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I would not be surprised if the largest number and most important group of affordable housing rehabbers are totally overlooked by most housing associations and trade journals and in reports on affordable housing done for Congress or HUD.  

When talking about “affordable housing,” most people automatically think about multilayered, tax credit and highly subsidized government first or second mortgage financed deals.  “Affordable housing” conferences and periodicals are aimed at this type of deal.  

There is no recognition of the fact that few households paying rents affordable to those with incomes between 30% and 50% of Area Median Income (AMI) are housed in subsidized units.  On the contrary, most are housed in reasonably good rental housing owned by hands-on cost-effective private sector building owners who simply cannot use funds that bring delays and added costs.  

These rehabbers/owners don’t go to affordable housing conferences; they are too busy actually producing neighborhood housing in lower-income neighborhoods.  They don’t need to spend time and money finding out how to chase and romance government subsidy sources.

The hands-on developer/owner needs to work within lower-income neighborhood rents with no subsidy or with small local subsidies that bring no delays or added costs.  Their typical total development cost is over $100,000 per unit less than the cost on multilayered, tax credit deals.  

Each area of the country has its own set of multifamily problems (and opportunities), and Chicago has a long history of lenders working with owner-rehabbers in lower-income neighborhoods.  To use data from CIC as an example, typical total costs for acquisition, rehab, etc. are about $33,000 per unit on the almost 10,000 units of affordable rent [i.e., less than 50% AMI] rehabs that CIC has financed over the last four years.  See attachments in CIC’s August, 2001 newsletter at www.cicchicago.com  for more details and examples of CIC loans.  Almost one-quarter were for vacant buildings.  Most are not gut rehabs, with an average rehab cost of about $15,000 per unit.

Chicagoland’s Leading Neighborhood Revitalization Lender
Why These Costs Are Lower

In distinction to most layered deals, conventionally financed rehab reduces predevelopment and development costs because:  

· Consultants, architects, loan packagers, accountants or lawyers are usually not needed in loan processing.  Architects are needed only if walls are being moved or if there is structural damage.  A detailed work writeup by a contractor is required, with CIC assistance.  CIC prepares standard loan closing documents after commitment and forwards them to the owner’s attorney for closing.  Owner-general contractors are especially good at submitting writeups and firm subcontractor costs to expedite the closing.

· Contractors quote prices knowing construction can begin in 90 days, not, say, in 1 ½  years as in layered deals.  Typical CIC processing time from application to approval is 55 days , with 25% processed within 35 days.  The median time from approval to closing is 29 days, with 30% closed within 15 days.

· There are no well-intentioned—but harmful to affordable rehab— added requirements like Davis-Bacon (prevailing wages), lead paint (we take care of it if a problem), handicapped accessibility (great, if there are major subsidies), annual income certification (but 87% of rents in buildings with CIC loans are affordable below 50% of AMI and 94% below 60% because we lend in low-rent neighborhoods.)  Average rents in the South and West Sides of Chicago are affordable, at just over 40% of AMI (again, see CIC web page).

· Most are not gut, but are substantial rehabs.  Our goal is long-term preservation of units.  There is an incentive to replace what is needed, but the extent of rehab does not determine the size of subsidy or tax credit.  The motivation of the owner is not development fees but long-term property appreciation and cash flow.  There is no developer fee; in fact, the borrower typically brings 20% cash to the deal.  An owner/general contractor who buys an opportunity building, and who controls construction costs, creates value in the rehab.  What a hands-on contractor can achieve in rehab for $10,000 - $20,000 per unit would be amazing to many high-overhead developers.

Low-Appraisal Areas Previously a Rehab Obstacle

Areas that get low appraised values despite reasonable cash flow present a major obstacle to rehab.  In Chicago, appraisers use higher cap rates on net operating income in lower-income minority neighborhoods, where sales comps of rehabbed apartment buildings are difficult to come by.  

For example, a 9% cap rate that might be used in the suburbs on $200,000 net income would produce an appraised value of $2,222,000 and an 80% loan would be $1,777,000.  If the appraiser uses a 12% cap rate, that would produce a $1,666,000 value and a $1,333,000 loan at 80% of appraisal.  This is $444,000 less available for rehab.  This is an obstacle for rehab in lower-income minority areas, unless the lending is controlled by debt coverage (cash flow) of, say, 1.15 to 1.  

Such debt-coverage Flex financing [as we call it at CIC] was required on 25% of CIC loans in recent years.  Flex loans receive thorough underwriting including credit, borrower capability and resources before loan committee approval.  By definition, Flex can go beyond conventional underwriting standards; for example, such loans can exceed 80%, or even 100%, of appraised value.  A prefunded $1 million loan loss reserve from CDFI [Community Development Financial Institutions] funds keep Flex interest rates the same as standard CIC rates (as of August 15, 2001: 6.875% on a 3-year adjustable with 25- or 30-year amortization).  Even with debt coverage lending and cost-effective rehabber/owners, at times rehab required small subsidies up to $5,000 per unit to do the loan.  

Strategy: Small Subsidies To $5,000 Per Unit

Subsidies which bring delay or added costs are useless.  This year, CIC will use about $2.5 million in CIC-controlled subsidies provided by the City of Chicago (TIF or City bond funds), Illinois Housing Development Authority or CDFI.  Subsidies, where needed, have averaged only $2,500 per unit.  Therefore $2.5 million in subsidies made possible 1,000 units of affordable rehab.  On the other hand, $2.5 million in subsidy in a layered financed deal would subsidize only 25 units if the average subsidy were $100,000 per unit.  Size of subsidy may well increase to an average of $3,500 per unit in the next few years, but it is to be used only where needed.  Most loans receive no subsidy.  Most loans can be done this way in Chicago, but some need larger subsidies to rehab buildings in very poor condition.

I have been reluctant to compare apples with oranges in considering costs of layered subsidized deals because layered deals are important in taking on key problem buildings in neighborhoods or in housing the homeless and in developing new affordable housing near jobs.  About 5% of CIC-processed loans involve layered subsidies, or at least government second mortgages.  Highly-subsidized loans are an important part of any affordable housing strategy, but non-subsidized rehabs done by cost-effective hands-on developer/owners are even more important in addressing the housing challenges of low- and moderate-income neighborhoods.  

Strategy: Look At Huge Number of Buildings Needing Rehab

There is a very limited amount of housing subsidy, and a good portion of these will need to be used for the transformation of unlivable high-rise public housing.  (The visionary Transformation Plan of the Chicago Housing Authority will be difficult to achieve, but all in Chicago need to work to make it succeed.)  

In Chicago most of the rental housing in lower-income neighborhoods was built before the Depression, over 70 years ago.  According to a recent survey, over 100,000 rental units in the Chicago area are substandard and need substantial renovation to meet HUD Section 8 housing quality standards.
Twenty-eight percent of Chicago’s rental units are substandard, which calculates out to about 70,000 rental units that need substantial renovation.  Only a small percentage of these will be rehabbed using large subsidies.  Most will need to be done with no subsidies.  If 25% (17,125) of the Chicago units were rehabbed with small subsidies averaging only $3,000, this would require $5,138,000 per year of subsidy for 10 years, or $7.3 million per year for seven years.

Another element of a preservation rehab strategy ideally would include indirect subsidies like property tax inducements and the low-cost transfer of troubled buildings through tax sale transfers or receivership programs for residential buildings with serious health and safety violations.  CIC is working with the City of Chicago on such a program.

Strategy: Don’t Ignore Hands-On Developers

The good news is that all the elements of a housing preservation strategy are already working in Chicago.  Housing preservation is tied with neighborhood revitalization efforts.  In Chicago, banks are making loans to hands-on developers, as are loan consortia such as Neighborhood Housing Services and CIC, and an affordable housing industry of hands-on owners continues to grow.  The City and Chicago lenders also recognize the importance of hands-on rehabbers and are working to build their capacity (see attachment on property management training).  

Chicago’s South Shore Bank [now ShoreBank] is the mentor of community development lending through hands-on developers who need to move quickly without delays or added costs, and CDFI funds (which do not add to deal processing time) are patterned on stimulating community development lending  on the ShoreBank model.  Other federal programs need to be developed to help address the scope of housing problems facing the United States entering the 21st Century that include small subsidies in addition to the existing large subsidy programs.

The size of the problem of preserving the great number of aging and tired existing housing units currently occupied by lower-income households is staggering.  We could never afford to rebuild these at today’s prices.  HUD and most other federal programs are useless to normal owner/rehabbers working in lower-income areas as part of an affordable housing strategy for the new millennium.  We can and we must find a way to bring small subsidies of less than $5,000 per unit to hands-on developers with no delays or added costs.  
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