by waiver. Supporting language from the letter
stipulates. “However, until a regulatory change is implemented, the use of CDBG
funds for a homeownership program that would result in assisting the new
construction of housing will require approval of a waiver of the CDBG regulations
at 24 CFR §570.207(b)(3).”

= Special Activities by CBDOs. 24 CFR §570.207(b)(3). Community-based
Development Organizations may develop new housing using CDBG funds.

Conversion. Converting an existing nonresidential structure to residential is not generally
considered to constitute new construction under the CDBG program and is considered
rehabilitation. In some cases, however, the conversion may involve construction that goes
beyond the envelope of the nonresidential structure. If this is the case, consult with the
local HUD field office to ensure that the extent of such construction would not constitute
new construction of housing and thus be ineligible for CDBG assistance. See 24 CFR
§570.202.

Lease Purchase. The CDBG program does not specifically address the use of CDBG funds
during the rental phase of a lease purchase program as an eligible homeownership activity.
However, once the homebuyer is prepared to purchase the property, CDBG funds can be
used as for purchase-only programs. Costs associated with rehabilitation or construction as
part of a lease purchase program also are eligible.

7.2.1.2 Meeting a National Objective

Because the use of CDBG funds authorized under this category generally is limited to
assisting low- and moderate-income households, any such use of funds would clearly
qualify under the national objective of benefit to low- and moderate-income persons-

housing activities. See §570.208(a)(3)

Homeownership assistance may also be eligible under the categories of Public Services or
Special Activities by CBDOs. While these categories don't have the same restrictions on
the type of assistance that may be provided, they do have to comply with the public
services cap. However, under these provisions, assistance is not specifically limited by
statute to L/M income persons. Therefore, a grantee should carefully consider its
objectives against these factors and select the category that best fits those objectives in the
context of its entire CDBG program.
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7.2.1.3 Neighborhood Revitalization Strategy Area

If the community has an approved Neighborhood Revitalization Strategy (NRS) or
Community Revitalization Strategy (CRS) and the grantee plans to provide
homeownership assistance pursuant to that strategy, there are two further considerations:

1. If the grantee elects to use a CBDO to deliver services in the strategy area, any
services provided by the CDBO (including homeownership assistance) would be
exempt from the expenditure cap on Public Services. This would remove the main
advantage of qualifying the assistance under the Homeownership Assistance
category.

2. If the strategy involves assisting non-L/M income households to purchase houses in
the area, CDBG assistance could not be provided under the Homeownership
Assistance category (which is limited to assistance provided to L/M income
households) unless a CBDO is used for this activity. CDBG funds provided to non
L/M income households in a NRS/CRS area may still be considered to meet the
L/M Income Benefit national objective because all housing units assisted in such an
area may be considered to be part of a single structure for the purpose of meeting
the 51%+ occupancy requirement.

7.2.2 The Federal HOME Program

The State of New York has elected to structure its program so that all resources are
recaptured in the event the unit is sold during the recapture period.

HOME $$ INVESTED MINIMUM RECAPTURE
PER UNIT PERIOD
<§15,000 5 years
$15,000 - $40,000 10 years
>$40,000 15 years

Eligible Beneficiaries

=  Must have a household income that does not exceed 80% of the area median
adjusted by family size.

= Must use the property as their principal residence throughout the period of
affordability.

Required Property Standards

= All properties must meet Section 8 HQS and local codes, zoning and ordinances at
the time of initial occupancy.

Types of Investment

= Interest subsidies
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= Down-payment assistance / Equity investments

= (Closing-cost assistance

Terms of Assistance

= Below-market or no-interest deferred payment loan with a term equal to the
recapture period, secured by a deed of trust naming the State or New York and/or
State recipient as beneficiary.

= In the event the property is transferred during the recapture (loan) period, specific
procedures must be followed to ensure the appropriate amount of HOME funds is
recaptured.

Maximum property value

= The property value may not exceed the FHA 203(b) insuring limit for single-family
properties

Minimum and Maximum HOME Investments

* The minimum per unit HOME investment is $1,000. Maximum per unit
investments are updated annually by HUD.
Eligible HOME Program Costs

= Acquisition costs, including but not limited to down payment and closing costs;

= Acquisition of vacant land, when HOME funds have been committed for new
construction;

= Hard construction costs;

= Rehabilitation costs, when rehabilitation of an acquired property is necessary to
meet the required property standards;

= Housing Counseling

= Staff and overhead costs directly related to a project, such as work write-ups,
inspections and housing

Eligible Property Types

= The property may be publicly or privately owned, existing or newly constructed,
and be one of the following types of residences:

o Single-family (one-unit structures)

o Two-to-four unit structures - one unit must be owner-occupied, and
remaining units are subject to HOME rental housing affordability
requirements.

o Condominium units

o Cooperative units
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o Manufactured housing, only if the unit:
= is situated on a permanent foundation;
= is connected to permanent utility hook-ups;

= is located on land that is held in fee-simple title, land-trust, or long-
term ground lease with a term at least equal to that of the
affordability period;

= meets the construction standards of 24 CFR 3280 if produced after
June 15, 1976;

= meets applicable local and/or state codes if produced prior to June
15, 1976;

= meets all of the other requirements.

7.3 [Estimating Sales Affordability

The market analysis for a project will help determine appropriate sales prices. In addition,
there are buyer-based and unit-based factors that will impact not only the sales price but
also the amount of public subsidy necessary for both the buyers and the development.

Buyer-based factors reflect the demographic and economic conditions of the potential
purchasers of the units. These conditions include household income, access to financing
and the terms of available financing, and other costs of ownership including mortgage
insurance premiums, homeowner’s association dues, taxes and insurance. When public
funds are used program income limits and the amount of available subsidies also impact
the sales price.

Unit-based factors reflect the cost of development in the market. When public subsidies
are used mortgage insuring limits and maximum investment and construction cost limits
also impact the sales price.

7.4 The Impact of the Lending Market on Sales

The process of making lending decisions has significantly evolved during recent years. As
a result of the historical performance of hundreds of thousands of loans, the lending
community is now able to better assess the major risks associated with making a loan to a
homebuyer. This knowledge, coupled with improved technologies, has resulted in a more
automated and objective underwriting process.

As a local project developer, it is important that you are aware of the basics of mortgage

finance as well as the recent trends in the industry. This section will provide you with a
foundation of knowledge in these important areas:
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= Key Players — The key participants in the housing finance arena and how they work
together to operate a highly successful and liquid mortgage system

= Popular Mortgage Products — A description of the most popular types of mortgages
currently being originated

= Key Terms — A summary of the key terms necessary to understand how to review a
homebuyer’s loan application.

= Key Review Criteria — The 4 C’s of Mortgage Credit—a discussion of the key
criteria that lenders consider when making loan decisions.

= The Underwriting Decision — An up-to-date review of how lenders make lending
decisions with a specific emphasis on the use of new technologies.

7.5 Buyer Financing

The key players in the housing finance industry are:
= Private Lenders
= Secondary Market Players
= Mortgage Insurance Industry

=  Subsidy Providers

7.5.1 Private Lenders

Private lending institutions are playing an increasingly significant role in financing
affordable homeownership initiatives. They are the principal originators of first
mortgages and their involvement in affordable lending is critical. The private lending
market is influenced by several factors, including the secondary market and the
Community Reinvestment Act.

There are a number of reasons why lenders have become more engaged in affordable
lending. The primary reasons are that as the industry becomes more competitive, lenders
must continually seek new business opportunities. Many of these opportunities are found
in serving traditionally underserved populations — minorities, immigrants and lower
income families.

In addition, the Community Reinvestment Act (CRA), passed in 1977, requires lenders to
serve low- and moderate-income neighborhoods. A lender’s CRA performance directly
affects its ability to merge with and buy out other banks. Thus, during the era of bank
mergers that began in the early 1990s, lenders have stepped up their community lending
efforts.

The Community Reinvestment Act was enacted by Congress in 1977 (12 U.S.C. 2901) and
is implemented by Regulation BB (12 CFR 228). CRA is intended to encourage certain
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private lending institutions to help meet the credit needs of the communities in which they
operate, including low- and moderate-income neighborhoods. CRA requires that each
lender’s record in helping meet the credit needs of its entire community be evaluated
periodically. That record is released to the public and is taken into account in considering
an institution’s application to open new branches or engage in mergers and/or acquisitions.
In 1995, CRA regulations were amended to place a greater emphasis on a lending
institution’s actual record of performance rather than the process by which the institution
achieves that record.

Lenders are evaluated based on actual performance in their communities—loans and
investments made as well as services provided. Large banks have a different test than do
smaller banks. Lenders are given a rating of either “outstanding,” “satisfactory,” “needs
improvement” or “substantial noncompliance.”

CRA has spurred a dramatic increase in private investment in housing and economic
development. Much of this investment has occurred in the 1990’s, when consolidation and
growth of large institutions prompted a wave of CRA-related products and investment.
Still, many community-lending advocates argue that CRA reviews by Federal supervisory
agencies are cursory and “toothless.”

99 ¢

Lenders often sell the mortgages they issue on the secondary market to obtain additional
funds to issue more loans. Federally insured loans are generally sold to Ginnie Mae, while
conventional mortgages are frequently sold to Freddie Mac, Fannie Mae or other
secondary market purchasers.

In order to sell loans to Freddie Mac and Fannie Mae, lenders must comply with
underwriting guidelines set forth by these organizations. The good news is that both
Freddie and Fannie have made great strides toward flexible underwriting standards,
creating technology that greatly expands lenders’ options and targeting non-traditional and
lower-income borrowers.

In addition to these traditional secondary markets, some larger lenders bundle mortgage
loans and sell their own mortgage-backed securities - receiving funds for additional loans
much like they would by selling to the secondary market.

Lenders may choose not to sell mortgages on the secondary market. These loans are kept in
the lender’s portfolio. Some loans are kept in the lender’s portfolio for the life of the
mortgage. Others are kept for a short while until a payment record has been established,
and then sold on the secondary market. These loans are called “seasoned” loans. Portfolio
loans give lenders the opportunity to offer consumers some or all of the following benefits:

= Flexible underwriting criteria

= Reduced interest rates

=  Reduced or waived fees

= Lower down payment requirements

= Waived mortgage insurance requirements, even with low down payments
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7.5.2 The Secondary Market

The term “secondary market” refers to financial institutions that purchase mortgage loans
originated by the lenders previously described. Lenders sell their loans on the secondary
market to obtain more funds to originate new loans. Secondary market organizations then
“bundle” loans and sell them to investors.

After origination, a majority of mortgage loans are immediately sold on the secondary
market. Typically, the originating institution does not profit from the long-term interest on
the loan. Instead, primary lenders make money on application and origination fees;
servicing fees; and premiums paid by the secondary market when the loans are purchased.

There are three major secondary market players: the Federal National Mortgage
Association (Fannie Mae), the Federal Home Loan Mortgage Corporation (Freddie Mac)
and, the Government National Mortgage Association (Ginnie Mae). Secondary mortgage
market purchasers can also be large banks, life insurance companies and pension funds.
Fannie Mae and Freddie Mac purchase the majority of loans sold to the secondary market.

Some key points about these two institutions include:

= Fannie and Freddie bundle the loans and sell mortgage-backed securities to
investors.

= The money raised from the sale of mortgage-backed securities enables Fannie and
Freddie to purchase more loans.

= Fannie and Freddie set forth criteria that the loans they purchase must meet.

= Most lenders adopt these criteria as their own so that they will be able to sell the
loans they originate on the secondary market. (Loans that do not meet secondary
market criteria must be held in the lender’s portfolio).

= In recent years, Fannie and Freddie have made their underwriting standards more
flexible to make homeownership attainable for more households than ever before.
The result has been an unprecedented number of creative new mortgage products
and services offered by the private, public and nonprofit sectors.

7.5.3 Mortgage Insurance Industry

Mortgage insurance protects lenders from losses due to borrower default. Since mortgage
lenders prefer to make loans with low loan-to-value (LTV) ratios - usually 80% or less,
those loans with higher LTVs usually must have some type of mortgage insurance if it is to
be sold on the secondary market.

Mortgage insurance allows lenders to issue loans on more flexible terms than they

otherwise would. For this reason, homebuyers can secure a mortgage with a down payment
as low as 5, 3 or even 0%.
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7.5.3.1 Private Mortgage Insurance

Private mortgage insurance amounts to only a fraction of the total housing cost, typically
about 7/10 of 1% of the loan amount per year. Borrowers usually pay premiums through
their lenders as part of the overall financing of the home. Often the first premium is paid
when a mortgage loan closes, and thereafter the premium may be a small part of the
monthly mortgage payment.

7.5.3.2 The Federal Housing Administration (FHA)

The Federal Housing Administration (FHA) was established under the National Housing
Act of 1934 to help revive and stabilize a housing market devastated by the Great
Depression and the breakdown of the American banking system. In 1965, FHA was
consolidated into the newly established Department of Housing and Urban Development
(HUD). The overall goal of FHA’s insurance programs is to help expand homeownership
and affordable-housing opportunities for all Americans.

Over the years, two principal objectives have evolved for FHA programs:
= To serve homebuyers who are not adequately served by the private sector

= To be at the forefront in the development of innovative mortgage- financing
techniques as needed due to changing market conditions

FHA insures private lenders against loss on mortgages/loans for:
= Single-family homes
=  Multifamily projects
= Health facilities
= Property improvements

= Manufactured homes

Unlike private mortgage insurance, FHA insurance covers the full loan amount (100%).
The FHA mortgage insurance allows a homebuyer to make a modest down payment and
obtain a mortgage for the balance of the purchase price.

FHA’s programs are financed from a Public Enterprise Revolving Fund, called the FHA
Insurance Fund. The FHA Insurance Fund, supported through premium income, interest on

investments, Congressional appropriations and other sources, is comprised of four sub-
funds:

= The Mutual Mortgage Insurance (MMI) Fund supports FHA’s basic single-family
home ownership program—the Section 203(b) program. Historically this fund has
been self-sustaining.

= The General Insurance (GI) Funds supports a variety of multifamily and single-
family insured loan programs for rental apartments, cooperatives, condominiums,
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housing for the elderly, nursing homes, hospitals, property improvement and
manufactured housing (Title I) and disaster assistance.

= The Special Risk Insurance (SRI) Fund supports multifamily rental projects and
loan to high-risk borrowers. In the past, many of these projects have been eligible
for subsidized interest rates.

= The Cooperative Management Housing Insurance (CMHI) Fund supports insurance
on market-rate cooperative apartment projects. This fund has historically been self-
sustaining and is no longer active, except for refinancing.

7.5.4 Subsidy Providers

Private lenders and the secondary market go a long way toward meeting the mortgage
lending needs of American homebuyers. Nonetheless, many individuals and families need
additional assistance to purchase a home. Public subsidies can give these potential
homeowners the opportunity to realize their dream of homeownership.

There are a number of barriers to homeownership. From the homebuyer’s view, these
barriers boil down to three basic barriers:

High monthly debt payments

Lack of cash for entry costs (down payment and closing costs)

Poor or nonexistent credit

Public subsidies can be used to address, directly or indirectly, many of these barriers.
Typical program design approaches can include:

= Down payment/closing cost assistance

= @Gap financing (principal reduction)

= Low-cost second mortgages for acquisition and rehabilitation
= Development assistance for developers

* Loan guarantees and/or credit enhancements

= Interest subsidies

A number of federal agencies and local governments provide public subsidies to finance
homeownership. Key entities include:

= U.S. Department of Housing and Urban Development
= Department of Agriculture — Rural Housing Service

= Federal Home Loan Banks

= State and Local Housing Finance Agencies, and

= State and Local Governments
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7.6 Common Types of Mortgages

In today’s low interest-rate environment, many homebuyers are purchasing their first
home. The most popular types of mortgages being originated include the following:

= Fixed-Rate Mortgages. A Standard Fixed-Rate Mortgage is generally for 15 to 30
years and is fully amortizing with a fixed interest rate for the entire term. Fixed-
rate mortgages are simple to understand and have predictable payments. Because
payments do not increase over time, homebuyers do not need to rely on increases in
income to make future house payments. Fixed-rate mortgages are ideal for
families that plan to live in their homes for a long period of time, or families that
like the certainty of a fixed-rate loan.

= Adjustable Rate Mortgages (ARMs). ARMs are generally for 15 to 30 years and
have an interest rate that is adjusted periodically to reflect the value of money
(interest rates). Three-, five-, seven-, and ten-year fixed-period ARMs can be
tailor-made to the homebuyer’s needs. An ARM offers a competitive rate plus an
initial fixed rate to protect against rapid interest rate increases. Homeowners can
enjoy from 3 to 10 years of fixed payments before the initial interest rate changes.
Initial rate caps vary by product type, but subsequent annual adjustments are
capped at 2%. The typical lifetime cap is 6%. Each product type generally
encompasses a convertible and a non-convertible plan; convertible plans offer the
option to convert to a fixed-rate mortgage after the initial fixed period.

= Hybrid ARMs. A hybrid ARM starts out as a fixed payment mortgage for several
years, usually 3 to 10, and then converts to an ARM after that initial term to a full
ARM for the remainder of the term. This gives the buyer stability during the early
years along with a lower than fixed interest rate. However, there is a chance that
the rates will be higher at the end of 7 years when the rate becomes adjustable, and
there is adjustment risk for the remainder of the term. The assumption of this
arrangement 1is that many owners move or refinance before the fixed payment term
is up.

= Bi-weekly Mortgages. Biweekly Mortgages are another type of fixed-rate
mortgage. Biweekly mortgages are just like traditional fixed-rate, level-payment,
fully-amortized mortgages, except that the borrowers’ payments are made every 14
days instead of once a month. Borrowers can qualify for a 30-year monthly
payment amount, but get a loan that pays off approximately 22 years at current
interest rates; at higher rates, the actual term declines. The borrowers’ biweekly
payment amount is equal to one-half of the monthly payment for a comparable
monthly-pay mortgage. This results in 26, or sometimes 27, payments a year, the
equivalent of 13 monthly payments or one extra monthly payment per year.
Consequently, the biweekly mortgage will have a true amortization term that is
shorter than the amortization term for a monthly-pay mortgage.
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However, because housing is so expensive and lenders have become creative in the
financing arrangements to make ownership more affordable, there are more than 40 types
of mortgage products on the market. Some of the more exotic products including:

= [nterest only mortgages;
= Negative amortization mortgages;

= Balloon mortgages (due or required to be refinanced prior to completion of the full
amortization period); and

= Options ARMs — these mortgages allow the mortgagor to choose the monthly
payment from among a minimum payment (which is really a negative amortization
payment), an interest only payment, and a full amortization payment.

Such exotic mortgage products are extremely risky to lower income buyers and should be
avoided, as the risks of owing more than a home is worth is much higher as is the risk of
adjustments to mortgage payments that are unaffordable during the term.

Most counselors urge first time buyers to stay with fixed rate mortgages or long-term
hybrids such as the 7 year or 10-year hybrid that allow the buyer to achieve some stability
before facing adjustable terms or refinancing.

7.7 Buyer Underwriting

Before qualifying ratios can be evaluated, certain terminology should be explained.
Without an understanding of the components of a mortgage payment and the types of debt
and income, ratios cannot be determined.

= Gross income is the money you earn before taxes. Gross income also includes
overtime, commissions, dividends and any other sources in addition to your regular
income. As long as a steady history and documented proof of income can be
shown, it can be counted by the lender.

= Housing expense includes Principal, Interest, Taxes and Insurance (PITI). If
applicable, it also includes such fees as mortgage insurance premiums,
homeowner’s association fees, condo fees and second-trust principal and interest.

= Principal refers to the loan amount or the funds that were borrowed. A portion of
each monthly mortgage payment is a principal payment, which reduces the overall
outstanding loan balance. If the loan is fully amortizing and principal payments are
made throughout the entire term of the mortgage, the loan will eventually be paid
off in full at the end of the term.

= Full amortization means that both the principal and interest on the loan will be
paid off at the end of a fixed period of time.

= Interest can be viewed as the cost of borrowing money and, in the early years of a
loan, is a major portion of a homebuyer’s monthly mortgage payment. The
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interest rate charged can have a dramatic effect on the overall monthly payment for
a homebuyer. The higher the interest rate, the higher monthly payments will be
and the more interest the borrower will pay over the life of the loan. As time goes
on, an increasing amount of the payment is for principal reduction. For instance, an
$85,000 loan amortized over 30 years at 7.5% will have a constant monthly
payment of $594.33 (principal and interest). While the monthly payment remains
the same, the amount applied to principal and interest will change each month. At
the beginning of the loan term, a much higher percentage of the payment will be
applied to the interest payment compared with the amount paid near the end of the
loan term for interest.

= The Annual Percentage Rate (APR) is the total yearly cost of a mortgage stated
as a percentage of the loan amount. It includes the contract interest rate, mortgage
insurance, and points. It is a better source of comparison than the interest rate
alone.

= Property Tax and Insurance. The lender deposits the property tax and insurance
portions of the borrower’s payment into an escrow account. Mortgage insurance
premiums and homeowner’s association dues are also sometimes included.

= An escrow account is a special account held by the servicing agent used only for
payment of taxes and insurance related to a specific property. When the yearly
property tax and insurance bills are due, the servicing agent simply deducts the
correct amount from the escrow account and pays the bill. Borrowers should
carefully review the annual escrow analysis for accuracy. Example: If your
property taxes are $600 each year, your lender will set aside approximately 1/12 of
the $600 each month ($50) when you make your house payment. This way, as your
payments are made, you accumulate enough money in your escrow account to
cover the yearly tax bill.

= There are two types of property insurance: (1) hazard insurance protects the
lender and homeowner in the event of fire or storm, and lenders require this
coverage because the home serves as collateral for the debt; and (2) flood insurance
is required if the home is located in a 100-year flood plain as determined by the
Federal Emergency Management Agency (FEMA).

= Mortgage insurance (MI) is insurance designed to protect the lender from losses
incurred when borrowers default and have less than 20% in a down payment or
secondary financing. Mortgage default data shows that homebuyers who make
small down payments, or have less invested, are more likely to default than those
who put down at least 20% of the purchase price. Although an additional borrower
cost, MI allows the homebuyer to purchase a home with a smaller down payment.
The typical cost is approximately $250 to $300 per year for a loan of $50,000. Do
not confuse MI with other types of insurance. A type of life insurance that is
designed to pay off mortgage loans in the event of the borrower’s death is often
confused with MI. Once a homebuyer has accumulated equity totaling 20% of the
market value of the home, mortgage insurance can be cancelled. In fact, federal law
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now requires that mortgage insurance be eliminated, except in high-risk situations,
after the loan-to-value ratio reaches 78%.

Lenders often speak of the four “C’s” of credit:

= (Capacity
=  Credit
= (Capital

= (Collateral

These are explored below.

7.7.1.1 Capacity—Can the Homebuyer Repay the Debt?

Lenders typically apply two qualifying ratios to determine a borrower’s ability to repay
additional debt. The most restrictive ratio in any given case is used to determine the
maximum mortgage amount. All ratios are applied to the borrower’s total income.
Consequently, the lender will first look at the sources and amounts of regular income
available to the borrower.

The Housing Expense to Income Ratio (or “front ratio”) is generally expected to be in the
28-33% range. The ratio is calculated by dividing the homebuyer’s total housing expenses
(PITT) by gross income. (Note: Freddie Mac does not require a “front ratio.”)

The Total Debt to Income Ratio (or “back ratio”) is also used by lenders to determine if
homebuyers can handle a house payment in addition to all monthly recurring payments.
The maximum ratio acceptable to the lender is generally in the range of 36—41%. This
ratio is calculated by dividing all housing expenses plus other recurring monthly debt
obligations as described below by gross income.

Installment Accounts: Auto payments, furniture payments, and student-loan payments are
called “installment” because they have the same payment each month. Often the lender
will “discount” these payments or not use them if the number of payments remaining is
less than 6-10 months.

Revolving Charge Accounts: Visa, MasterCard, and department store accounts are
examples of revolving credit. The minimum payment on these accounts can go up or down
depending on the outstanding balance. The lender will typically use the minimum monthly
payment on your most recent statement for his calculations.

Other Monthly Payments: Child support payments, childcare expenses, alimony, and wage

garnishments are also used by the lender to calculate the amount of your total monthly debt
payments.
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Exceptions to the Rule: Lenders do not include certain bills (for example, telephone and
utility bills, auto and life insurance bills, retirement and savings contributions, and income
and Social Security taxes).

7.7.1.2 Credit History—Will the Homebuyer Repay the Debt on Time?

Lenders closely scrutinize credit! The borrower’s payment history on past obligations will
be reviewed to determine whether a borrower is likely to meet mortgage payments in a
timely manner.

Historically, lenders have evaluated credit history by obtaining Mortgage Residential
Credit Reports from national credit bureaus that collect records from businesses and
financial institutions and, using a sophisticated computer system, compile records of
individuals’ credit histories. However, in recent years, the use of credit scores has become
the predominant means of evaluating credit.

A credit score is a statistical way of predicting how likely it is that a borrower will pay
back a loan, such as a mortgage, that might be made to the borrower. The most commonly
used credit score today is known as a “FICO” score. The company named Fair, Isaac and
Co. developed a mathematical way to look at factors in an individual’s credit record that
may affect a borrower’s ability and willingness to repay debt. FICO scores are used in
more than 75% of mortgage loan originations and include four components:

= The most important factor the company uses is payment history, which accounts for
35% of the score. A couple of late payments are not an automatic “score-killer.” An
overall credit history will usually outweigh a few late payments. In looking at a
consumer’s payment history, Fair, Isaac looks at items such as the presence of
adverse public records (bankruptcy, judgments, suits, liens, etc.) and the amount of
credit a borrower owes.

= Next, Fair, Isaac looks at the amount of credit a consumer owes, which makes up
30% of the credit score. Having credit accounts and owing money doesn’t make
someone high-risk; instead owing a great deal of money on many accounts could
indicate the person is over-extended and potentially high risk.

= Approximately 15% of the credit score takes into account the length of time credit
has been established.

= The remaining 20% looks at whether the consumer is taking on new credit and if
they have a “healthy mix” of loans.

The secondary market has found that borrowers with credit scores above 660 are likely to
be acceptable credit risks. Underwriters can perform a basic review of these loan files. That
means they review the mortgage for consistency and completeness, to confirm the
borrower’s willingness to repay as agreed.
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The credit risk is less certain for borrowers with credit scores between 620 and 660, so it is
recommended that underwriters perform a comprehensive review, which involves
underwriting all aspects of the borrower’s credit history. A borrower with a credit score in
this range probably has a marginal credit reputation that should not be layered with other
risks.

It is generally recommended that a very thorough review be made of any applicant if his or
her credit score falls below 620, which indicates high-risk borrowers with usable credit
scores in this range are likely to have poor credit reputation, so a cautious review is in
order. If the information in the credit report is inaccurate or incomplete, or if there are less
than three trade lines in the credit report, then the credit score may be considered invalid.
Comprehensive counseling and credit enhancements may be necessary to assist these
borrowers.

Credit scores are widely used today because they speed up the mortgage-approval process
for most consumers, allowing mortgage lenders to work with consumers whose credit
scores raise questions about their credit records. By using credits scores, mortgage lenders
treat each person objectively because the same standards apply to everyone.

Credit scores assess each factor equally for every consumer debt, every time. They do not
include race, religion, national origin, gender or marital status as factors. Credit scores are
blind to demographic or cultural differences among people.

If there are errors in a homebuyer’s credit report, a copy should be requested from each of
the Big 3 reporting agencies. If one report is incorrect, there is a good chance that the
others are also inaccurate.

The Fair Credit Reporting Act (FCRA) is a consumer protection law that sets up a
procedure for correcting mistakes on credit reports. The FCRA says that credit bureaus
must complete an investigation into a consumer’s inquiry and get an answer back within a
“reasonable period of time.” In most cases, the answer is forthcoming within 30 days of
the initial inquiry. Consumer Rights under the FCRA include:

= To learn the name and address of the consumer reporting agency whose report
impaired the homebuyer’s application in connection with a credit or job
application.

= To discover on request the nature and substance of all information (except medical
information that is privacy-protected) a credit agency has on file.

= To know the sources of such information, except investigative sources.

= To get the names of all people who have received reports within the previous six
months or within the previous year if the report was furnished for employment
reasons.
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= To have all incomplete or incorrect information investigated, and if any
information cannot be found or is found to be inaccurate, to have that information
deleted from your file.

= To have a credit bureau notify all agencies of the credit bureau’s mistake, at no cost
to the consumer.

= To have the consumer’s side of any controversy included in a creditor’s report, if
difference with that creditor cannot be resolved.

= To have no information sent out that is more than 7 years old (10 years if you have
been bankrupt), with two exceptions: There are no time limits if the consumer is
applying for insurance over specified limits, or if the consumer is applying for a job
with a salary over specified limits.

= [fan unresolved dispute exists with a creditor, the credit agency must include the
homebuyer’s explanation of the situation in future credit reports.

Many first-time homebuyers do not have traditional credit histories. They do not use credit
or do not have the type of credit history that would appear on a credit report. In these
instances, non-credit payment references, such as rent, utilities or insurance that requires
payments at least quarterly may be used. At a minimum, there must be at least four non-
credit payment references or a total of four trade lines and non-credit payment references.
To be used to establish a minimum payment history, a non-credit payment reference must
have existed for 12 months.

When verifying non-credit payment references, sufficient information must be obtained to
establish:

* To whom the payments were made

= The nature of the obligations

=  When the account was opened

= The amount of the payment required or made

=  When payments are due

= A payment history

= Any outstanding balance

= The historical status of the account in a format indicating the number of times and

duration of times past due
7.7.1.3 Capital—Does the Homebuyer have Sufficient Cash?

Principal, Interest, Taxes, and Insurance (PITI) and other monthly recurring costs are not
the only costs of homeownership. When a buyer purchases a home, he or she must provide
a down payment and cover the costs associated with closing a real estate transaction. These
costs are often referred to as entry costs.
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Most lenders require that the homebuyer contribute some cash up-front toward the
purchase price of the home. This requirement ensures that the borrower has a vested
financial interest in the property and is therefore less likely to “walk away.” Down
payments typically range from 3% to 20% of the purchase price of the home.

In the past, lenders required a minimum down payment of 20%. To make homeownership
affordable to more people, most lenders now offer mortgages with only a 3% down
payment. The down payment may be more or less, depending on the mortgage program
used and the amount of cash the buyer has available. The greater the down payment, the
greater the equity and the lower the monthly payment required.

There are a number of costs associated with the transfer of the property. These costs are
called closing costs or settlement costs and are typically paid by the borrower (unless the
seller has agreed to cover some of the costs as part of the purchase agreement).

The amount of closing costs varies, but as a general rule, closing costs range from 3% to
6% of the amount of the mortgage. For instance, for a home with a $95,000 mortgage (a
$100,000 home with a $5,000, 5% down payment) the closing costs will generally range
from $2,850 to $5,700. Common closing costs include:

= Mortgage Origination Fee. This fee covers the administrative costs of processing
the loan. It may be expressed as a percentage of the loan (for example, 1% of the
mortgage amount).

= Credit Report Fee. This covers the cost of the credit report, which the lender used
to determine creditworthiness. Like the appraisal fee, the credit report fee is
generally paid when the borrower applies for the mortgage.

= Discount Points. “Points” charged by a lender to adjust the yield on the loan to
market conditions. Each point equals 1% of the mortgage amount.

= Attorney or Escrow Agent’s Fees. The buyer and /or seller may have attorneys or
escrow agents involved during the process. The attorney is sometimes the
settlement or closing agent and is responsible for preparing all documentation and
organizing the closing.

= Land Survey. Lenders generally require a survey of the property before closing. A
survey verifies property boundaries and confirms that the legal description of the
property as stated in the sales contract is correct.

= Appraisal Fee. This pays for the appraisal, which the lender uses to determine
whether the value of the property is sufficient to secure the loan. The borrower
usually pays the appraisal fee when he or she applies for the mortgage.

= Inspection Fees. These are paid to property inspectors. Most borrowers receive a
home inspection. Inspections may also be required to detect termites, radon, lead-
based paint and other hazards.

= Title Search. A title search is done to ensure that the seller is the legal owner of the
property and that he or she is free to sell it. The title search also checks the title
records to make sure that there are no liens on the title.
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= Title Insurance. Title insurance protects the lender and the homeowner in the event
that a title defect is found and another party places a claim against the owner’s title.

= Homeowner’s Warranty. A homeowner’s warranty is an insurance policy covering
repair of the major systems during the first year of ownership. A homeowner’s
warranty is required for a new home and optional for an existing home. Longer-
term warranties are available at an additional cost.

= Interest. At closing, borrowers generally have to pay the interest on the mortgage
from settlement to the beginning of the period covered by the first monthly

payment.
= Escrow Accounts or Reserves. Reserves are required if the lender will be paying

property taxes, mortgage insurance and hazard insurance. State and local law and
lenders’ policies vary.

= Prepaid Insurance. The lender may require the first year’s premium or a lump-sum
premium on mortgage and hazard insurance at settlement.

= Recording and Transfer Fees. Most states impose a tax on the transfer of property
and require payment of a fee for recording purchase documents.

7.7.1.4 Collateral—Will the Lender Have Adequate Security?

While the other factors — capacity, capital and credit — are used to minimize the likelihood
of default and eventual foreclosure, the evaluation of collateral is necessary to ensure that
the lender can recoup their funds in the event of a foreclosure. The primary concern is
that the property the borrower is purchasing serve as sufficient security for the loan.

Homeowners with a higher equity stake in their property are more motivated to retain their
home. As such, the risk of foreclosure is reduced. Lenders will require property appraisals
to be performed by qualified, certified appraisers to ensure that the value of the property
adequately exceeds the loans on the property.

Lenders use the Loan-to-Value (LTV) Ratio to evaluate their risk. The LTV is computed
as follows: LTV = Loan Amount / Appraised Value of the Property.

Mortgage insurance is often provided for loans where the LTV is higher than 80%. If
mortgage insurance is purchased, the lender will typically permit the homebuyer to have a
maximum LTV of 95 to 97%.

7.7.1.5 The Underwriting Decision

Ultimately, the lender will review the 4 C’s as discussed earlier in this section to determine
if a loan can be made:

= The “Capacity” to repay the debt will be considered by analyzing qualifying ratios.

= The availability of “Capital” (cash) for a down payment and closing costs must also
be reviewed.
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= The homebuyer’s “Credit History” will be reviewed using credit scores and a
review of the credit history.

= The lender’s “Collateral” will be analyzed by appraising the property and using a
loan to value (LTV) ratio.

7.7.1.6 Traditional Underwriting

Once the components of a mortgage application have been analyzed, the lender must
determine whether the risks associated with collateral, credit, capital and capacity combine
to make an investment-quality mortgage.

Default probabilities will grow if multiple risk factors are present, which is known as
layering of risks. Along with analyzing layers of risk, the need to identify strengths that
offset those risks further complicates lending decisions. Yet this is the job the human
underwriter is expected to perform!

Inevitably, different people make different decisions. The result is an uneven process
whereby loan applicants are treated differently from case to case. Some families who are
ready to become homebuyers get turned away. Others who are not yet ready for the
financial responsibilities of homeownership may obtain mortgages, only to suffer
foreclosure.

The cumulative effect of each of these mistakes weighs heaviest on households whose
applications fall in the gray area between exceptions and denial.

7.7.1.7 Automated Underwriting

Like traditional underwriting, automated underwriting evaluates mortgage applications on
the basis of the 4 C’s: collateral, credit reputation, capital and capacity. However,
automated underwriting represents a quantum leap forward in the ability to identify sound
mortgage loans. Its unique strength lies in the ability to analyze a multitude of factors
simultaneously.

Consider, for instance, the need to balance 10 or more elements in a loan application. The
possible combinations of these factors alone can number in the thousands. Human
underwriters cannot be expected to assess them accurately and consistently from
application to application. In contrast, statistically-based automated underwriting systems
are designed to handle risk combinations numbering in the millions. By consistently
applying uniform standards of creditworthiness, automated underwriting provides the same
objective treatment to all borrowers.

Automated underwriting delivers enormous benefits to consumers:

= Lower Costs — Automated underwriting reduces mortgage origination costs related
to processing and underwriting, appraisals and lender warranties. As a result, more
families are able to buy homes. Many automated underwriting systems can provide
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a lending decision in as little as four minutes. As a result, lending decisions can be
made quickly and closings held within days instead of weeks or months. Today,
Freddie Mac’s Loan Prospector is lowering costs by $300 to $650 per loan, and the
savings can be expected to grow. As these savings are passed through to
consumers, they will help reduce one of the greatest obstacles to owning a home:
up-front costs.

= Level Playing Field — Automated systems are blind to an applicant’s race and
ethnicity, promoting fair and consistent mortgage-lending decisions. Dispelling
perceptions of unfair treatment and ensuring a level playing field will have a
dramatic impact on the number of minority homeowners. Automated underwriting
ignores any information that’s not directly related to assessing a borrower’s
likelihood of default. Because of its statistical basis, automated underwriting is an
accurate predictor of default, not just overall, but for borrowers across demographic
and economic groups. The objectivity and consistency of automated underwriting
gives every family applying for a loan a fair shake.

= Expanding Markets — Automated underwriting improves the accuracy of lending
decisions, making it easier to serve families that do not fit the traditional borrower
profile. Families who were once turned down for mortgages or relegated to the
more expensive sub-prime market will be able to qualify for conventional loans.

7.8 Subprime Markets and Predatory Lending

Borrowers have a wide range of needs in terms of lending products. Some borrowers are
considered an excellent risk and are considered an “A” quality investment while others are
more risky and are considered less than “A” quality. Others are simply too risky from a
lending perspective and are unable to get a loan.

When buying a home, most “A” quality borrowers obtain mortgage loans from the prime
lending market. This is the conventional mortgage market, which is generally low-cost and
stable, offering market-rate financing.

For borrowers with blemished credit that are considered less than “A” quality (that is,
A-minus, B and C), mortgages are often available from the subprime lending market, often
at higher cost or less favorable terms than loans available in the conventional prime
market. These higher costs or less favorable terms offset the higher risk assumed by
subprime lenders.

The readiness of subprime lenders to make higher risk loans can benefit borrowers that are
not able to obtain conventional financing. Some borrowers with blemished credit histories
turn to the subprime market because they feel they have no other alternative. With correct
direction, a significant portion of the borrowers in the subprime market could obtain
conventional financing.
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To a large degree because of Freddie Mac and Fannie Mae’s requirements, the mortgage
markets are generally stable and efficient. In addition to reducing the overall level of
mortgage costs, disparities that used to exist between different regions of the country have
also been reduced. Today, conforming mortgage rates are essentially identical in all
regions of the country, across all neighborhoods and across many lenders.

The home-buying process has also benefited from a great degree of standardization.
Standard documents, standard disclosures, standard underwriting guidelines, standard
protections—consumers in the prime lending market take these for granted, but they did
not always exist.

According to the US Department of Housing and Urban Development, by providing loans
to borrowers who do not meet the credit standards for borrowers in the prime market,
subprime lending can and does serve a critical role in the nation’s economy. Through the
subprime market, borrowers with blemished credit, insufficient credit history or non-
traditional credit sources can buy a new home, improve their existing home or refinance
their mortgage to increase their cash on hand.

The subprime market historically focused on refinances and second mortgages.
Increasingly, purchase-money and first-lien mortgages are being originated in the subprime
market. With a lack of competition, the lenders in the subprime market do not benefit
from standardization and lower costs. Consequently, one lender’s A-minus product may
be another lender’s C loan. Fees are high, loans repay quickly and many subprime lenders
have experienced serious financial troubles in recent years.

The subprime segment of the market is neither stable nor efficient. Many financial industry
leaders believe there is inadequate competition, poor information, almost no
standardization and insufficient innovation.

There is also a disproportionate concentration of subprime lending in minority and low-
income neighborhoods. During 2001, subprime lending accounted for 9.6% of all lending
to low-income borrowers, 7.6% of the lending to moderate-income borrowers and 5.6% to
high-income borrowers. Higher cost subprime lending accounted for 14.2 % of the loans
to black borrowers compared with only 4.3 % to white borrowers.

In terms of neighborhoods, subprime lending constituted 12.5% of lending in low-income
neighborhoods (where households have incomes of 80% or less of the area median)
compared with 7.2% in moderate-income neighborhoods (households with 80 to 120% of
area median income) and 5.2% in higher-income neighborhoods (households with incomes
above 120% of the area median).

When a lender coerces a borrower into taking a loan that they cannot afford or makes a

loan with terms (excessive fees and charges or unreasonable terms) that are less favorable
than those for which the borrower is qualified, this is known as predatory lending.
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While there is no one definition of predatory lending, a report by the Neighborhood
Reinvestment Corporation and the Joint Center for Housing Studies of Harvard University
considers that “loans become predatory when they:

= Target a particular population
= Take advantage of the borrower’s inexperience and lack of information
= Manipulate a borrower into a loan the borrower cannot afford to pay, or

= Defraud the borrower or investor.”

Predatory lenders target vulnerable populations. Much of the predatory lending takes place
in relation to home-equity financing and targets borrowers that have built equity in their
homes that can be used as security for loans. Other vulnerable populations often targeted
by predatory lenders include minority, low- and moderate-income and elderly
homeowners.

Credit life insurance can be used as an equity-stripping technique, such as when a borrower
is given no choice but to finance the whole premium upfront. Since most borrowers
cannot cover this expense, the cost is rolled into the loan balance, which increases their
indebtedness, decreases equity and increases the risk of default. In some situations, heirs
did not file a credit insurance claim because they did not know that their family member
had purchased credit life—because the deceased borrower himself did not know he had
bought it.

Prepayment penalties are broadly used in subprime lending because the rate of prepayment
tends to be very high. Used correctly, prepayment penalty loans offer borrowers a lower
rate in exchange for staying in the loan for a given period of time, which can be beneficial
for some borrowers. Loan with prepayment penalties can be predatory when:

= Borrowers do not understand the terms of the loan
= Borrowers may not be offered a choice of an alternative product
= Borrowers do not get a lower rate

= Borrowers are locked into loans for extended periods or saddled with excessive
prepayment penalties

= Borrowers are caught in a scheme where lenders deliberately “flip and strip” the
loan by refinancing the loan and paying the penalty out of the proceeds

Timely, accessible and useful educational information is one of the best weapons with
which to combat predatory lending. Public education/awareness campaigns to educate
homeowners and homebuyers about inappropriate and/or abusive mortgage lending
practices are critical. Outreach initiatives must be designed to educate consumers on the
wise use of credit, to make them aware of their financial options and to help them avoid
borrowing pitfalls.
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7.9 Public Subsidies for Homeownership

Private lenders and the secondary market go a long way toward meeting the mortgage
lending needs of American homebuyers. Nonetheless, many individuals and families need
additional assistance to purchase a home. This section outlines the primary sources of
public subsidies for homeownership and discusses popular approaches to structuring the
subsidy, including:

= Principal Reduction Approaches
= Interest Subsidy Approach

= Loan Guarantees

There are many different ways to structure the subsidy. Sometimes local agencies get too
“fancy,” developing financing schemes that are expensive to administer and difficult to
market to potential beneficiaries. The solution is to:

= Keep it simple
= Remain mindful of the local agency’s “public purpose,” the funding source, your
customer’s needs and your staff capacity

The financing approaches used by an agency may vary among program activities or even
vary on a project-by-project basis. Selecting the appropriate form of subsidy depends on
the program purpose, as well as:

= Source(s) of funds
= Client (customer) need

= Staff capacity

7.9.1 Principal Reduction

Principal reduction is a relatively simple form of leveraging, often referred to as “gap”
financing. The subsidy provider would make a below-market-rate loan, deferred-payment
loan or grant to the borrower to make up the difference between the financing the private
lender will provide the borrower and what is needed for home purchase and/or
rehabilitation.

If made in the form of a loan, the subsidy provider’s mortgage will be subordinate to the
first mortgage. Alternatively, the private lender can make one loan and give the subsidy
provider “participation” in the one loan, and the subsidy provider would receive a monthly
payment in proportion to the amount of the original principal contributed.

Advantages are:
= Simple to administer

= (Creates high leverage
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= Reduces loan-to-value problems, since the bank loan is for less than full purchase
cost or purchase/rehabilitation costs

= Repayment of some or all of the subsidy is possible

Disadvantages are:

= Two liens (loans) are created, one for the lender’s first mortgage and one for the
government agency deferred loan.

= If borrower defaults on the loans, the government agency is second in line to
recoup its loan.

There are many variations on repayment options under this approach, including:
= Qrants
= Deferred payment and forgivable loans
= Equity sharing

= Amortizing below-market-rate loans
7.9.1.1 Grants

Grants are provided with no requirement or expectation of repayment. Thus, no liens are
placed on the property or other household assets. The exception is “recoverable grants”,
which essentially are deferred forgivable loans. Grants are most commonly used for down
payment/closing cost assistance or for rehabilitation costs in support of very low-income
households.
Advantages are:

= Simple to administer (no credit reports, loan processing, etc.)

= FEasy to explain (market) to recipients

= Often necessary for very low-income recipients

Disadvantages are:

= Expensive method of providing assistance

= No repayment is possible

= May create expectation of additional free assistance in future

7.9.1.2 Deferred Payment Loans
A deferred payment loan (DPL) typically means that all payments of principal and interest
are deferred until some point into the future (e.g., resale of the property). DPLs, also

referred to as soft seconds, provide no return on investment and are not amortized (i.e.,
repaid monthly). DPLs are provided with the property or some other collateral used as
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security for repayment. DPLs are being increasingly used to leverage private first mortgage
financing in homeownership and rental housing projects.

While regular periodic installment payments are always deferred, DPLs can come in many
variations. In fact, that is one of the attractive features of a deferred-payment loan. DPLs
can accrue interest or be non-interest bearing, be paid back in full or be forgiven.

If the DPL is to be repaid, this could occur at sale or transfer of the property or at the end
of a fixed period of time (e.g., the term of the first mortgage—to avoid a balloon payment).

If the DPL is to be forgiven, the forgiveness might be structured to occur at one point in
time (e.g., end of 15 years of owning and maintaining the property) or forgiven
incrementally each month or year over a period of time (e.g., reduce outstanding balance
1/120th each month for 10 years).

Advantages are:
= Simple to administer (no credit reports, very minimal processing)
= Easy to explain (market) to recipients

= Helpful for very low-income recipients (because no monthly payments required)

= A very flexible form of subsidy, which still allows for repayment at some future
date

= (Can help prevent windfall gains to recipient

Disadvantages are:

= Though repayment is possible in the future, no payments are received on a monthly
basis

= [f the property has low value, a DPL may not be a secure investment for the local
government

7.9.1.3 Equity Sharing

Equity sharing allows the subsidy provider to get some repayment of its subsidy by sharing
in the appreciation of house values with the homeowner. The conditions of the equity
share as outlined in the loan documents are generally a percentage of the total appreciation
recognized on resale. An equity share is more flexible and forgiving than accrued interest.
Moreover, equity sharing can work in most types of markets. For example:

= In rising markets - Equity sharing allows the agency to invest in the community and
share in any future market appreciation. If significant appreciation occurs, the
return to the agency could be much greater than what charging interest would have
yielded.

= In uncertain or declining markets — In this type of market, an equity share does not
penalize the borrower. For example, a 20% equity share in a stagnant market means
that no proceeds are due to the affordable housing provider. To charge mandatory
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interest that accrues during the term of the deferred payment loan creates several
significant problems. The homeowner’s debt continues to rise as interest accrues,
even though the property values are declining or stagnant. The secondary market
will be reluctant to purchase mortgage loans where second mortgages include
interest that accrues until the property is sold. A more appropriate approach in
uncertain or declining markets is to charge zero interest and to establish an equity
sharing arrangement. Accruing interest creates a disincentive to the borrower to
maintain that the property or to continue payments of mortgage debt, since the
borrower has negative equity in the property. Even when provisions for forgiveness
of the accrued interest are incorporated, the interest provision becomes
counterproductive.

7.9.1.4 Below Market Interest Rate (BMIR) Loan

A below-market-rate (BMR) loan is a loan with an attractive interest rate that requires
repayment on a regular periodic basis—usually monthly—so that over a fixed period the
entire principal (and interest, where applicable) is repaid. This type of loan is provided
with the property or some other assets used as collateral.

Amortizing below-market-rate loans may be non-interest bearing (zero percent) or accrue
interest at any rate that can be supported by the recipient. Often very low interest rates are
charged (i.e., one to three percent) in order to make monthly payments more affordable.
The terms can also be varied. For home purchase, a term of up to 30 years is common. For
rehabilitation, typically a 10-to 15-year term is the longest that makes sense.

Advantages are:

= Provides immediate repayment to government agency

= Allows government agency to act as “banker”

Disadvantages are:
= More time consuming and staff-intensive to process loan requests
= Requires underwriting expertise
= Loans must be serviced after origination

= Compared to DPLs and grants, BMRs are an inefficient form of leverage

7.9.2 Interest Subsidies
A prepaid interest subsidy 1s a payment of cash to a lender in exchange for a lower interest
rate. It is sometimes called an “interest buy-down” or “interest write-down.” The subsidy

covers the difference between the market rate and the buy-down rate.

There are several variations to this approach. Generally, the subsidy provider makes a
payment at closing equal to the present value of the interest write-down over the term of
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the loan. This approach can be structured in such a way that if the bank loan is paid off
early (i.e. before the end of the loan term), the subsidy provider would receive a return of
part of the original amount granted to the lender.

Alternatively, the subsidy could be paid to the bank each month for the term of the loan,
such as through an interest-bearing escrow account.

The subsidy to the lender is typically structured as a grant, but repayment could also be
required when the property is sold (such as in a deferred payment principal reduction loan)
or through an equity-sharing provision (also described above in relation to principal
reduction loans). The grant to the lender achieves basically the same result as a zero-
percent deferred-payment loan (used in the Principal Reduction Approach) but without the
repayment potential. The level of subsidy will vary depending on the interest rate that the
lender will charge, the loan term and the actual effective interest rate to the borrower that is
sought.

Advantages are:
= (Creates only one loan for ease of administration
= FEasy to market and explain to borrowers

= QGenerates a high leverage

Disadvantages are:

= Banks must agree to make or “book” the “low-interest” loan (which is something
hard to explain later to bank examiners).

= May have loan-to-value problems since the one mortgage loan is for total purchase
financing needs (particularly where rehabilitation is involved).

= Tracking the loans and ensuring a refund upon prepayment can be difficult.
Mistakes can be made.

7.9.3 Loan Guarantee

A loan guarantee is a credit enhancement or loan-loss reserve that is used to repay all or
part of the loan if the borrower defaults. Loan guarantees are an inducement for private
lenders to make affordable housing loans because they serve to lower the risk associated
with the origination.

A loan guarantee is an adaptable tool that can increase lender flexibility (underwriting) or
cover specific risks. The amount of the loan guarantee as a percentage of the loan amount
may vary from loan to loan, or program to program. Another variation is that the loan
guarantee may be held for a specified period of time, or reduced by a specific amount over
time.
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Advantages are:
= Results in high leverage and increased lender flexibility
= Facilitates greater productivity
=  Simple to administer
= Guarantee funds often can earn interest for the Agency

= A well-conceived guarantee results in no loss of subsidy dollars

Potential disadvantages to the loan guarantee approach include:
= Poorly conceived or implemented loan guarantees can be expensive
= (Can tie up funds for long periods of time

= Not a subsidy to the borrower since neither the amount of the financing nor the
interest rate is reduced.

7.10 Foreclosure Prevention & Intervention

It may seem premature to worry about foreclosure prevention and intervention at the
design stage. Yet foreclosures are a serious concern because:

= The assisted family may lose its equity, sweat equity and credit rating in a
foreclosure, and be even further behind than when they became a homeowner.

= There is a potential loss of both the affordable unit and the public funds in the event
of a foreclosure.

= [f HOME funds are used under the “repayment” option, the HOME funds must be
repaid in the event of foreclosure — whether or not the funds are recovered in the
foreclosure.

= FEach foreclosure is estimated to have a .9% impact on neighboring housing prices,
so there is a neighborhood impact that reaches beyond the family, the house and the
public subsidies.

To reduce the chances of loss in foreclosure, the following things should be considered
while designing a homebuyer program:

= Underwriting for sustainability — To maximize the chances of assisted homebuyers
avoiding future foreclosures, take into account the following during the
underwriting:

o Energy efficiency: Utilities affect affordability, and uncontrolled increases
can impact the ability to pay the mortgage. Consider energy efficiency
improvements in rehabilitation, and consider Energy Star and green
building in the construction of new units.
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o Improvements: Homebuyers will have limited ability to pay for major
repairs and improvements in the first several years after purchase, so plan to
provide an adequate level of improvements so that the useful life of the
structure and major systems will exceed the minimum affordability period if
possible.

o Pricing: Although program limits often permit pricing that serves the
highest end of the low income range (at or near 80% of AMI), it will reduce
foreclosure risk if pricing stays well below market prices and even program
price limits (just be sure to structure legal documents for windfall profits
recovery against early sales.)

o Lending: A range of mortgage products exist today (even with a reduction
of the subprime products in recent months.) Don’t permit borrowers to
utilize exotic or risky loan products that have teaser rates, balloon payments
and other terms that might make the mortgage unaffordable. Where
possible, require fixed mortgages or longer-term hybrid mortgages.

o Marketing: As the market slows and inventory builds, be realistic about
sales time for affordable units, and make certain the development budget
has adequate funding for interim financing until closing.

o Counseling: To remind buyers that assistance is available when they are
getting into trouble, plan to provide post-purchase counseling, as discussed
below.

o Resale/recapture: Make sure that any resale or recapture mechanisms work
in both up and down markets, and do not become an obstacle to resale.

o Discount to Market & Market Monitoring: Because markets are cyclical,
and market units are re-priced to reflect changing market conditions,
developers of affordable housing need to track the market and adjust pricing
to remain competitive in changing markets. At the underwriting stage, the
extent of the “discount to market” is critical to evaluating the ability to
remain competitive in changing markets.

= Loan servicing/monitoring — Many homebuyer assistance programs do not have a
loan servicing procedures because subsidy loans are often deferred and due on sale,
so there is no ongoing amortization or processing of payments. However,
programs need to monitor the health of first mortgages and be ready to act on
notice of delinquency or default.

= Resubordination policy — Resubordination is process of permitting an assisted
owner to refinance the first mortgage or other mortgage senior to the public
assistance. Refinancing has been so widespread that assisted owners assume that
they have the right to refinance and access equity. It is essential that programs
have a policy in place to ensure due disclosure and fair treatment as owners seek to
refinance. Key decisions in the resubordination policy include:

o Will you allow refinancing for better loan terms with no equity takeout?
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o Will you allow refinancing for equity takeout, and for what circumstances:
Home improvements? Economic emergency (e.g., job loss) Medical
emergencies? Education? Other debt consolidation? Foreclosure
prevention?

o If resubordination is permitted, what LTV/TLTV limits and other standards
apply to the new loans?

o Will you allow prepayment of the subsidy loan in the event resubordination
policies do not accommodate the needs of the owner, and whether there are
any prepayment prohibitions, whether prepayment counseling is required,
and whether any use or resale restrictions will remain in place?

= Post-Purchase Counselin