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Foreword

The rehabilitation of the country's aging housing stock is a major resource for meeting the
Nation's affordable housing needs. Large numbers of communities recognize this and use HUD,
as well as other public and private resources, to address their affordable housing needs. These
communities do this because of the demonstrated economic and social benefits of rehabilitation.

Despite the demonstrated benefits of rehabilitation, there is potential for even greater use
of the existing stock, not only to address affordable housing needs, but also to promote broader
community revitalization goals. However, heretofore there has been a lack of in-depth research
on the factors that act as barriers to rehabilitation of affordable housing. Gaining a sound
understanding of the issue is difficult because barriers vary from project to project and from
community to community.

To address these concerns, HUD entered into a cooperative agreement with the National
Trust for Historic Preservation to examine the major barriers to urban rehabilitation. The result
of this collaboration is this study, Barriers to the Rehabilitation of Affordable Housing, which is
intended to fill this information gap and, in doing so, empower decision-makers and housing
professionals to begin work to eliminate these barriers.

The project's research team reviewed relevant literature, conducted case studies, and
convened study groups of highly-qualified real estate developers, nonprofit leaders, architects
and other professionals who face barriers to affordable housing rehabilitation in their "real
world" experiences. Volume I provide the context of the study as well as a synthesis of findings
and technical analysis. Volume II presents the case studies in detail.

The rehabilitation needs of our cities will continue to grow. The comparative advantages
of housing made available through the rehabilitation of existing buildings will enhance the
character of our housing stock in the years to come. Through this report and other activities,
HUD will continue to encourage rehabilitation as a way to renew our cities and as a way to
increase homeownership opportunities for all Americans.

P A

Lawrence L. Thompson
General Deputy Assistant Secretary for
Policy Development and Research
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EXECUTIVE SUMMARY

The rehabilitation of affordable housing (hereinafter rehab or renovation) faces many barriers. It
is concerned inherently with existing, typically older buildings, making the rehab process less
predictable and in many ways more challenging than new construction.

Rehab faces a major economic barrier, namely the gap that often exists between the costs of
renovation and the financial resources available for those buildings requiring improvement. Of
the $623 billion in rehab needed nationwide—a conservative estimate—3$227 billion, or about
one-third, is unaffordable without some measure of subsidy or other means of support (e.g.,
using “sweat equity” or staggering the improvements over time).

Accomplishing rehab also is a challenge. The development process can entail difficulties in
acquiring properties, estimating costs, dealing with restrictive land-use requirements (e.g.,
limitations on mixed use and adaptive reuse), and other issues. The construction phase involves
assembling qualified tradespeople and abiding by myriad codes regulating asbestos, construction,
fire safety, energy efficiency, historic preservation, lead paint, radon, and so on. Although
development and construction requirements are essential for the public’s welfare and in many
respects foster rehab efforts (e.g., historic designation often encourages upgrading), they can be
challenging. For example, trying to retrofit off-street parking in a building undergoing rehab
(sometimes mandated by land-use regulations) or ensuring that a building meets all new-
construction standards (sometimes mandated by the building code) are significant difficulties.

The rehab barriers are of a diverse nature and encompass economic constraints, professional
inadequacies, regulatory and programmatic problems, and miscellaneous other issues.
Furthermore, the specific incidence of the barriers varies by jurisdiction and project type. For
instance, the building code can be a major problem in one city where archaic provisions prevail,
but only a minor issue in a community that enjoys more flexible codes and code administrators.

The barriers to rehab are far from insurmountable. The roughly $150 billion of renovation done
annually in the United States attests to this. The public and private sectors are working together
on many fronts to resolve lingering issues. More rehab-friendly building code regulations have
been adopted in New Jersey, Maryland, and other states. Banks have become more receptive to
financing renovation. There are promising collaborations between the public sector and industry
that are improving the collection of data on rehab so that it can be better understood.
Nonetheless, many challenges remain.

The U.S. Department of Housing and Urban Development (HUD) contributes to rehab through
subsidies, regulations, technical assistance, and in other ways. Its Community Development
Block Grant (CDBG) and HOME programs alone assist in the renovation of about 200,000 units
annually. HUD’s sponsorship of the National Applicable Recommended Rehabilitation
Provisions (NARRP) has helped foster regulatory reform concerning renovation’s construction
standards. Potential HUD assistance in the future includes encouraging local adoption of the
NARRP, reducing the “costs” of HUD subsidies from ancillary requirements (e.g., discouraging
local jurisdictions from effectively raising minimum standards when subsidized renovation is
undertaken), and monitoring how the new lead-based paint regulations, which will be fully
implemented in April 2001, affect affordable rehab.
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INTRODUCTION AND MAJOR FINDINGS
STUDY PERSPECTIVE: THE CRITICAL ROLE OF HOUSING REHAB

About $100 billion to $200 billion' in housing rehabilitation (hereinafter rehab or
renovation) is carried out each year in the United States. Rehab activity thus approaches
or even exceeds investment in new housing construction and constitutes about 2 percent
of the nation’s economic activity.’

Rehab is essential for sustaining the useful life of America’s housing stock—which, like
its population, is aging. In 2000, the median housing unit in the United States was “thirty-
something,” and in central cities, it was “forty-something.” In a decade or two, much of
America’s housing stock will be in advanced middle age, and central-city housing will be
geriatric. Rehab is a matter of life or death to these aging housing units.

While rehab takes place throughout metropolitan areas, it is especially prevalent in
central cities. From 1990 through 1994 (curtailments in census data do not allow more
current reporting), rehab constituted almost 80 percent of the total dollar amount of
central-city residential construction in St. Louis and 50 percent to 60 percent in
Baltimore, Cleveland, Detroit, Philadelphia, San Francisco, and Washington, D.C. Rehab
is thus critical for central cities. If these places and other older centers are to be
invigorated—as is contemplated under smart growth—then a vital rehab industry is
essential.

The overwhelming share of rehab in the United States is done without government
intervention or support. The public sector, however, does play a role through regulations,
and in some cases, with subsidies.

Several major programs of the U.S. Department of Housing and Urban Development
(HUD) have a large rehab component. About one-quarter of HUD’s Community
Development Block Grant (CDBG) funds and nearly half of its HOME program monies
are used for renovation. CDBG helps fund the rehab of 175,000 to 200,000 housing units
annually, and HOME about 30,000 units yearly. Since its inception, HOME has provided
financial support for the rehab of more than 250,000 housing units (253,984 units as of
February 28, 2001).

Given the above, it is important for the private and public sectors involved in housing to
better understand rehab. Unfortunately, rehab—especially in comparison to new
construction—has received relatively little attention in housing research and the housing
literature.

This study examines barriers to the rehabilitation of affordable housing. It is envisioned
as the first of a two-part investigation. In the next phase, we will examine how the
hurdles to renovation can be overcome.

'The wide range is due to variations in how rehab is defined (e.g., whether it includes or excludes repairs and
whether conversions from nonresidential use, such as loft conversions, are included).
*These data are from the Joint Center for Housing Studies and the National Association of Home Builders (2000).
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STUDY OBJECTIVE, DEFINITIONS, AND METHODOLOGY

Our charge is to examine the barriers to the rehabilitation of affordable housing. The
elements of the study objective are defined as follows:

Barriers are obstacles that are either unique to rehab or generally more problematic in
rehab than with new construction. A barrier in this instance can be the result of many
factors, ranging from public regulations (e.g., restrictive building codes) to market and
other forces (e.g., inability to afford the rehab and inadequate tradespersons).

Affordable housing is defined as housing that is targeted to the middle- and lower-income
markets (approximately 80 percent to 120 percent of area median income).

Rehabilitation is defined as repairs, improvements, replacements, alterations, and
additions to existing properties. While the study considers all levels of renovation—
minor, moderate, and substantial—the focus is on the moderate and substantial
categories. Adaptive reuse, from nonresidential to residential, is considered briefly as
well.

The barriers to affordable housing rehab cited in this study are ascertained from multiple
sources.

Literature. The study reviews pertinent literature on housing rehab, including previous
studies examining renovation barriers.

Case studies. Since the literature on rehab barriers is limited, 11 case studies in cities
across the United States were carried out for this report.

Study resource group. The current investigation provides insight into the “real world”
barriers to renovation through communication® with a range of individuals and
organizations knowledgeable about affordable rehab. This “housing resource group” of
nationwide contacts includes for-profit developers, nonprofits, knowledgeable industry
groups, architects, and other professionals.

Technical analyses. We perform a number of technical investigations on such topics as
estimating the need for and affordability of housing rehab in the United States.

Research team experience. The Enterprise Foundation has decades of experience in the
development and construction of rehabbed housing, and other members of the research
team have done a great deal of work pertinent to the current investigation.

Because there are so many constraints to rehabilitation, we present an analytic framework of
the hurdles as a means of organizing the information.

The resource group members are identified in the acknowledgements. The resource group was contacted by
telephone and at two national meetings (in Washington, D.C., and Los Angeles, CA) conducted as part of this study.
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ANALYTIC FRAMEWORK OF BARRIERS
TO THE REHABILITATION OF AFFORDABLE HOUSING

Renovation is often carried out in the face of daunting barriers. Summary exhibit 1 outlines the
obstacles to affordable-housing rehab.

The characteristics inherent to rehab make it different from new construction and underlie
many of rehab’s difficulties. For instance, renovation typically does not “start from scratch,”
and it generally must take into consideration unique features. These characteristics make
rehab less predictable than new construction and mean that it requires more intensive
management in order to be properly executed.

The traits of rehab contribute to many subsequent constraints. For example, rehab’s
customization requirements and greater administrative demands drive up costs. Higher
expenses aggravate an overarching economic barrier, namely, the gap that often exists
between the costs of renovation and the financial resources available to property owners
and/or tenants of buildings requiring rehab.

Economic constraints, in turn, aggravate barriers related to the various stages of renovation.
We show these barriers, labeled development, construction, and occupancy, in summary
exhibit 1.

— Development encompasses all the activities performed before construction can begin,
including acquiring properties, estimating costs, and securing insurance and
financing.

— In the construction phase, the major concerns are assembling qualified tradespeople
and abiding by the myriad codes and regulations (e.g., building, housing, and
environmental) governing the “bricks and mortar” work on a property.

— Following construction, the rehabbed property is subject to numerous occupancy
considerations, such as rent control (i.e., to what extent rents on the renovated
property can be raised) and property taxes (i.e., to what extent taxes on the rehabbed
building will be increased).

This study examines the economic, development, construction, and occupancy barriers in detail.
The findings are summarized below.

STUDY FINDINGS

Economic Constraints: The Need for and Affordability of Rehab

Rehab Need
Of the 82.2 million occupied, permanent (non-mobile home), year-round houses or
apartments in the United States reported on in the 1995 American Housing Survey (AHS), the

study estimates that

— 3.9 million, or about one in 20 (4.7 percent), require substantial rehab;
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— 8.2 million housing units, or about one in 10 (9.9 percent), need moderate rehab;

— approximately 25.1 million housing units, or about three in 10 (30.6 percent), can
make do with minor rehab; and

— 45 million housing units, or slightly more than half (54.8 percent), require no rehab
(summary figure 1).*

Rehab need is related to various housing-unit and household characteristics. Compared with
the overall nationwide figures cited above, somewhat greater renovation need (summary
figure 1) is suggested

—for rental as opposed to owner-occupied units;
—for units occupied by minorities and the poor; and
—for older housing units, and—by a very small margin—for central-city units.

The total national rehab investment needed for occupied, permanent housing in the United
States as of 1995 was $623 billion. Both this dollar amount and the percentage of housing
units described previously as needing rehab are conservative estimates’—that is, they likely
underestimate the full measure of necessary renovation.

Rehab Affordability—The Economic Constraint

We estimate the ability to afford housing and measure affordability by employing the
housing expense to income ratio (HEIR). An HEIR of 40 percent or more is deemed
unaffordable or excessively burdensome. We estimate excessive housing costs versus
affordable housing costs under two conditions: (1) current, or before any minor, moderate, or
substantial rehab is effected, and (2) post-rehabilitation. The former figures are those
reported in the AHS; the latter figures were calculated by the study team.

— Currently, without factoring added expenses for renovation, 15 million housing units, or
18.4 percent of the 80.8 million total housing-units studied here, have an excessive cost
burden, as defined above.

— The number of households experiencing an excessive burden rises to 20.1 million, or
25 percent of the total, when the costs for rehab are factored in (summary figure 2).

— Thus, there is an affordability gap even before considering rehab need, and that
affordability problem worsens if the estimated rehab occurs. Rehab affordability is an
even greater problem for certain types of households and housing units, such as
minorities and rental units, respectively (summary figure 2).

“In fact, every housing unit needs some measure of repairs each year. Our determination of rehab need, based on
AHS data, is a crude gauge that probably better captures the need for improvements, replacements, and alterations as
opposed to ongoing repairs and maintenance. We also do not include any of the rehab need for unoccupied housing,
mobile homes, vacation homes, and other units. Thus, our estimates of rehab need in this section are very
conservative and understate the true need for renovation.

>See note 4.



Of the estimated $623 billion in rehab needed nationwide

— $396 billion, or about two-thirds, is deemed affordable (i.e., with rehab, the HEIR is less
than 40 percent); and

— $227 billion, or about one-third, is unaffordable (i.e., post-rehab, the HEIR is 40 percent
or more). The greatest financial burden is faced by renters versus owners; central-city
residents and the poor; minorities; and those living in the oldest housing units (summary
figure 3).

The calculations on rehab affordability did not factor in subsidies,6 such as CDBG, HOME,
low-income housing tax credits (LIHTC), and historic rehab tax credits (HRTC), that can
help bridge the affordability gap. Yet these subsidies are typically in short supply relative to
demand. Also, if more than one subsidy is utilized, additional challenges may be posed (e.g.,
subsidy requirements may contradict one another).

Development, Construction, and Occupancy Barriers to Rehab

The barriers to affordable-housing rehab identified in this study are synopsized in summary
exhibit 2.

The barriers are interrelated and often reinforcing. For example, “excessive” building codes
raise costs—and higher costs widen the economic gap. “Unclear” building codes make it
harder to estimate costs, often limiting the contractor pool. Reduced market competition and
a small contractor pool can lead to increased construction costs—again aggravating the
economic gap. The economic gap, in turn, magnifies the impact of many of the barriers
encountered in effecting affordable rehab. Delays, excessive codes, rising property taxes, and
other issues would be less daunting if the margins in doing affordable-housing renovation
were not as critical as they are.

Most of the hurdles are at the development and construction stages, not the occupancy stage.
The two occupancy issues studied here, rent control and rising property taxes, are relatively
minor constraints. Rent control barely exists in the United States, outside of a few cities, and
the property tax problem is negated by frequent abatement programs.

The barriers are diverse and encompassing.

— Economic constraints include the inability to afford the rehab, to pay for a
professional to estimate costs, to properly abate environmental hazards, and to restore
historic elements.

— Professional inadequacies involve such matters as the ability of real estate agents to
locate properties suitable for rehab, insurance agents to secure affordable coverage,
contractors and architects to estimate costs, and appraisers to identify suitable
“comparables” to the subject property.

%In addition to the utilization of layered subsidies, rehab affordability can be enhanced through such means as sweat
equity and by doing renovations over an extended period.
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— Regulatory and programmatic problems range from prolonged property tax
foreclosure impeding property acquisition to the building code’s “25-50 percent
rule,” which demands that new-construction building standards be met when
undertaking rehab.

— Miiscellaneous constraints. In general, the smaller, less-capitalized, less-experienced
contractors do rehab work, whereas the larger, better-capitalized, and more-
experienced contractors do new construction. Consider these facts in light of the
reality that many rehab jobs are much more complex than new construction projects.
A rehab project is more difficult to manage due to its complexity, smaller size (which
makes construction less efficient), and the fact that the contractor needs to know old
(“archaic”) construction techniques and building codes as well as current techniques
and codes. A recurring problem is that the better rehabbers “graduate” to become
new-home builders. This “brain drain” is a major problem for the rehab industry.

The barriers to rehab are often most problematic in those cases with the greatest potential
social, economic, and planning benefits. Rehab is particularly challenging in mixed-use,
adaptive reuse, and historic situations. The building code alone can stop these types of efforts
in their tracks. Conversion of upper-story space from commercial to housing may be
thwarted by the building code’s demand that reuse and rehab satisfy new-construction
standards—a near impossibility. The building code can also complicate mixed-use planning,
as we found in Seattle where code requirements for renovating mixed-use apartments in
buildings often means that commercial uses, such as first-floor restaurants, be retrofitted to
new-building standards, which would involve expensive and extensive work on smoke
dampers, air changes, and the like.

While the barriers shown in summary exhibits 1 and 2 reflect practitioner experiences, their
specific incidence and degree of difficulty vary by jurisdiction, project type, and so on. As
just noted, rehab is often more difficult in adaptive and mixed-use situations. Many other
influencing conditions can add to the challenge.

— Variability in local codes and their administration. While the building code can be a
major impediment in some cities—those with archaic codes and inspectors
demanding compliance “by the book”™—it may be of little concern in communities
with more flexible codes and code administrators.

— Subsidy utilization. Davis-Bacon, while irrelevant to unsubsidized rehab, can pose a
challenge to federally aided affordable rehab. In general, the more subsidies are
drawn upon, the greater the potential barriers to affordable renovation projects.
However, subsidies are often essential.

— Environmental conditions. Rehabbers of contemporary buildings do not confront
issues of lead paint and asbestos abatement, yet regulations governing these materials
can bedevil the renovation of older properties.

— Experience. Estimating cost is often very challenging to the novice renovator; it may
be of little issue to a more experienced counterpart.

— Issues of ownership acquisition. Property acquisition is irrelevant for the owner
wanting to upgrade his or her property, but can be challenging for outsiders wishing
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to buy and renovate (i.e., those doing “acquisition rehab”). Acquisition is also more
challenging for those seeking to focus their renovation efforts in selected blocks or
neighborhoods (i.e., those doing “targeted rehab”).

— Urban issues. Identifying and obtaining clear property title as well as problems
securing insurance and financing may be more challenging in urban locations than in
suburban locations.

— Rehab scale. Moderate-scale rehab is more challenging in many respects than
smaller- and larger-scale renovation.’

— Rehab level. A moderate amount of rehab—more than minor but less than substantial
renovation—often poses relatively more difﬁculty.8

— Other variables. The presence of a basement can increase radon risk. Even
topography can influence the issues confronted in doing rehab. For example, the
access mandate is harder to satisfy in cities with sloped streets.

Given the variability in the barriers to rehab, there is no uniform ranking of the severity of
the hurdles. What is a minor or nonexistent issue in one situation may be a moderate to
significant problem in another context. Nonetheless, we rate on a rough ordinal scale of
“minor,” “moderate,” and “‘significant” those barriers that the study suggests are more or less
troubling. Most of the barriers are minor, including estimating costs, obtaining insurance,
dealing with minimum housing standards, radon, energy, regulations, and rent control and
property tax issues. The most significant problems include the economics of affordable rehab
projects, regulations, and the related ability to secure financing. Lead-paint abatement is a
moderate to significant problem. The remaining issues identified in summary exhibits 1 and 2
are of minor to moderate concern—again subject to tremendous variability.

The barriers must be considered in the broader context of their main purpose. Historic
preservation is illustrative of this reality. While renovation may sometimes be impeded by
certain preservation provisions (e.g., protracted local historic commission review), historic
preservation contributes to housing rehab by encouraging investment in older housing and
neighborhoods and through various preservation-targeted subsidies, such as property tax
abatement. Also, although affordable-housing advocates would prefer more accommodating
standards for the historic rehab tax credits (HRTC), the HRTC’s goal is fundamentally
preservation, not housing.

Perspective is also needed in viewing lead-paint abatement and asbestos abatement, access,
building code, and other regulatory mandates that affect rehab. These provisions are essential
for serving the public’s health, safety, and welfare. At the same time, these mandates can

"Renovating a few properties is generally quite manageable, and at the opposite end of the spectrum, the large-scale rehab outfit
is typically professionally staffed and well capitalized, and benefits from scale economies. Moderate-scale rehab, falling between
the two polar cases just described, is often more problematic. The activities and scheduling are more demanding than with small-
scale jobs, yet the resources and competence of the larger operation are not at hand, nor are the economies of scale.

#Minor rehab is more straightforward, its costs are easier to predict, and the expenses are more affordable. Moderate rehab shares
the economic challenge of substantial rehab (Duncan 1991) yet in many respects is harder to do: more decisions have to be made
on what to retain and what to replace (with substantial rehab, the entire housing unit is often gutted); costs are harder to predict
than with minor or substantial rehab; and with moderate rehab, some regulations may be more of an issue or harder to predict.
For instance, the building code’s “25-50 percent rule” is typically not triggered with minor rehab, is usually triggered with
substantial rehab (and thus the impact of the rule may be anticipated), and may or may not be applicable with moderate rehab.
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pose challenges to rehab. The issue is one of balance. One objective of this study is to foster
further dialogue on this subject.

The challenges of rehab must be acknowledged. Rehab is sometimes viewed as “easier” than
new construction. That view is inappropriate. Realism should prevail and proper support be
accorded to renovators. Realism about the task and appropriate support are especially critical
in tackling difficult assignments, for example, when a nonprofit is ratcheting up activity from
small-scale to moderate-scale rehab.

While the barriers to rehab are challenging, they are far from insurmountable. Rehab in the
United States is being done on a large scale, about $150 billion worth annually. As one
member of the housing resource group commented, “There are always issues to resolve and
we deal with them.” Further, the barriers are more serious for affordable rehab. Finally, the
hurdles to renovation are being addressed on many fronts. Building codes are being
reformed; receivership laws (for securing neglected properties) are being adopted; lenders are
more comfortable granting rehab loans; and regulators increasingly are working with the
housing industry to foster flexibility in enforcement. Maryland, New Jersey, Vermont, and
several other states are actively working to further statewide rehab, historic preservation, and
related activities. This study points to the need for further investigation into ameliorative
strategies.

HUD, already an important contributor to affordable renovation, can take various actions to
foster affordable-housing rehab. Potential activities are listed in summary exhibit 3.

GUIDE TO THIS REPORT

The remainder of volume 1 of this report consists of two sections. The first, Context and
Synthesis of Findings, provides background to the study (chapter 1) and synthesizes the barriers
to rehab as revealed in the study’s technical analyses and the case studies (chapter 2). The
technical analyses contained in the second section of volume 1 consider three matters: national
rehab need and affordability (chapter 3), LIHTC (chapter 4), and the building code (chapter 5).

The detailed case studies are contained in volume 2. Each case study (chapters 6 to 11) is
organized using the following common framework:

1.

2.

3.

4.

Executive Summary. This opening section provides a synopsis of each case study’s major
findings.

Background. This section sets the context and includes such considerations as the history of
the organizations (e.g., Isles or Little Haiti Housing Association) or legislation (e.g.,
Massachusetts’s Article 34 or New Jersey’s new rehab code) studied and an overview of the
local or state setting.

Rehab Description. Where applicable, information is provided on the scale and nature of the
rehab activity.

Barriers to Housing Rehab. This section presents the barriers as illuminated in the case
studies. The hurdles are presented in keeping with the analytic framework of summary
exhibit 1: The economic barriers are presented first, followed by the hurdles to effecting
renovation at the development, construction, and occupancy stages.

8



SUMMARY EXHIBIT 1
Barriers to the Rehabilitation of Affordable Housing: Analytic Framework

I. Overall Rehab Characteristics
Frame the Process and Underpin Many of the Barriers
Compared with new construction, rehabilitation
is often
nonstandard
less predictable
smaller scaled
challenged in other ways

I1. Economic Constraints
Are Key Barriers Affecting All Stages of the Rehab Process
The gap between the costs of rehab and the available financial resources of
property owners/tenants impedes rehab investment and aggravates
development, construction, and occupancy issues.

\III. Specific Barriers along the Continuum of Rehab Implementation Stages\

A. Development B. Construction C. Occupancy
. Acquiring Properties— 1. Codes/Regulations—building, 1. Rent Control—restricts
difficulty obtaining sufficient housing, fire, lead, asbestos, income necessary to meet
and appropriately located and energy, historic, and access rehab outlays
priced properties regulations are sometimes 2. Property Tax Increases—
. Estimating Costs—difficulty problematic in retrofit increases following rehab
estimating precise rehab situations can discourage investment
expenses 2. Trades—difficulty obtaining
Obtaining Insurance— qualified tradespersons
difficulty obtaining various 3. Other—e.g., technology,
forms of insurance (e.g., security issues
hazard and bonding)
Obtaining Financing—
difficulty obtaining

sufficiently leveraged,
affordable financing

. Land-Use Restrictions—e.g.,

disallowing change or
intensification of use




SUMMARY EXHIBIT 2
Summary of the Barriers to Rehab at the Development, Construction, and Occupancy Stages

Barriers by Rehab
Stage

Barrier Profile

Barrier Incidence (Where
Problems Are Most
Challenging)

Ameliorative Strategies

Development Stage Barriers

Property acquisition

Acquisition from owners—owners difficult to locate; complications (e.g.,
estate); expense; “lienfields”

Property tax foreclosure—time-consuming, weak title

Bank foreclosure—time-consuming and sometimes limited to “bulk”
sales

Other—limitations with eminent domain, owner donation, and other
acquisition strategies

Acquisition rehab (properties are acquired and
then renovated) and targeted-area rehab (rehab
is done in targeted locations)

Receivership

Accelerated foreclosure
Better property identification
Addressing lienfields

Cost estimation

Uncertainty Concerning Needed Improvements

Hidden problems (e.g., termite and water damage) exacerbated by
building code issues

Time uncertainties (inflation and damage)

Estimating-Process Difficulties
Limited access and building plans
Time and budget limitations constrain a comprehensive estimate

Moderate rehab, special situations (e.g., historic
or adaptive reuse), novice rehabber

Better training
Estimating software

Resources to accomplish careful
estimates

Better inspection methods and
technologies

Insurance

During Rehabilitation
Premium for hazard-liability insurance in rehabilitation projects

Difficulty in obtaining surety bonding

After Rehabilitation
Difficulty in securing coverage

Special situations and novice/small rehabber

Pooled-risk insurance for contractors

Anti-redlining provisions

Financing

Appraisal Issues
Difficulty in identifying “comps” and making adjustments
Discrepancy between rehab cost and supportable property values

Higher-Cost Financing Terms

Loan to value ratio, income-expense ratio, fees, credit enhancement, and
other provisions are more stringent for rehabilitation

Other

Public funding constrained by limited supply of, and competition for,
public assistance; the “costs” of subsidies from ancillary requirements;
the timing of subsidies (e.g., deadline conflicts), and other issues (e.g.,
LIHTC selection criteria may be problematic to rehab)

“Pioneer and lower-income rehab,” “special
situations” (e.g., historic and adaptive reuse),
novice rehabber

Shared-risk financing pools
Appraiser-lender education

Streamlined, more rehab-supportive
subsidies

Land-use restrictions

Limitations on
Intensification of use
Change of use
Mixed use

Requirements for

Off-street parking, open space, etc.

Adaptive reuse, mixed-use, and historic
situations

Allow land-use flexibilities

Allow place-based standards (e.g.,
reduced parking and open- space
requirements in urban neighborhoods)
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SUMMARY EXHIBIT 2 (continued)
Summary of the Barriers to Rehab at the Development, Construction, and Occupancy Stages

Barriers by Rehab
Stage

Barrier Profile

Barrier Incidence (Where Problems
Are Most Challenging)

Ameliorative Strategies

Construction Stage Barriers

Building code

Questionable Standards
Scale (“25%—-50% rule™)
Excessive minimum standards

Administrative Problems
Inflexible administration

Conflicts between agencies (e.g., building code vs. fire code)

Novice rehabber, moderate rehab, subsidized rehab,
and “special situations”

HUD-recommended rehab code provisions®
New Jersey reformed code®

Alter “triggers”®
Better training

Coordinate code administration (e.g.,
between building and fire officials)

Minimum housing
standards (MHS)

Questionable Application

Heightened MHS enforcement when rehab is effected
reduces the ability to capitalize on remaining economic life for
roofs, windows, and other components

Moderate, subsidized rehab

Effect regular and nuanced MHS enforcement and
homeowner replacement reserve

Historic preservation

Preservation controls and programs, e.g., Section 106, tax credits,
and local landmarking, contribute to housing rehab by

encouraging rehab investment
fostering a rehab industry

providing incentives

Preservation can sometimes be a barrier to rehab due to
inflexible 106 review
inflexible tax credit review

stringent local regulations

Historic properties, novice rehabber, small rehab
projects, and selected instances of inflexible
enforcement

Greater flexibility and working to realize the
federal “Policy Statement on Affordable Housing
and Preservation”

Lead-based paint

Regulatory Issues
Many regulations because of severe health hazard associated with
lead:

HUD (where HUD assistance is involved)
OSHA—for worker safety
EPA; local health and building codes

Liability Issues
Citations and lawsuits
Property owner disclosure
Liability insurance

Cost Issues

Testing, abatement, and disposal costs can be expensive

Most residential units built before 1960. Generally,
the older the home, the greater the amount of lead-
based paint. HUD estimates that 60 million occupied
homes have some lead-based paint.

Cost-effective abatement solutions

Subsidy sources for lower-income rental
property

*Both the HUD provisions (National Applicable Recommended Rehabilitation Provisions, or NARRP, and the separate New Jersey building subcode for rehab established a hierarchy of construction

requirements linked to need.

®Modify or eliminate 25%—50% rule that mandates more stringent construction standards based on the dollar investment in renovation.
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SUMMARY EXHIBIT 2 (continued)
Summary of the Barriers to Rehab at the Development, Construction, and Occupancy Stages

Barriers by Rehab
Stage

Barrier Profile

Barrier Incidence (Where Problems
Are Most Challenging)

Ameliorative Strategies

Construction Stage Barriers (¢

ontinued)

Asbestos regulations

Regulatory Issues
Regulations to address health hazards:

EPA
OSHA

Cost Issues

Can be expensive, though typically not as daunting as the costs of
dealing with lead-based paint

Apartment buildings with friable asbestos constructed
before 1970, especially apartments; adaptive reuse of
larger commerecial or institutional buildings is also
problematic

Regulatory streamlining

Subsidies for lower-income
development

Radon Regulatory and Cost Issues Construction materials, building techniques, local No new strategies needed
Recommendation for testing (EPA and Surgeon General) geology, and other factors (presence of a basement)
. . affect radon levels
Minor cost for abatement if necessary
Energy Regulatory Issues Moderate to substantial rehab with HUD subsidies Encourage energy-efficient mortgage
Numerous regulations to reduce energy consumption: (EEM)
C
HUD/PATH Enhance energy-certification process
Model Energy Code for rehabilitated properties
Cost Issues
While energy efficiency reduces housing costs over time,
retrofitting for energy efficiency can be expensive
Accessibility Regulatory Issues Public accommodations, publicly financed rehab, Because of the difficulty of

To satisfy a vital national mandate, there are various regulations:
Architectural Barriers Act
Rehab Act of 1973
Fair Housing Act
Americans with Disabilities Act
State access provisions
Cost Issues

Retrofitting access can be expensive (regulations recognize this)

historic properties, and other situations (e.g., projects
with small-sized units and cities with highly sloped
streets)

retrofitting access when an existing
building is being renovated, flexibility
in satisfying the accessibility mandate
is encouraged (e.g., allow alternative
minimum standards in historic
properties)

Davis-Bacon wage
requirements

Regulatory and Cost Issues

Prevailing wage requirements for projects with federal funding
boosts labor costs

Federally funded (CDBG and HOME) multiunit
projects over certain thresholds: eight or more units
for CDBG, 12 or more for HOME

Legislative actions to revise or repeal
the requirements

Occupancy Stage Rehab Barri

ers

Rent control

Presence of stringent as opposed to moderate controls. (The latter allow
sufficient rent increases to economically support rehab.)

Jurisdictions (very few) with stringent rent control

Reconsider controls or adopt
moderate regulations

Property tax

Rehab increases the property tax obligation on the buildings that are
renovated

Problems are most severe in high property tax
jurisdictions and where property tax abatement for
rehab is unavailable

Provide rehab property tax abatement
Reduce property tax burden

“Partnership for Advanced Technology in Housing (PATH) is a private/public effort to develop, demonstrate, and gain market acceptance of innovative technologies.
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10.

11.

12.

SUMMARY EXHIBIT 3
Fostering Affordable-Housing Rehab—Potential HUD Actions

Encourage and evaluate pilot efforts to acquire properties for rehab through such innovative means as fast-take property
foreclosure, receivership, and a torrens title system.

Apply FHA property disposition policies to further renovation. For example, consider reinstituting discounts to nonprofit
housing rehab organizations when they bid at FHA sales.

Encourage local adoption of the National Applicable Recommended Rehabilitation Provisions (NARRP), developed under
HUD auspices to improve the building code climate for renovation.

Encourage communities to examine the impact of land-use requirements on rehab feasibility and to identify ways these
standards can be made more rehab-supportive. For example, reduce off-street parking requirements for rehab projects
located in areas served by transit and encourage zoning that permits adaptive reuse.

Evaluate how HUD standards affect rehab. For example, the one-space-per-unit parking requirement for HUD-financed
Section 202 projects may be too high, particularly in urban areas. As with local mandates, the HUD parking requirements
are especially critical in a rehab context because it is difficult to retrofit off-street spaces for an existing building.
Underwriting standards can be reviewed. Section 221(d)(4) underwriting currently limits the amount of allowable
nonresidential space to 10 percent of the project. This can be a problem for a mixed-use rehab project because ground-floor
tenants for commercial space improve project economic feasibility—and also further smart-growth objectives.

Encourage states to review their selection criteria for the low-income housing tax credit projects. Our research (chapter 4)
indicates that six selection criteria contained in state LIHTC Qualified Application Plans (QAPs) may discourage rehab
applications and that five QAP criteria can encourage renovation projects. States should review their QAPs to identify
influences and incorporate rehab-supportive criteria.

Reduce the “costs” of HUD subsidies derived from ancillary requirements. With congressional action, the Davis-Bacon
requirements can be modified, or at least its administration improved. For instance, the eight-housing-unit trigger for Davis-
Bacon in CDBG might be raised to the HOME program’s 12-unit threshold. To encourage more mixed use, HUD might also
limit when commercial wage rates are triggered in mixed-use projects. In a similar vein, participating jurisdictions (PJs)
involved in CDBG and other HUD-supported programs should be discouraged from effectively increasing improvement
standards when a housing unit is improved with government support (e.g., PJs sometimes strictly enforce minimum housing
standards [MHS]).

Monitor how the new lead-based-paint regulations, which will be fully implemented in April 2001, affect affordable rehab.

Publicize and promote implementation of the Advisory Council on Housing Preservation’s (ACHP) June 1998 policy
statement on “Affordable Housing and Historic Preservation” (HUD participated in the formulation of, and was a signatory
to, this statement).

HUD should continue to work with sister federal agencies, such as the National Park Service, the Environmental Protection
Agency, and OSHA, on such mutually important matters, as affordable housing, historic preservation, and protection from
lead, asbestos, and other health hazards in a rehab context.

Improve existing HUD supports for rehab. The 203(k) mortgage, which is granted by private lenders and insured by the
FHA, is illustrative. This program dates to 1961, yet has experienced uneven and for the most part modest usage. That is
unfortunate, because by offering purchase-rehab financing as well as refinancing for renovation, the 203(k) loan offers much
potential. While it has encountered some problems of abuse, with tightened oversight, greater publicity, and revisions
(perhaps the ban on use by investors might be lifted on a pilot basis), the 203(k) program can be invigorated as an important
support for rehab financing.

HUD should continue its efforts to improve data on rehab. It can begin by annually identifying how much rehab (dollar
amount and units) its major subsidy programs are supporting. Those data are already readily available from the HOME
subsidy, and, with some additional work, data can be developed for CDBG as well. With the addition of rehab data from
203(k), Title I, HOPE’s renovation component, and a few other programs, it would be possible to annually compile HUD’s
rehab contribution from its major subsidies. Additionally, HUD can continue its collaboration with the U.S. Bureau of the
Census, the remodeling industry, and others to improve the geographical, financial, and housing dimensions of rehab
information.
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SUMMARY FIGURE 1
Estimate of National Rehab Need:
Share of All Occupied, Permanent (Non-Mobile Home) Year-Round
U.S. Housing Units Needing Rehab (1995)

All Housing Units
No Rehab
55%
Substantial Rehab
5% OMinor Rehab
B Moderate Rehab
Moderati Rehab O Substantial Rehab
10% ONo Rehab
Minor Rehab
30%
Renter Occupied Owner Occupied
52% 56%
6%
4%
12%
9%
30% 31%
Non-Hispanic White Non-Hispanic Black
57% 8%
46%
0,
4% 16%
9%
30% 30%
Built 1980-1995 Built 1939 or Earlier
0,
63% 7%
46%
15%
3%
5%
29% 32%
Very Low Income High Income
54% 55%
6% 4%
8%
12%
28% 33%

Source : 1995 American Housing Survey and calculations done by

the Center for Urban Policy Research, Rutgers University.
Note : Figures presented are a very conservative estimate of rehab need.
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SUMMARY FIGURE 2
Percentage of Excessive Cost Housing Units in the United States
Current (Pre-rehab) and Post-rehab (1995)

All Housing Units
30% -
25%
25% A
18%
20% A
15% -
10% -
5% A
0% ‘
Excessive Cost--Current (Pre-rehab) Excessive Cost--Post-rehab
Renter Occupied Owner Occupied
50% 39% 50%
40% 28% 40%
30% 30% o 17%
20% 20% 13%
0% - T 1 0% - T
Excessive Cost--Current ~ Excessive Cost--Post-rehab Excessive Cost--Current ~ Excessive Cost--Post-rehab
(Pre-rehab) (Pre-rehab)
Non-Hispanic White Non-Hispanic Black
50% 50% 40%
40% 40% 28%
30% 16% 21% 30%
vomm  HR
10% 10%
0% - T 1 0% - T
Excessive Cost--Current  Excessive Cost--Post-rehab Excessive Cost--Current ~ Excessive Cost--Post-rehab
(Pre-rehab) (Pre-rehab)
Built 1980-1995 Built 1939 or Earlier
50% 50%
40% 40% o 30%
30% 16% 19% 30% 21% L
20% 20%
Y = mm - [
0% - T 1 0% - T
Excessive Cost--Current ~ Excessive Cost--Post-rehab Excessive Cost--Current ~ Excessive Cost--Post-rehab
(Pre-rehab) (Pre-rehab)
Very Low Income High Income
71%
75% 58% 75%
50% 50%
25% 25% 2% 39,
0% - T 1 0% - T 1
Excessive Cost--Current ~ Excessive Cost--Post-rehab Excessive Cost--Current  Excessive Cost--Post-rehab
(Pre-rehab) (Pre-rehab)

Source : 1995 American Housing Survey and calculations done by

the Center for Urban Policy Research, Rutgers University.
Note: Excessive cost = housing expense to income ratio (HEIR) of 40 percent or more.

15




SUMMARY FIGURE 3
Estimate of Rehab Investment Needed Nationwide
by Affordability (1995)

All Housing Units

Unaffordable

Rehab
36%
Affordable Rehab
64% O Affordable Rehab
@ Unaffordable Rehab
Total rehab need $623 billion
Renter Occupied Owner Occupied

‘52%
48%

77%
23%

Non-Hispanic White

71%‘29%

Non-Hispanic Black

56%
44%, l

Built 1980-1995 Built 1939 or Earlier
43%
4% 26%
57%
Very Low Income High Income

86%
14%

95%
5%

Source : 1995 American Housing Survey and calculations done by

the Center for Urban Policy Research, Rutgers University .
Note: Affordable = with rehab, the housing expense to income ratio (HEIR)

for the occupant is less than 40 percent.

Unaffordable = with rehab, the HEIR is 40 percent or more.
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CHAPTER 1
STUDY CONTEXT

INTRODUCTION

This chapter sets the context and background to the investigation of the barriers to affordable-
housing rehab. It defines housing rehab, describes the current scale of rehab activity, reviews the
history of affordable-housing rehab and summarizes prior literature on the subject. The literature
review includes studies that have examined barriers to renovation. The chapter also includes a
section on contemporary data sources that track housing rehab construction.

REHAB DEFINED

Many definitions have been offered for housing rehab. Warren (1965, 893) defined housing
rehab as “the renewal and modernization of existing buildings,” and Hendy (1970, 64) defined
the term as “improving building habitability.” The Secretary of the Interior defines rehab as “the
process of returning a property to a state of utility through repair or alteration which makes
possible an efficient contemporary use while preserving those portions and features of the
property which are significant to its historic, architectural, and cultural values” (U.S. Department
of the Interior 2000). According to The New Illustrated Book of Development Definitions, rehab
is “the upgrading of a building previously in a dilapidated or substandard condition for human
habitation or use” (Moskowitz and Lindbloom 1993, 222).

There are three levels of rehab. They are often colloquially referred to as “minor rehab,”
“moderate rehab,” and “substantial rehab.” Minor rehab refers to repairs (activities short of
replacements that maintain the home) and improvements (activities that enhance the residential
structure) of a minor nature, such as replacing or refinishing cabinets, fixtures, and finishes.
Moderate rehab involves more extensive improvements, such as new wiring and heating and
cooling systems, as well as new cabinets, fixtures, and finishes. Substantial rehab entails removal
of all interior walls and mechanical equipment and installation of a new space plan. The level of
rehab often determines whether the project requires a contractor or can be conducted as a “do-it-
yourself” improvement job. Moderate and substantial rehab often involve a contractor or other
professional while minor rehab typically does not.

This study broadly defines rehab to include repairs, improvements, major replacements,
alterations, and additions to existing properties. While we consider all levels of rehab—minor,
moderate, and substantial—we focus on the last two categories.

'Rehab differs from redevelopment in that redevelopment is an encompassing revitalization plan for a particular area
that often includes demolition and new construction, and that is used in areas where rehab alone is considered
inadequate to stem decay (Warren 1965). Rehab and conservation are closely linked terms, where conservation
includes rehabilitation in a coordinated neighborhood attempt at renovation and preservation.
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AGING OF THE HOUSING STOCK
SCALE AND INCIDENCE OF THE REHAB INVESTMENT

Compared with housing in other developed countries, the housing stock in the United States is
relatively young. According to the 1997 American Housing Survey (AHS) (U.S. Department of
Commerce 1999), the median age of all American housing units is only 32 years old.
Nonetheless, there is a significant amount of aging housing in this country. Although there is
popular awareness of the “graying” of America’s population, especially its baby boomer cohort,
there is less appreciation of the aging of the country’s housing. According to the 1997 AHS,
about a quarter (27 percent) of the 112.3 million housing units in the United States are a half
century or older, an age at which major rehab of expensive systems and building components
(e.g., kitchen and bathrooms) is often needed.

America’s central cities are home to the nation’s oldest housing stock. According to the 1997
AHS, about two-fifths (39 percent) of the 34.1 million central-city housing units are at least half
a century old. By comparison, somewhat less than one-fifth (18 percent) of the 51.4 million
suburban housing units are 50 years or older, and about one-quarter (26 percent) of the
26.9 million housing units outside of metropolitan statistical areas (MSAs) were built more than
one-half century ago.

Another way of considering the age of the stock is to identify the median year of construction as
reported in the 1997 AHS. For all housing units, the median year of construction was 1967. For
housing units in central cities, suburbs, and outside MSAs, the median years of construction were
1958, 1972, and 1968, respectively. In other words, as of 2000, the median housing unit in
central cities is “forty-something”; everywhere else it is “thirty-something.” Although some
housing is lost to demolition or other causes, for the most part a housing unit, unlike a person,
does not inevitably “die” (only about one-quarter of one percent of the housing stock is lost
annually). What that means is that in roughly a decade or two, much of America’s housing stock
will be in advanced “middle age” and central-city housing will be “geriatric.”

Given the general aging of the housing stock, it is not surprising that there are considerable
outlays for residential rehab. Exhibit 1.1 shows the value and distribution of residential
construction in the United States from 1980 to 1997 in 1997 constant dollars. Exhibit 1.2 shows
the breakout in percentage terms. In 1997, for example, the aggregate value of new construction,
rehab (shown in this instance to include the census-defined terms of additions and alterations and
major replacements), and repairs was approximately $304 billion. Of that total, new residential
construction amounted to $187 billion (62 percent), rehab (excluding repairs) amounted to
$80 billion (26 percent), and repairs amounted to $38 billion (13 percent). Of note in figure 1.1 is
the cyclical nature of overall construction (e.g., downturns in the early 1980s and early 1990s),
mainly driven by the up-and-down cycle of new construction. Rehab is a much steadier
investment; for much of the 1980 to 1997 period, rehab, even excluding the repair component,
made up about a quarter of all residential construction.
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EXHIBIT 1.1
Value of Residential Construction by Type, 1980—-1997 (in Millions of 1997 Dollars)

CONSTRUCTION TYPE
Total
Construction Outlays New Rehabilitation

(New, Rehabilitation, | Residential | Additions/ Major Total Total Rehab

Year and Repairs) Construction | Alterations | Replacements | Rehab | Repairs | and Repairs
1980 $225,670 $135,955 $41,663 $19,168 $60,831| $29,656 $ 90,486
1981 $204,028 $122,888 $36,135 $17,551 $53,685| $28,361 § 82,046
1982 $169,216 $ 95,043 $31,303 $16,185 $47,489| $28,029 $ 75,517
1983 $232,063 $152,904 $50,350 $17,601 $67,951| $29,286 $ 97,236
1984 $283,001 $176,274 $43,086 $20,236 $63,322| $44,746 $108,068
1985 $289,852 $171,463 $43,029 $24,126 $67,156| $52,874 $120,029
1986 $327,290 $195,377 $56,633 $24,490 $81,123| $52,765 $133,888
1987 $329,509 $197,966 $56,565 $22,462 $79,026| $54,090 $133,177
1988 $324,906 $188,905 $57,958 $23,085 $81,043| $55,578 $136,621
1989 $309,923 $180,585 $51,827 $23,740 $75,567| $54,940 $130,507
1990 $288,007 $157,502 $46,209 $22,705 $68,914| $62,983 $131,897
1991 $245,380 $130,583 $55,354 $19,400 $74,754] $59,015 $133,769
1992 $266,913 $148,515 $46,124 $20,856 $66,981| $51,682 $118,663
1993 $280,661 $160,358 $50,699 $23,151 $73,851| $46,414 $120,265
1994 $305,636 $182,152 $53,045 $24,678 $77,723| $46,515 $124,238
1995 $287,633 $171,902 $47,466 $26,276 $73,742| $44,195 $117,937
1996 $300,984 $183,967 $54,642 $25,117 $79,759| $38,065 $117,824
1997 $303,640 $187,075 $55,300 $24,400 $79,700] $38,030 $117,730

Source: See Exhibit 1.9.
Notes: While this study generally includes repairs in the overall category of rehabilitation, in this table, we break out repairs.
In all tables and in the text, figures may not add to totals due to rounding.
EXHIBIT 1.2
Percentage of Residential Construction by Type, 1980-1997
CONSTRUCTION TYPE
Total
Construction Outlays New Rehabilitation

(New, Rehabilitation, | Residential | Additions/ Major Total Total Rehab

Year and Repairs) Construction | Alterations | Replacements| Rehab | Repairs | and Repairs
1980 100% 60% 18% 8% 27% 13% 40%
1981 100% 60% 18% 9% 26% 14% 40%
1982 100% 56% 18% 10% 28% 17% 45%
1983 100% 66% 22% 8% 29% 13% 42%
1984 100% 62% 15% 7% 22% 16% 38%
1985 100% 59% 15% 8% 23% 18% 41%
1986 100% 60% 17% 7% 25% 16% 41%
1987 100% 60% 17% 7% 24% 16% 40%
1988 100% 58% 18% 7% 25% 17% 42%
1989 100% 58% 17% 8% 24% 18% 42%
1990 100% 55% 16% 8% 24% 22% 46%
1991 100% 53% 23% 8% 30% 24% 55%
1992 100% 56% 17% 8% 25% 19% 44%
1993 100% 57% 18% 8% 26% 17% 43%
1994 100% 60% 17% 8% 25% 15% 41%
1995 100% 60% 17% 9% 26% 15% 41%
1996 100% 61% 18% 8% 26% 13% 39%
1997 100% 62% 18% 8% 26% 13% 39%

Source: See Exhibit 1.9.
Note: While this study generally includes repairs in the overall category of rehabilitation, in this table, we break out repairs.
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FIGURE 1.1
Construction Outlays (1997 Dollars)
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Source: See Exhibit 1.9.

Given the characteristic “graying” of central-city housing, it is not surprising that rehab is an
even more significant component of residential construction in most cities. To explore that point
more fully, we accessed construction data for the period 1990 to 1994 for 20 metropolitan areas
from the State of the Nation’s Cities (SNC) database. Our 20 sample areas are mainly
representative of the nation’s largest and oldest MSAs (e.g., New York, New York; Chicago,
Illinois; and Boston, Massachusetts) but also include a sprinkling of newer, rapidly growing
sunbelt locations such as Las Vegas, Nevada.” The SNC data indicates the importance of
renovation in central-city residential construction. On average, almost two-fifths (38 percent) of
the value of central-city residential construction in the 20 MSAs during the period 1990 to 1994
consisted of rehab. That compares with one-seventh (15 percent) rehab incidence of total
residential investment in the suburbs of the 20 metropolitan locations. Rehab was particularly
significant in certain cities; it made up almost 80 percent of the total value of central-city
residential construction in St. Louis and 50 percent to 60 percent in Baltimore, Cleveland,
Detroit, Philadelphia, San Francisco, and Washington, D.C. In stark contrast were a handful of

>The 20 MSAs are Atlanta, GA; Baltimore, MD; Boise, ID; Boston, MA; Buffalo, NY; Chicago, IL; Cleveland, OH;
Denver, CO; Detroit, MI; Houston, TX; Las Vegas, NV; Little Rock, AR; Miami, FL; New York, NY; Newark, NJ;
Philadelphia, PA; Salt Lake City, UT; San Francisco, CA; St. Louis, MO; and Washington, D.C.
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cities such as Las Vegas, where only 1 percent of the value of central-city residential
construction from 1990 to 1994 consisted of renovation.

Incidentally, the metropolitan-level data presented above can no longer be monitored. We relied
on the Census Bureau’s C-40 (building permit) Survey, which until 1995 tracked rehab at the
metropolitan level. The current C-40 series no longer monitors rehab’ at all (it reports on new
construction only). Although rehab is covered by the Census Bureau’s C-30 (value of
construction put in place) and C-50 (residential improvements) series, those data have numerous
limitations. For instance, the C-30 information is not differentiated by metropolitan area or by
minor civil division, and the C-50 information is not available below the national and regional
levels (see the technical note at the conclusion of this chapter for further details).*

The data limitations are acknowledged. A year 2000 “Remodeling Industry Information Summit”
concluded that a “key issue raised was the serious deficiency in hard data necessary to develop a
comprehensive picture of the total industry, . . . information on the geographical dimensions of
remodeling, as well as poor data on the financing of remodeling projects” (Joint Center for
Housing Studies and the National Association of Home Builders 2000, i). The paucity of data
belies the significance of remodeling activity, which the 2000 conference estimated had climbed
to $150 billion a year. That amount is almost 2 percent of the total output of the United States
economy, approaches the national spending on the construction of new homes, and exceeds the
scale of such better-known industries as legal services and arts and entertainment (Joint Center
for Housing Studies and the National Association of Home Builders 2000, 2).

HUD, the building industry, and others recognize that better national-level data on the volume
and incidence of rehab are important. To that end, they convened the summit described above
and are contemplating other actions to improve the availability of information on repairs and
improvements to the existing housing stock.

Rehab information gathered by state and local governments and other agencies provides a useful
supplement to federally collected data. The state of New Jersey, for example, keeps central
records of the building permits from its 566 municipalities. We can determine from that file the
incidence of renovation in four categories of New Jersey communities: cities, mature (or inner-
ring) suburbs, developing (or outer-ring) suburbs, and rural communities (exhibit 1.3). There is a
preponderance of rehab in New Jersey’s cities and mature suburbs. Almost three-quarters
(72 percent) of all residential and nonresidential construction in New Jersey cities as of the mid-
1990s consisted of renovation (Listokin and Lahr 1997). That rehab share is lower for older
suburbs but remains a very high 57 percent of all residential and nonresidential investment. By
contrast, in rural New Jersey communities, new construction dominates—the rehab share is only
19 percent. Rehab makes up about a third (35 percent) of the value of residential and
nonresidential investment in developing suburbs.

’Another change was that the pre-1995 C-40 series tracked nonresidential rehab, which is a significant central-city
construction activity.

* Another limitation is that the C-50 data comes from a housing unit or household survey and thus would not capture
conversions from nonresidential use, such as loft-building conversions.
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EXHIBIT 1.3
New Jersey Total Residential and
Nonresidential Construction and Rehab Share (1994)

Total Construction
(in $ Millions
Community Type New Rehab Total Percentage Rehab
Cities $ 159 § 404 $ 563 72%
Mature suburbs $ 320 $ 423 $ 743 57%
Developing suburbs $2,052 $1,108 $3,160 35%
Rural $ 194 $ 45 $ 239 19%
All $2,725 $1,980 $4,705 42%

If residential construction alone is examined, a similar pattern of emphases on rehab is observed
in cities and mature suburbs.

EXHIBIT 1.4
New Jersey Total Residential
Construction and Rehab Share (1994)

Residential Construction
(in $ Millions)
Community Type New Rehab Total Percentage Rehab
Cities $ 39 $108 $ 147 74%
Mature suburbs $ 193 $208 $ 401 52%
Developing suburbs $1,482 $385 $1,867 21%
Rural § 162 § 24 $ 186 13%
All $1,876 $725 $2,601 28%

Other state and local data can further our understanding of rehab. We have examined listings of
properties on federal, state, and local historic registers (e.g., National Register of Historic Places)
as well as local building permits to determine how much of New Jersey’s rehab was occurring on
historic (i.e., designated on register) properties (Listokin and Lahr 1997). As shown in exhibit
1.5, almost 10 percent of all renovation in New Jersey’s cities and older suburbs was effected on
designated historic properties, about double the 4 percent incidence found in developing suburbs
and in rural communities.
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EXHIBIT 1.5
New Jersey Total Residential and
Nonresidential Rehab and Historic Rehab Share (1994)

Rehab

(in $ Millions) Historic Rehab
Community Type All Historic Percentage (%)
Cities $ 404 $ 38 9%
Mature suburbs $ 423 $ 38 9%
Developing suburbs $1,108 $ 45 4%
Rural $ 45 $ 2 5%
All $1,980 $123 6%

In a recent study (Listokin and Lahr 1999), historic rehab was found to have a noticeable
presence in a number of Texas cities (see exhibit 1.6). That investigation also capitalized on
available state and local data, namely local building permits and historic register listings.

EXHIBIT 1.6
Historic Rehab as a Percentage of All Rehab (1994-1997)—Selected Texas Cities

Historic Rehab
as a Percentage of
Texas City All Rehab® (1994-1997)
Abilene 14%
Dallas 4%
Ft. Worth 9%
Grapevine 21%
Laredo 5%
San Antonio 8%
San Marcus 6%

Residential and nonresidential.

The New Jersey and Texas data reveal how important rehab is, especially in cities and older
suburbs. Data for the two states also show that rehab is effected on historic buildings in a
significant percentage of cases.

Although we can use state and local information to glean a profile of rehab, there are severe data
concerns with respect to this endeavor.” We noted some of these limitations earlier, such as the
retrenchment in the coverage of the C-40 series and drawbacks with the C-30 and C-50 series. A
more fundamental limitation is that the available data focuses on rehab’s monetary magnitude
(e.g., the C-30’s value of construction put in place and the C-40’s permit value), not on rehab’s
housing import. The available renovation information does not specify whether a deteriorated
housing unit has been saved or an additional housing unit produced through adaptive reuse or

*HUD and the Census Bureau are exploring ways to improve the availability of rehab data. For instance, as a follow-
up to HUD-Census Bureau deliberations at the “Remodeling Industry Information Summit,” the Census Bureau is
contacting local permit-issuing jurisdictions to determine the local requirements for rehab permits and the data that
would be available from local rehab permits.
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other means (i.e., industrial space converted to residential lofts). The Census Bureau’s new-
construction data records the number of units started, but no such comparable data is available
for renovation. These data shortfalls are especially unfortunate given the importance of rehab and
the long involvement of government in this sector.

BRIEF HISTORY OF HOUSING REHAB
POLICY AND PROGRAMS IN THE UNITED STATES

The first tentative governmental actions involving housing rehab assistance occurred during the
time of the depression of the 1930s. Though mainly concerned with new construction and home
purchase, the 1934 Housing Act authorized the Federal Housing Administration (FHA) to insure
short-term installment loans made by private lenders to homeowners for repairs and
improvements. Together with the Home Owners Loan Corporation (HOLC), which also made
rehab loans, these efforts were created to deal with the need for renovation financing and to
provide impetus to home repair businesses. A public housing program was initiated in the 1930s,
but for the most part it focused on eliminating slums and building new low-income units.

The 1949 Housing Act encouraged a more comprehensive approach to housing and community
development, but like previous housing legislation, it stressed a combination of demolition and
new construction, all under the guise of redevelopment. Rehabilitation projects had to compete
with the speed and substantial funding support of slum clearance projects, as well as with the
national fervor for the new, modern dwellings springing up in the suburbs.

In 1953, the Advisory Committee on Government Housing Policies and Programs recommended
that the 1949 Housing Act be expanded to include the rehab of existing structures. The
committee expressed concern with the economic and social costs of slum clearance and voiced
support for a conservation approach. Subsequently, the 1954 Housing Act included rehab and
conservation as allowable components of federal intervention in the housing market to prevent
neighborhood decline. The term wurban remewal was introduced; it referred to both slum
clearance and renovation. Additionally, FHA Section 220 mortgage assistance became available
for rehab projects in designated urban renewal areas.

A number of local programs were instrumental in encouraging inclusion of rehab support in the
1954 Housing Act (Heinberg 1983). In the years during and immediately following World War
II, the Baltimore Health Department established the Baltimore Plan and devised a comprehensive
attack on incipient blight. Racial change and community decline in a Chicago neighborhood led
concerned residents to form the Hyde Park-Kenwood Community Conference. The goal of this
organization was to keep “an interracial community of high standards” through maintenance and
improvement of existing housing (Heinberg 1983).

Despite the inclusion of rehab in the 1954 Housing Act, the strategy received little support from
the government. From 1954 through 1960, the federal government subsidized only about 10,000
rehabilitated housing units nationwide (see exhibit 1.7). Even the increased awareness of the
diminishing stock of affordable housing could not stem the continued demolition of older units.
In addition to societal emphasis at the time on clearing out old buildings and creating new
housing, rehab as a housing policy was hindered by economic and administrative difficulties
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(Hays 1995). Rehab in older areas was also thwarted by the large-scale demolition carried out in
building the interstate highway system.

EXHIBIT 1.7
Federally Subsidized Housing and Rehabilitation Production (Direct Assistance):
United States 1954 to 1983

Federally Subsidized Housing Production
(Number of Units)
Subsidized Rehabilitation as % of Total
Total Subsidized Rehabilitation Federally Subsidized Housing

Year Housing Production Production Production
1954-1961 N.A. 10,000 cumulative N.A.
1962 38,900 2,500 6.4%
1963 47,600 2,600 5.5%
1964 55,100 3,400 6.2%
1965 63,700 5,900 9.3%
1966 70,900 11,600 16.4%
1967 91,400 16,100 17.6%
1968 165,500 36,100 21.8%
1969 202,700 37,690 18.6%
1970 328,010 34,100 10.4%
1971 482,970 42,060 8.7%
1972 429,790 41,760 9.7%
1973 331,830 42,120 12.7%
1974 171,660 30,160 17.6%
1975 128,840 17,410 13.5%
1976 137,240 19,060 13.9%
1977 217,440 26,330 12.1%
1978 274,330 36,240 13.2%
1979 277,398 40,412 14.6%
1980 265,541 57,411 21.6%
1981 211,390 33,421 15.8%
1982 240,305 30,005 12.5%
1983 69,612 11,452 16.5%

Sources: Data for 1954 to 1961 are from John Heinberg, Public Policy toward Residential Rehabilitation: An Economic Analysis. Ph.D.
dissertation, University of Wisconsin, 1967; Data for 1962 to 1968 are from U.S. Department of Housing and Urban Development, Housing in the
Seventies (Washington, D.C.: U.S. Government Printing Office, 1974); Data for 1969 to 1979 are from U.S. Department of Housing and Urban
Development, Report on the National Housing Goal (Washington, D.C.: U.S. Government Printing Office, 1980); Data for 1980 to 1983 are from
figures supplied by the U.S. Department of Housing and Urban Development.

Note:Numbers are approximate. CDBG-aided rehabilitation is not included. Data for 1954 to 1968 shown by calendar years. Data for 1969 to 1983
shown by fiscal years.

N.A. = information not available.

In the 1960s and 1970s, many housing officials encouraged rehab as a means of stemming the
decline of older neighborhoods (McFarland 1966, U.S. National Commission on Urban Problems
1969). They touted rehab as a less socially disruptive, more economical method of
redevelopment than earlier large-scale-clearance-style urban renewal; renovation was also
advocated as cost-effective and expeditious. The federal government supported the shift in
housing policy to include renovation. It started to make more urban renewal grants with

27



substantial rehab components. Examples include urban-renewal-funded renovation in
Philadelphia’s Society Hill and in numerous Boston and Baltimore neighborhoods.

Many new federal programs supported rehab. In 1961, the 221(d)(3) program made available
below-market-interest-rate (bmir) mortgages for rehabilitated as well as new multifamily rental
housing. In that same year, the 203(k)-220(h) programs insured loans made by private lenders to
homeowners who made major improvements. In 1964, Congress authorized federal Section 312
low-interest rehab loans; in 1965, the Section 115 rehab grant program for low-income
households was created. The Housing Act of 1968 established two programs, Section 235 and
Section 236, which assisted homeowners and renters, respectively, through the provision of
below-market-interest-rate loans. Some families benefited from the use of Section 235 for the
purchase of renovated homes. Section 236 could be used for new and rehabilitated rental housing
(HUD 1974, 1976a).

HUD’s Project Rehab, created in 1969, initiated a large-scale effort to rehab apartment buildings
for moderate-income families (Arthur D. Little Inc. 1971). Project Rehab assembled existing
rehab programs in target neighborhoods and applied best-practice administration and technology.

The Nixon administration’s 1973 moratorium on housing production effectively ended many of
the categorical supply-side programs noted above. Change in programmatic approach soon
followed. The development of the Community Development Block Grants (CDBG) in the 1974
Housing Act consolidated many of the earlier categorical programs aimed at rehabilitated
housing, although the popular Section 312 program remained in operation separately for some
time. (A 1977 Housing Act amendment made rehab an independently eligible activity for CDBG
funding.) The 1974 act also created the Section 8 multifamily rental program, which included
three subprograms—New Construction, Substantial Rehabilitation, and Existing Housing.

Other programs that included rehab benefits were put in place in the 1970s. National Housing
Service helped coordinate reinvestment into small neighborhood areas; Urban Homesteading
attracted families willing to rehabilitate dilapidated units by selling them at drastically reduced
prices; Urban Development Action Grants were given to redevelop deteriorating areas, through
both new construction and renovation (Dommel et al. 1983). The Home Mortgage Disclosure
Act (1975) and the Community Reinvestment Act (1977) were created to monitor and to increase
the amount of financing available in lower-income neighborhoods, money that could be used to
rehabilitate or renovate older units.

The many programs of the 1960s and 1970s helped boost federally aided housing rehab. We
cannot track CDBG-aided renovation very well (i.e., in terms of housing units aided), but we can
monitor subsidized renovation under such major housing production programs as Sections 8 and
236. Data regarding federally subsidized rehabilitation is shown in exhibit 1.7. From 1962 to
1967, the federal government was directly subsidizing from 2,500 to 16,000 rehabilitated units
annually. That rehab tally represented roughly 6 percent to 18 percent of all federal housing
production, which at that time was quite modest—about 40,000 to 90,000 units annually (exhibit
1.7). After significant federally subsidized housing programs came into being in the late 1960s in
the form of Sections 235, 236, and sister programs, federally aided total housing production
climbed to a high of almost 500,000 units annually (482,970 in 1971). With that overall increase,
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federally aided rehab also climbed to more than 40,000 units yearly by the early 1970s. Rehab
now made up roughly 10 percent to 18 percent of all federally assisted housing production.

The subsidy moratorium of the early 1970s dampened production of both new and rehabilitated
units, but when the new Section 8 program came into force, subsidized housing activity
rebounded. From the late 1970s to the early 1980s, the federal government subsidized more than
200,000 housing units annually. Of that total, roughly 25,000 to 60,000 rehabbed housing units
were federally aided each year, representing between one-eighth and one-fifth of all production
(exhibit 1.7).

With the advent of the 1980s, assisted-housing activity was sharply curtailed. That led to a
dramatic reduction in both new construction and federally assisted rehabbed housing units
(exhibit 1.7). There were also numerous programmatic changes, especially with respect to
Section 8. The Housing Act of 1983 repealed Section 8 use for new construction and substantial
rehabilitation as opposed to existing housing. Section 8 would henceforth typically take the form
of a certificate or voucher provided to an income-eligible tenant who would secure an eligible
unit in the marketplace. Certificates and vouchers are both “demand-side” as opposed to “supply-
side” subsidies. (The voucher is similar to a certificate, except that it offers greater flexibility in
the rent that may be charged and in the percentage of the tenant’s income that can be spent on
housing.)

The remainder of the 1980s saw other efforts at housing assistance, but these did not change the
basic imprint of federal housing programs. For instance, the Rental Rehabilitation Grant (RRG)
and Housing Development Action Grants (HoDAG), both authorized in 1983, never developed
into major production programs.

In summary, the 1980s were characterized by a retrenchment in federal housing subsidy. From
1980 to 1990, the total HUD-subsidized inventory rose nationally by about 1.3 million housing
units (from 3.1 million to 4.4 million housing units), substantially less than the 2.2 million
increase in HUD-subsidized units recorded from 1970 to 1980 (from 0.9 million to 3.1 million
housing units).® Also, the tenor of subsidy had changed. In the early 1960s, only 5 percent of
federally subsidized housing production consisted of rehab; by the late 1980s, about 80 percent
of HUD housing subsidies were for existing or rehabilitated units (Listokin 1991).

Our brief overview would be incomplete without mention of the low-income housing tax credits
(LIHTC) authorized by the Tax Reform Act of 1986. This act provided tax credits for investment
in existing, rehabilitated, and new low-income, multifamily rental housing. From 1992 through
1994, 166,685 LIHTC housing units were produced nationwide (Abt Associates 1996). Of that
total, 60 percent represented new construction, 38 percent were rehabbed, and the remaining
2 percent were a hybrid (e.g., projects with both new and existing units) or comprised existing
units. In the Northeast, rehab accounted for almost 60 percent of the housing units subsidized by
the LIHTC (Abt 1996).

SHUD statistics provided by the Division of Program Monitoring and Research, Office of Policy Development and
Research.
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CDBG monies also represented a significant federal support for housing renovation. An early-
1990s survey of the local uses of CDBG funds found that small, medium, and large cities spend
32 percent, 38 percent, and 38 percent, respectively, of their block grants for housing
rehabilitation; urban counties spend slightly more than one-third (34 percent) of their CDBG
assistance for housing rehab (HUD 1992). Section 108, the loan-guarantee provision of the
CDBG program, can also be used for housing rehab as well as for other purposes.

In the 1990s, numerous federal housing and community development programs were enacted
that were supportive of housing rehab. The 1990 National Affordable Housing Act authorized a
HOME program that provided federal matching grants for housing rehab and other purposes. The
HOPE III program (Housing Opportunities for People Everywhere), though limited in scope to
previously subsidized projects, allows nonprofit organizations to build or rehab housing for low-
income homeownership opportunities (Hays 1995, 20). HOPE VI can be used for the major
rehab of deteriorated public housing units as well as for the demolition of obsolete housing units
and their replacement through new construction. (Most HOPE VI funds have been used for
demolition and new construction.) Other HUD initiatives implemented in the 1990s, from
empowerment zones to lead-paint abatement, can be used to support housing rehab. Exhibit 1.8
summarizes HUD programs (as of the year 2000) relevant to housing renovation assistance.

We do not know the exact current tally of rehab aided by HUD because programmatic and
subsidy data are not kept in that fashion. Yet, from the information that can be inferred, it is clear
that HUD provides significant assistance for housing rehab.

Since 1995, the Community Development Block Grant (CDBG) has amounted to about
$4.5 billion annually. From HUD data, we estimate that about 25 percent to 30 percent of this
amount, or about $1.2 billion annually, is being spent on housing rehab. Approximately 175,000
to 200,000 units annually are being renovated with CDBG assistance.

As of the late 1990s, the HOME program has approached $1.5 billion in funding. Since its
inception, almost half (47.2 percent) of HOME’s activity has been in housing rehab. Other
activities include new construction (35.5 percent of HOME’s activity), acquisition
(14.5 percent), and tenant-based rental assistance (2.8 percent). On an annual basis, HOME
supports the rehab of 30,000 housing units; since the program was initiated, it has aided the
rehab of 253,984 housing units (as of February 2001).

The FHA 203(k) program, a HUD-supported program that insures loans made by FHA-approved
lenders, allows the borrower to combine the acquisition and rehab costs in the first mortgage.
Eligible homes include one- to four-family dwellings that are at least one year old and that need
a minimum of $5,000 in repairs. Initiated in 1961, the 203(k) program closed only about 5,000
loans in its first 30 years; however, activity has increased in recent years. There were 3,400
203(k) loans in 1995 and approximately 14,000 loans by the late 1990s. Although the 203(k)
mortgage is unsubsidized, approximately 20 percent of recent 203(k) borrowers had incomes
under 80 percent of the area median and almost 30 percent were between 80 percent and
120 percent of the median. In sum, HUD is providing significant support for housing rehab
through CDBG, HOME, 203(k), and other programs (HOPE, Title I, and so on).

30



EXHIBIT 1.8
Contemporary (Year 2000) HUD Programs That Can Support Housing Rehab

Program Description FY 2000 Funding®
Community Development Funds a range of activities including planning, infrastructure, affordable housing, economic development, and public service. In FY $4,800
Block Grants (CDBG) 1999, 30.2 percent of CDBG expenditures supported affordable housing through rehabilitation, new construction, and home-buyer
assistance.
Economic Development The loan guarantee provision of the CDBG program, Section 108 offers a source of long-term financing for economic development, $30
Loan Fund (Section 108) housing rehabilitation, public facilities, and large-scale physical development programs.
Economic Development Improves the economic feasibility of Section 108 loans by providing an added subsidy for such large-scale activities as shopping $31
Initiative Grants centers, industrial facilities, and housing development, including rehabilitation.
Empowerment Designed to promote large-scale economic development in selected cities through strategic planning and leveraging private $55
Zones/Enterprise investment. Rehabilitation of residential units in distressed areas through EZ/EC grants has produced 11,000 housing units.
Communities Homeownership programs have increased the homeownership rates in these areas as well, where rehabilitation also has a role.
Rural Housing and Economic | HUD grants are being used in rural areas, often for rehabilitation. The HUD Colinas Initiative is helping to build and rehabilitate $25
Development affordable housing in settlements along the U.S./Mexico border.
Brownfields Redevelopment | Appropriated funds for the redevelopment of brownfield sites have helped to leverage millions in Section 108 loan guarantees and $25
private and public investment and will create thousands of jobs. This money is used for cleanup costs for the sites and rehabilitation
of existing structures, including housing units.
Disaster Recovery HUD funds and additional CDBG and HOME funds are often needed in the event of a natural disaster. These grants are used to
rehabilitate housing and commercial buildings, assist homeowners, restore public facilities, and aid local businesses.
Community Outreach Grants given to 18 colleges and universities to develop partnerships with local governments, private companies, and nonprofit $8
Partnership Centers (COPC) | organizations in an effort to revitalize their communities. COPC grants are used to expand affordable-housing opportunities, for job-
training programs, to fight housing discrimination and homelessness, to research community problems, and to assist new businesses.
Lead Hazard Reduction Lead is a common cause of poisoning, especially in young children living in older homes or apartments. HUD gives grants to state $80
and local governments, nonprofits, public relations firms, and research organizations in an effort to reduce the effects of lead
hazards. The money is used for lead removal, for research, and for public awareness campaigns.
Section 8 Assistance The project-based assistance component of the Section 8 program allows owners of multifamily rental units to receive housing
assistance payments directly from HUD. This money can be used for maintenance and rehabilitation of the housing units.
HOPE VI A source of funds used to demolish, rebuild, and rehabilitate obsolete public housing units and to create mixed-income communities. $564
HOME HOME funds are among the largest sources of money for the construction and rehabilitation of affordable housing in the nation. $1,600
HOME funds are used for multifamily rental housing, improving substandard housing for current owners, and assisting new home
buyers with acquisition, construction, and rehabilitation.
Low-Income Housing Tax States are given a federal tax credit to support the construction and rehabilitation of affordable-housing units by private and $1.25

Credit (LIHTC)

nonprofit developers.

per capita by state

Native American Housing

HUD has initiated an effort to bring direct federal funding with autonomy to tribal lands to assist with their unique housing situation.
The funds will help ensure that substandard and overcrowded conditions are ameliorated with rehabilitation and new construction of
housing units.

$620

Housing for Elderly and
Disabled Persons

HUD helps nonprofit organizations finance the construction and rehabilitation of housing designed to support the needs of the
elderly and the disabled.

$911

FHA Multifamily Insurance

FHA insurance programs insure lenders in case of loss on first mortgages and make possible the construction, rehabilitation, and
preservation of multifamily rental properties. The loans are made available to private developers, nonprofit organizations, and
cooperatives that build affordable housing.

Source: Building Communities and New Markets for the New Century. 1998 Consolidated Report. U.S. Department of Housing and Urban Development.
*Dollars are in millions. Includes total program funding, not the specific rehab investment.
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Nonfederal efforts supporting rehab also deserve mention. One result of the federal
government’s reduction of housing subsidies was a greater role for states and others (e.g., local
governments and nonprofits) in rehab projects. For example, from FY 1986 through FY 1993,
the Maryland Department of Housing and Community Development expended about
$320 million for housing and related programs. Of that total, about $110 million, or more than
one-third, was for rehab (Rogers 1992).

Societal thinking also changed, with greater support for renovation as an alternative to the
wholesale demolition of the older housing stock. With this change came regulatory change.
Nowhere was regulatory change more dramatic than in matters concerning historic preservation.
In the 1950s and 1960s, many individual landmarks (e.g., New York City’s Pennsylvania
Station) and historic neighborhoods were lost to urban renewal, highway construction, and other
forces. Partially in reaction to the widespread loss of historic places and a growing societal
sensitivity to the environment, a preservation-fostering system developed by the mid-1960s. At
the federal level, the National Historic Preservation Act (NHPA) of 1966 created a National
Register of Historic Places and a review process (Section 106 of the NHPA), to evaluate federal
undertakings that threatened National Register resources. (The National Register is housed in the
National Park Service.) The NHPA also established the Advisory Council for Historic
Preservation, charged with, among other responsibilities, coordinating Section 106.
Complementing the NHPA was other federal preservation legislation, including Section 4(f) of
the 1996 Transportation Act, which prohibited federal transportation projects from “using”
historic resources unless there was “no feasible or prudent alternative,” and the 1969 National
Environmental Policy Act (NEPA), which required impact assessments of major federal actions
affecting the environment, including historic resources.

Parallel actions commenced at the state and local levels in this period. State Historic Preservation
Offices (SHPOs) were established with federal funds from the NHPA. The SHPOs helped
identify properties to be placed on the national as well as the state registers. Many states further
enacted “mini-106” and “mini-NEPA” procedures to evaluate state and local government actions
threatening properties on the state or local registers. Some states (e.g., Florida and Minnesota)
enacted “mini-4(f)” protections. For example, demolition of a historic building in downtown
Hibbing, Minnesota, was stopped on the basis that there was a “feasible and prudent alternative”
to its destruction—namely, preservation (Beaumont 1996a, 57).

The establishment of local preservation commissions (LPCs) was of great significance. The
LPCs would conduct surveys to identify historic resources and then act to designate these
resources as landmarks (Cassity 1996). Once designated, the landmarks could not be demolished
nor their facades altered in a fashion not historically appropriate without the approval of the
LPC; at the least, these actions would be delayed or commented on by the LPC (Cox 1997,
Duerksen et al. 1983; Listokin 1985). LPCs are active throughout the United States; such local
action is, however, more the exception than the rule.

Also noteworthy were new tax and other policies that fostered preservation. Until the 1970s,
federal tax law discouraged preservation. That began to change under the 1976 Tax Act, and
significant historic preservation tax credits were added by the 1981 Economic Recovery Tax Act
(ERTA). While the 1986 Tax Reform Act (TRA) reduced the ERTA tax credit benefits, they are
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still used. From FY 1978 through FY 1997, 239,862 housing units were rehabbed using various
federal historic preservation tax incentives. Of that total, 40,050 units, or 17 percent, were
affordable to low- and moderate-income families.

In keeping with these federal actions, numerous state and local governments authorized income
and property tax incentives for historic preservation (Beaumont 1996a, 89). Preservation also
benefited from the federal Intermodal Service Transportation Efficiency Act (ISTEA) of 1991, as
numerous historic rehab projects secured multimillion-dollar ISTEA grants (Costello 1996;
Dawson 1996). The Transportation Equity Act of the Twenty-First Century, also known as
“TEA-21,” is the successor to ISTEA and has similarly aided rehab investment.

Thus, unlike in the past, many federal, state, and local governmental actions and regulations are
fostering housing rehab today. Yet, while governmental action is noteworthy, the vast majority
of the $150 billion in housing rehab taking place in the United States as of the late 1990s had
little connection to governmental aid of any kind. Housing rehab is being driven by the aging of
the existing housing stock (and a greater appreciation of the value of that stock); growing
societal affluence, which supports the installation of enhanced housing amenities; and related
nongovernmental influences. Still, government does have an impact, and the public sector today
is much more supportive of housing rehab.

HOUSING REHAB LITERATURE

As rehab becomes more prevalent, so too does the literature on the subject (Listokin 1973a,
1973b; Listokin 1983; Stephen 1989; McNulty and Kliment 1976; National Housing Center
Library 1976; National Institute of Building Sciences 1987). We overview the literature below,
emphasizing those studies that have examined the barriers to renovation (Rogg 1978a, 1978b)
and have considered ways to reduce cost and other hurdles (Santucci, Thomas, Cassidy, and
Werwath 1987; Simpson and Simpson 1977). Because of space limitations, we only touch upon
major themes of the literature and some noteworthy studies. We also highlight some of the many
technical and governmental studies on this topic (U.S. Congress 1978; U.S. Department of
Housing and Urban Development 1976b, 1983a, 1983b, 1984, 1987, 1993, 1996, and 1997; U.S.
Department of the Interior 1981).

The earliest housing rehab studies date from the 1930s and 1940s. Most were concerned with the
narrow issue of economic feasibility. For example, a 1938 report by the Citizens and Housing
Council of New York compared the costs of renovating old law tenements with the income to be
gained after renovation and concluded that the venture would be profitable (Citizens Housing
Council of New York 1938). The 1940 Waverly study commissioned by the Federal Home Loan
Bank Board was an exception in its scope and insight. Waverly, a neighborhood in Baltimore,
was experiencing incipient decline. In its recognition of varying neighborhood types and the
need to tailor appropriate housing strategies to them, and in its advocacy of a broad-based
neighborhood conservation program encompassing physical, social, and economic elements, the
Waverly study was decades ahead of its time.

In time, the rehab literature began to broaden and to become more sophisticated. One
manifestation of this was the growing scope of economic investigation, expanding beyond
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building- or neighborhood-level projections to citywide and national-level analyses. The Douglas
and Kaiser Commissions, for example, estimated the need for and the expense of significantly
expanded federal rehabilitation subsidies (U.S. National Commission on Urban Problems 1969,
U.S. President’s Committee on Urban Housing 1969). The effects of federal and local tax policy
on rehab decisions were also examined (Delvac, Escherich, and Hartman 1996; Hodge and Slitor
1968; Oldham and Jandl 1982; Touche Ross & Co. 1974). The economic cost-benefit of rehab
versus new construction was analyzed in a more sophisticated fashion (Schaaf 1960, 1969), as
were economic and fiscal consequences (Avault and Van Buren 1985; Bagby 1973; Beaumont
1996a).

The literature also matured in breadth, expanding beyond economic concerns. Social issues
ranging from displacement to rehab program administration were considered by numerous
authors (Abrams 1965; Cohen 1980; Feinhandler 1971; Keyes 1969, 1970; Smith 1996).
Construction matters from mundane building code requirements to the potential of “space-age”
technology also became topics of discussion (Institute of Public Administration 1968; Whittlesey
1969). Rehab administration, rehab training, cross-national rehab policies, and other issues were
considered (Benitez 1971; California 1979; Carlson 1978; Center for Community Development
1979, 1982; Community and Economic Development 1977; Ehrman 1978; Home Tech 1978;
Institute of Public Administration 1968; Levatino-Donoghue 1979; Levin 1969; McKenzie 1972;
Massachusetts Bay 1972; Ruckle 1991; Santucci, Cassidy, and Werwath 1991).

Barriers to Rehab Cited in the Literature

The literature pertaining to construction is where most of the discussion of barriers to rehab is
found. We present a comprehensive bibliography and annotation of studies on barriers to rehab
at the end of this volume. We briefly note some relevant studies here.

In the 1960s and 1970s, numerous studies identified the barriers to effecting housing rehab,
especially renovation affordable to income-constrained households. Residential Rehabilitation:
Private Profits and Public Purposes (Nash 1959) described the difficulties of obtaining
financing. This barrier was echoed in investigations by Niebanck and Pope (1968), Kristof
(1967), Sternlieb (1969, 1971), Rothberg (1976), and others. For example, Rothberg described
how lenders sometimes “irrationally” refused to finance repair loans on older properties. Slayton
(1955), Whittlesey (1969), Sternlieb (1969), and Weinstein (1972) spoke of problems of property
acquisition. The practical difficulties of securing repairmen were described by Warren (1965),
the U.S. President’s Committee on Urban Housing (1969), and Whittlesey (1969), among others.

Much of the literature on housing rehab barriers has focused on the constraints posed by public
regulations, most notably the building code, which traditionally focused on new construction. A
report by the National Commission on Urban Problems (1968) titled Building the American City
criticized new-construction-based building code standards as being unsuitable for housing
renovation. In 1977 and 1978, Metz concluded that building codes were a hindrance to
renovation. Two years later, the U.S. Department of Commerce (1979) compiled Selected Papers
Dealing with Regulatory Concerns of Building Rehabilitation, including Baird Smith’s paper,
Information Structure of Building Codes and Standards for the Needs of Existing Buildings (see
also Berry 1979; Bunnell 1978; Gross 1979; Gross, Pielert, and Cooke 1979; HUD 1979a,
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1979b, 1979c¢c; Meyer 1990; NAHRO 1971; National Conference of States 1980; Paxton 1988).
These themes were repeated in the National Bureau of Standards (1979) report titled Impact of
Building Regulations on Rehabilitation—Status and Technical Needs, which focused on the ways
in which building codes hampered renovation. The Report of the President’s Commission on
Housing (McKenna 1982) pointed to the additional costs imposed by strict building codes in the
renovation of older units and the dampening effect of the codes on innovation. Other reports
focused on the same issues: Building Technology, Inc. 1981a, 1981b, 1981c, 1982, 1987;
Building Codes 1969; Ferrera 1988; Ferro 1993; Field and Rivkin 1975; Georgia Trust 1985;
Green 1988; Holmes 1977; Kaplan 1988, 1992; Kapsch 1979; and Shoshkes 1991. In response to
the identified building code problems, HUD released model Rehabilitation Guidelines in the
early 1980s (National Institute of Building Sciences 1981a, 1981b, 1981c, 1981d, 1981e, 1981f,
1981g, 1981h, 1981i).

As noted earlier, some of the impetus for housing rehab stems from historic preservation themes,
and many studies have pointed out the difficulty of satisfying new-construction-based building
codes in effecting historic renovation. In 1988, a report to the West Virginia Task Force for
Historic Preservation Legislation (Harper, Hydier, and Hopkins 1988) recommended greater
flexibility in building code requirements, since the requirements often make rehabilitation more
expensive than demolition and new construction. That same year, Preservation Forum included
an article by Melvyn Green (1988) titled “Building Codes and Historic Preservation: An
Overview.” In 1989, National Trust for Historic Preservation published a report by Margaret
Coleman titled Building Codes and Historic Preservation, which identified the following code-
related impediments to preservation: strict egress requirements, lack of fire rating for existing
materials, overly strict code officials, extensive approval time, officials unaware of historic
preservation code provisions, and stringent accessibility requirements. An edited collection of
papers by David Listokin and Barbara Listokin, titled Preservation and Affordable Housing:
Accomplishments, Constraints, and Opportunities, was published in 1993. It included an article
by Peter Werwath (1993), “The Price of Regulation,” which described building code difficulties.

In the early 1990s, the Advisory Commission on Regulatory Barriers to Affordable Housing
(1990a, 1990b) conducted a series of hearings and released several reports addressing the issue.
Some of the barriers to rehab discussed in the hearings included the use of prescriptive rather
than performance-based building codes; building inspectors who were overly strict in enforcing
the building code because they were fearful of liability; and building code restrictions and
Americans with Disabilities Act mandates that increased construction costs. Not in My
Backyard: Removing Barriers to Affordable Housing, a report by the Advisory Commission on
Regulatory Barriers (1991a), examined regulatory restrictions on urban rehabilitation and infill,
including delays in building acquisitions and overly strict historic preservation regulations, and
the problems posed by the “not-in-my-backyard” attitude.

Recently HUD has sponsored numerous studies designed to foster rehab, and these often aim to
address the barriers to renovation. For example, the use of new technologies and materials to
lower costs in renovation was researched in a study titled Innovative Rehabilitation
Technologies: A State of the Art Overview (NAHB 1995). The Status of Building Regulations for

"This was part of a broader effort at regulatory reform (see National Association of Home Builders 1987; Weitz
1982).
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Housing Rehabilitation (NAHB Research Center 1995) focused on regulatory issues pertaining
to housing renovation. In 1997, HUD released the Nationally Applicable Recommended
Rehabilitation Provisions (NARRP) (NAHB Research Center and Building Technology, Inc.
1997) as a framework for the reuse of existing buildings and their adaptation to new uses. The
NARRP was designed to address the traditional building code impediment to rehab.

In sum, during the last three to four decades, many studies have noted barriers to housing rehab.
Much of the literature on this topic has focused on the problems presented by new construction-
based building codes. Other regulatory barriers have been noted as well, including overly strict
and inflexible environmental and access provisions. Reports have cited other issues, ranging
from difficulties in securing financing to problems in property acquisition.

This study builds from the extant literature. The existing body of work, however, has not
comprehensively examined, organized, and detailed barriers to rehab. That is the mandate of the
current investigation.

TECHNICAL NOTE—BUILDING REHAB DATA SOURCES

The U.S. Census tracks the value of rehabilitation taking place as well as the value of other types
of construction investment nationwide. This is done through several reports: the Value of
Construction Put in Place (C-30), the Building Permits Survey (C-40), and the Expenditures for
Improvements and Repairs (C-50).

C-30 reports the value of new residential and nonresidential construction (not just the work that
is permitted), as well as the value of residential rehab—specifically including additions,
alterations, and major replacements. The information is obtained through a mail survey and is
rich in detail, containing data about public, private, commercial, and industrial development.
Further detail about items in the C-30 is shown in exhibit 1.9.

New residential construction is also tracked through the value of building permits issued. This
report, the Building Permits Survey (C-40), was modified in 1994. Before 1994, the C-40
contained data on both residential and nonresidential rehab, the latter encompassing permitted
additions and alterations. Currently, there is no tracking of any renovation in the C-40; this series
covers only new construction.

Rehab alone is reported in the Expenditures for Improvements and Repairs series (C-50). This
report provides the most complete information on rehab activity of any census report. In addition
to the residential additions and alterations and major replacements reported in the C-30, the C-50
tracks spending for residential maintenance and repairs. The C-50 data relies mainly on the
Consumer Expenditure Survey (Peng 1992). Based on comparisons of data in the C-50 and the
American Housing Survey, it is believed that the C-50 information severely underestimates the
true level of rehab activity (Joint Center for Housing Studies and the NAHB 2000, 6). For
example, the 1995 American Housing Survey (AHS) reported that homeowners spent
$114 billion for improvements and repairs; the C-50 for that year reported that owners spent less
than $79 billion (Joint Center for Housing Studies of Harvard University 1999, 4-5).

The various reports also differ in their levels of geographic specification (see exhibit 1.9).
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EXHIBIT 1.9

Data Sources on New Construction and Rehab

C-30, Value of

C-50, Residential

C-40, Building Permits

C-40, Building Permits

Construction Put in Place” Improvements” Survey (Pre-1995) ¢ Survey (Current)
COVERAGE
New construction
Residential yes yes yes
Nonresidential yes yes
Residential rehab
Maintenance and repairs yes
Additions and alterations yes yes yes
Major replacements yes yes
Nonresidential rehab
Maintenance and repairs
Additions and alterations yes
Major replacements
Geographic coverage
National yes yes yes yes
Regional yes yes yes
State limited yes yes
Metropolitan limited yes yes
Minor civil division yes yes

Source: U.S. Department of Commerce, Census Bureau.
C-30—Measures the value of construction put in place. Includes new buildings and structures; additions, alterations, and renovations; mechanical and electrical installations; site preparation and
outside construction of fixed structures; materials; cost of labor; contractor’s profit; project owner’s overhead and office costs; cost of architectural and engineering work; interest and taxes paid during

construction; and miscellaneous costs chargeable to the project on the owner’s books.

°C-50—Tracks expenditures for improvements and maintenance and repairs to residential properties. Improvements include additions, alterations, and major replacements that are made on the property
by the owners. Maintenance and repair expenditures include expenses connected with items permanently attached to some part of the house. Expenditures in this report cover labor, materials, and the

cost of tools and equipment needed to do the work. The value of labor for do-it-yourself jobs is not included.
°C-40—The U.S. Census Bureau tracks new residential construction in its Building Permits Survey, C-40. Information is gathered in a mail survey completed by local building permit officials. It
includes valuation for permitted new private residential construction intended for occupancy. Hotels, mobile homes, nursing homes, and college dorms are excluded. Surveys of permitted rehab,
including alterations and improvements, were discontinued after 1994, as were surveys of permitted nonresidential construction.
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CHAPTER 2
SYNTHESIS OF FINDINGS

INTRODUCTION

Renovation is often done in the face of daunting barriers, as is shown in summary exhibit 1. The
inherent characteristics of rehab underlie many of its difficulties. For instance, renovation
projects typically do not “start from scratch,” and therefore rehab is usually less predictable than
new construction. Customization drives up costs. Higher expenses aggravate an overarching
economic barrier, namely, the gap that often exists between the costs of renovation and the
financial resources available to property owners and/or tenants of buildings needing
improvement. Economic constraints further aggravate barriers along the continuum of activities
required to effect rehab, including the development, construction, and occupancy of the housing
unit.

The hurdles to affordable-housing rehab often involve technical issues related to economics,
building regulations, and public subsidies. We examine these three topics in detail in chapters 3
(Need for and Affordability of Rehab), 4 (Low-Income Housing Tax Credits), and 5 (Building
Codes). Eleven case studies, summarized in exhibit 2.1 and reported in detail in chapters 6
through 11, were conducted to gain a better understanding of real-world projects. These six
chapters discuss rehabilitation efforts and issues in Massachusetts, New Haven (Connecticut),
Trenton (New Jersey), Miami (Florida), Chicago (Illinois), and Seattle (Washington). The case
studies are of groups such as Asdal, a private remodeling company; nonprofits, such as Isles, the
Little Haiti Housing Association (LHHA), and the New Haven Neighborhood Housing Services
(NHNHS); and other for- and nonprofit entities.

EXHIBIT 2.1
Case Studies and Barriers Considered

Case Study

Location Topic/Organization Barriers Considered

State of Article 34 Progress and limitations of a statewide rehab-sensitive building code; issues

Massachusetts concerning historic preservation, seismic, and accessibility provisions.

New Haven, CT | NHNHS Secretary of Interior Standards; pilot program for flexible standards

Trenton, NJ Isles Barriers confronting a nonprofit entity, including building code issues (“old”
New Jersey building code)

Trenton, NJ Capital City Rehab issues (“old” code) involving reuse of upper-story space

Redevelopment Area

Chester, NJ Asdal, Inc. Rehab issues confronting a remodeler and benefits of New Jersey’s “new”
rehab-sensitive building code

South Conversion of rural Rehab issues involving reuse; highlights sensitive administration of New

Brunswick, NJ farmhouse to cultural center | Jersey’s “old” code

Miami, FL Little Haiti Housing Many issues confronting a nonprofit rehabilitating houses in Little Haiti

Association (LHHA)

Chicago, IL Varied Issues confronting adaptive reuse and mixed-use rehabilitation

Memphis, TN Varied Survey of range of issues confronting adaptive reuse and mixed-use
rehabilitation

Seattle, WA Varied Barriers to rehabilitation in a “hot” real estate market, including analysis of the
impact of growth management

Los Angeles, Varied Issues confronting rehabilitation of masonry buildings; benefits and limitations

CA of moderate rehabilitation
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ECONOMIC CONSTRAINTS IN EFFECTING
AFFORDABLE-HOUSING REHAB

A pilot technical investigation of national rehab need, costs, and affordability was conducted for
this study. The analysis, detailed in chapter 3, employs a number of steps.

1. First, from the housing literature, we posit a range of rehab interventions, including minor
rehab, moderate rehab, and substantial rehab, as well as no (rehab) intervention (i.e., housing
units that do not require rehab or repair).

2. The next step is to estimate which renovation strategy (minor rehab, moderate rehab,
substantial rehab, or no intervention) is appropriate for each occupied housing unit in the
American Housing Survey (AHS). We accomplish that by referring to AHS data on housing
quality.

3. Finally, we determine whether the rehab is affordable. We do that by estimating what the
rehab would cost and calculating how the expense would affect monthly housing costs. These
calculations allow a comparison of current (pre-rehab) housing cost and the post-rehab
housing expenditure. To make the comparison more meaningful, we relate the respective
expenses to a percentage of the current income of the occupants of the housing units,
calculating what is technically referred to as the housing expense to income ratio (HEIR). A
“high” HEIR is assumed to indicate an unaffordable or excessive cost situation, whereas a
lower HEIR signals that the housing expense is affordable.

We present the most significant results below. The more detailed findings are in chapter 3; we
refer to some of that chapter’s exhibits in the following discussion.

As of 1995, there were 109 million housing units in the United States. Our estimate of rehab
need concerns occupied housing units designated as year-round houses or apartments in the
AHS. (We focus on these units because we can access better and more meaningful data on their
condition and tenure.) Thus, from the 109 million total, we delete 3 million seasonal units,
9 million vacant units, 8 million mobile homes, and units from numerous other categories (e.g.,
those in boardinghouses and nontransient hotels). That leaves 82.2 million year-round houses or
apartments.

Of those 82.2 million housing units, we estimate that 3.9 million, or about one in 20
(4.7 percent), require substantial rehab; 8.2 million housing units, or about one in 10
(9.9 percent), need moderate rehab; approximately 25.1 million housing units, or about three in
10 (30.5 percent), can make do with minor rehab; and 45 million housing units, or slightly more
than half (54.8 percent), require no rehab' (see exhibits 3.5 and 2.2).

'In fact, every housing unit needs some repairs each year. Our determination of rehab need, based on AHS data, is a
crude gauge that likely better captures the need for improvements, replacements, and alterations as opposed to
ongoing repairs and maintenance. We also are not including any of the rehab need of unoccupied housing, mobile
homes, vacation homes, and other units. Thus, our estimates of rehab need in this section are very conservative and
understate the true need for renovation.
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We also consider rehab need as it relates to various housing-unit and household characteristics.
Compared with the overall nationwide figures cited above, somewhat greater renovation need is
suggested for renter- as opposed to owner-occupied units, for units occupied by minorities and
the poor, for older housing units, and—by a small margin—for central-city units (exhibit 2.2).
For example, although we estimate that 45.2 percent of all occupied housing units require some
type of rehab, that percentage increases to 54 percent for units occupied by non-Hispanic black
residents and 50.3 percent for units occupied by Hispanic residents (exhibit 2.2). An estimated
54 percent of the housing units built in 1939 or earlier require some type of rehab—about
10 percent more than the figure cited for all housing. Furthermore, although 7.3 percent of the
pre-1939 units are considered to be in need of substantial rehab, just 2.6 percent of the housing
units built recently (i.e., 1980 through 1995) show similar need. The percentage of black
household—occupied units requiring substantial rehab is nearly twice that of white-occupied units
(7.9 percent compared with 4.1 percent). The level of renovation needed is also differentiated by
household income; 18.4 percent of the housing units occupied by very low income households
require substantial or moderate rehab, whereas only 12.7 percent of the housing units occupied
by high-income counterparts do (see exhibit 2.2).

We also estimate the dollar value of needed rehab investment and further differentiate that need
by housing and household characteristics (see exhibit 2.3). Nationwide, an estimated $623 billion
of renovation (minor rehab, moderate rehab, or substantial rehab) is demanded by the
82.2 million housing units examined here. Of that total need, proportionately greater rehab
investment is indicated in the following categories:

renter-occupied ($288 billion) as opposed to owner-occupied ($336 billion) housing units
units in metropolitan areas ($505 billion) versus units in nonmetropolitan areas ($118 billion)

older units (e.g., only $84 billion of the $623 billion total rehab need is for housing units built
between 1980 and 1995)

We also estimate the ability to afford the housing expense. As noted earlier, we measure
affordability by employing the housing expense to income ratio (HEIR). For the purposes of this
study, a 40 percent HEIR signals the breaking point of households’ ability to pay for their shelter
expense. An HEIR of less than 40 percent is deemed affordable; an HEIR of 40 percent or more
is deemed unaffordable or excessive. We estimate housing costs as excessive (or burdensome) as
opposed to affordable under two scenarios: (1) current, or before any minor, moderate, or
substantial rehab is effected; and (2) post-rehabilitation. The former figures are those reported in
the AHS; the latter figures are calculated by the study team as described earlier.

The findings are shown in exhibits 2.3 and 2.4. Currently, without factoring in added expenses
for renovation, 15 million housing units, or 18.4 percent of the 80.8 million housing-unit total,
have an excessive cost burden (see exhibit 2.4). The number of households experiencing
excessive burdens rises to 20.1 million, or 25 percent of the total, when the added costs for rehab
are factored in. Thus, there is an affordability gap even before considering rehab need. The
affordability problem worsens if the estimated rehab is effected.
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EXHIBIT 2.2

Estimated United States Rehabilitation Need by Property Profile, 1995

(% of Occupied Housing Units)

Rehabilitation Intervention (% of Occupied Housing Units)

Total Rehab No

Property Profile Minor Moderate Substantial Intervention Intervention Total
Tenure
Renter occupied 30.4 12.3 5.6 48.2 51.8 100.0
Owner occupied 30.6 8.7 4.3 43.5 56.5 100.0
Location
All metropolitan 30.7 9.5 4.7 44.9 55.1 100.0
Central city 31.1 11.2 5.4 47.7 523 100.0
Suburbs 30.4 8.3 4.2 42.9 57.1 100.0
Nonmetropolitan 29.8 11.6 5.0 46.4 53.6 100.0
Region
Northeast 29.7 8.8 5.6 44.2 55.8 100.0
Midwest 31.8 9.7 53 46.8 532  100.0
South 29.8 11.7 4.2 45.7 54.3 100.0
West 30.9 8.3 4.1 43.4 56.6  100.0
Income status
Very low income 28.1 12.3 6.1 46.4 53.6  100.0
Low income 28.8 10.4 4.9 44.1 55.9 100.0
Moderate income 30.2 9.7 4.8 44.6 554 100.0
Middle income 30.1 9.6 4.1 43.8 56.2  100.0
High income 32.6 8.6 4.1 453 54.7  100.0
Race
Non-Hispanic white 30.5 8.7 4.1 43.4 56.6 100.0
Non-Hispanic black 30.0 16.1 7.9 54.0 46.0 100.0
Hispanic 31.4 13.2 5.8 50.3 49.7  100.0
Other 30.1 9.6 53 449 55.1 100.0
Age of unit
1980-1995 29.0 54 2.6 36.9 63.1 100.0
1970-1979 30.6 7.6 3.9 42.0 58.0  100.0
1940-1969 30.4 10.8 5.0 46.2 53.8 100.0
1939 or earlier 32.0 14.8 7.3 54.0 46.0  100.0
All 30.5 9.9 4.7 45.2 54.8 100.0

Source: 1995 AHS and principal author’s calculations.
Note: Subtotals may not add to indicated totals because of rounding.
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EXHIBIT 2.3

Estimated Dollar Investment Needed for Rehab in the United States
by Property Profile and Ability to Afford the Rehab, 1995

Estimated Need for Rehab Investment

Total Rehab Affordable Rehab Unaffordable Rehab

Property Profile ($ billions) ($ billions) (% of total) ($ billions) (% of total)
Tenure

Renter occupied 287.6 137.2 47.7 150.3 52.3
Owner occupied 335.5 258.9 77.2 76.7 22.8
Location

All metropolitan 505.0 314.1 62.2 190.9 37.8

Central city 228.2 122.3 53.6 105.9 46.4
Suburbs 276.8 191.8 69.3 85.0 30.7

Nonmetropolitan 118.1 82.0 69.5 36.1 30.5
Region

Northeast 161.9 92.8 57.3 69.1 42.7
Midwest 155.4 108.1 69.5 47.4 30.5
South 172.0 116.7 67.8 55.4 32.2
West 133.8 78.6 58.8 55.2 41.2
Income status

Very low income 161.8 23.3 14.4 138.5 85.6
Low income 95.8 46.8 48.8 49.0 51.2
Moderate income 64.2 45.1 70.3 19.1 29.7
Middle income 47.4 39.3 82.9 8.1 17.1
High income 253.9 241.7 95.2 12.2 4.8
Race

Non-Hispanic white 440.5 3123 70.9 128.1 29.1
Non-Hispanic black 94.1 41.7 443 52.4 55.7
Hispanic 63.7 29.8 46.7 339 53.3
Other 24.9 12.3 49.6 12.5 50.4
Age of unit

1980-1995 84.4 62.4 74.0 21.9 26.0
1970-1979 114.5 76.3 66.7 38.1 333
1940-1969 239.8 152.4 63.6 87.4 36.4
1939 or earlier 184.5 105.0 56.9 79.5 43.1
All 623.1 396.1 63.6 227.0 36.4

Source: 1995 AHS and principal author’s calculations.
Note: Subtotals may not add to indicated totals because of rounding.
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EXHIBIT 2.4
Percentage of “Excessive Cost” Housing Units in the United States,
Current (Pre-Rehab) and Post-Rehab, 1995

Excessive Cost” Housing Units
Current Post-Rehab

Housing Unit/ Housing Units Percentage of Housing Units Percentage of
Household Profile (in Millions) Housing Units  (in Millions) Housing Units
All 14.9 18.4 20.1 25.0
Housing Tenure

Own 6.8 13.3 8.9 17.2

Rent 8.0 27.5 11.2 38.8
Location

Central city 6.0 23.2 8.1 314

Suburbs 6.5 17.1 8.5 22.2

Nonmetropolitan 2.3 13.8 3.5 21.3
Race

Non-Hispanic white 9.8 15.7 13.2 21.1

Non-Hispanic black 2.5 28.0 3.6 40.1

Hispanic 1.8 28.4 2.5 38.2

Other 0.8 26.6 0.9 32.0
Income

Very low income 10.5 58.1 12.8 71.1

Low income 2.5 20.1 4.1 324

Moderate income 0.9 10.1 1.6 18.0

Middle income 0.4 55 0.6 9.9

High income 0.6 1.7 1.0 2.8
Age of Housing Unit

19801995 2.6 15.8 3.2 19.4

1970-1979 3.1 18.4 4.2 24.4

1940-1969 55 18.2 7.6 25.2

1939 or earlier 3.7 214 5.2 30.2

Source: 1995 AHS and principal author’s calculations.
*Defined according to the housing expense to income ratio (HEIR). A HEIR of 40 percent or more is deemed an

“excessive cost.”
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Rehab affordability is an even greater problem for certain types of housing units and households.
A disproportionately high share of renters are cost burdened. That is true both pre- and post-
rehab. Currently, 27.5 percent of renters (compared with 13.3 percent of homeowners) pay
40 percent of more of their income for housing. Were minor rehab, moderate rehab, or
substantial rehab effected as needed, the percentage of excessively burdened renters would rise
to 38.8 percent, or almost four in 10; in comparison, 17.2 percent of homeowners (approximately
one in six) are cost burdened post-rehab.

A housing unit’s location is a factor influencing its affordability. Pre-rehab, occupants of
23.2 percent of central-city housing units pay 40 percent or more of their income for housing.
That compares to occupants of 13.8 and 17.1 percent of nonmetropolitan and suburban housing
units, respectively, who pay 40 percent or more of their income for housing. Post-rehab, the
incidence of excessively burdened households living in central-city housing units rises to more
than three in 10 (31.4 percent), compared with slightly more than two in 10 of the households in
suburban (22.2 percent) and nonmetropolitan (21.3 percent) housing units. Thus, as with renters,
many central-city residents are already facing a financial strain in paying for housing; that
situation would worsen if needed rehab were effected.

Minorities and the poor, as well as those living in the oldest housing units, face especially
challenging affordability situations. That is true both pre- and post-rehab. Detailed figures
regarding affordability are shown in exhibit 2.4. Even without factoring in renovation demands
and costs, approximately three in 10 non-Hispanic black households (28.0 percent) and Hispanic
households (28.4 percent) pay 40 percent or more of their income for housing. That compares to
about one in six (15.7 percent) for non-Hispanic white households. The situation is made worse
with the added expense of renovation. Post-rehab, approximately four in 10 minority households
(40.1 percent of non-Hispanic black and 38.2 percent of Hispanic households) would be cost
burdened, compared with approximately two in 10 non-Hispanic white households
(21.1 percent).

To convey a further dimension of the affordability challenge, we estimate how much of the
estimated dollar value of national rehab need is affordable (i.e., with rehab, the HEIR is less than
40 percent) and how much is unaffordable or excessive (i.e., post-rehab, the HEIR is 40 percent
or more). Of the $623 billion in estimated national rehab need, $396 billion, or about two-thirds,
is deemed affordable and $227 billion, or about one-third, is unaffordable. Of the $227 billion in
unaffordable rehab, the greatest challenge is faced by

renters versus owners ($150 billion for renters in unaffordable rehab versus $77 billion for
owners);

central-city residents ($106 billion of the $227 billion unaffordable rehab); and
disproportionately, the poor, minorities, and those living in the oldest housing units.
In sum, even without factoring in the cost of renovation, many households currently face an

affordability problem. Those most at risk in this regard are renters, central-city residents,
minorities, the poor, and residents of older housing. Many of these characteristics are
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interrelated. For instance, a higher share of minorities are renters and poor. The ability of these
at-risk groups to afford housing would be further challenged if rehab were to be effected as
needed. At-risk populations tend to live in housing with the greatest need for renovation, yet they
are least able to pay for it.

We began with economic constraints, as they pose a fundamental hurdle. If renter, minority,
central-city, and other “challenged” households had access to more financial resources, the added
expenses posed by the rehab barriers at the development, construction, and occupancy stages
would be less of an issue. However, these resources are not at hand, so the hurdles faced at the
various rehab phases are even more problematic.

BARRIERS TO AFFORDABLE-HOUSING REHAB AT THE DEVELOPMENT,
CONSTRUCTION, AND OCCUPANCY STAGES

In the sections below, we describe the specific barriers confronted in developing, constructing,
and occupying rehabbed housing. The synthesis is based on the literature, case studies, telephone
interviews, and experience of the research team. To facilitate the discussion, the following
information is presented for each barrier under the different stages:

1. Barrier profile. Pertinent information is given regarding the background and nature of the
hurdle. For example, in describing how the building code complicates rehab, we note that
problems often arise from “questionable standards,” such as the codes’ “25-50 percent” and
change-of-use provisions, and from administrative problems, such as inspector inflexibility.
This section often includes examples of the specific rehab constraint drawn from the case
studies, telephone interviews, and/or the research team’s experience.

2. Barrier analysis. Next, we analyze the hurdle. This discussion includes consideration of the
incidence of the barriers—namely, under what conditions the hurdle typically is most
problematical (e.g., substantial rehab versus minor rehab, subsidized versus unsubsidized
renovation, and/or special situations such as adaptive reuse); the nature of the barrier (e.g.,
government regulation, professional-practices market, or other forces); and our judgment of
the severity of the barrier—whether, it is a “minor,” “moderate,” or “significant” problem
(where “minor” connotes the least and “significant” the most problematic). The analysis
section also includes a brief review, where relevant, of actual or potential ameliorative efforts
to address the barrier. For example, HUD’s Nationally Applicable Recommended
Rehabilitation Provisions and New Jersey’s new rehab code address many building code
constraints to renovation. We hope to expand the discussion of ameliorative action in a
follow-up study to the current investigation.
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DEVELOPMENT STAGE REHAB BARRIER—ACQUIRING PROPERTIES
ACQUIRING PROPERTIES: BARRIER PROFILE
Background

Acquiring properties to be rehabilitated historically has hampered many acquisition-rehab
efforts, especially the large-scale projects (Weinstein 1970). In hearings before the National
Commission on Urban Problems in 1968, building-developer James Rouse asserted that rehab
could be effective only on a massive scale and that such large-scale renovation was impeded
because it was nearly impossible to acquire sufficient properties (National Commission 1968,
31). Rouse noted that although local authorities were empowered to acquire properties for rehab
through condemnation, in practice few if any such agencies went beyond condemning and
demolishing properties and then selling the cleared tracts to sponsors of new construction.

The problems encountered by large-scale projects tend to overshadow the fact that even
comparatively small rehab efforts have had difficulty obtaining properties. For instance, the
South End (Boston) Community Development (SECD) rehab effort of the 1960s, which initially
renovated only 50 apartments, faced problems in acquiring inexpensive properties with clear title
(Whittlesey 1969).

Properties for acquisition rehab can be obtained on the private market as well as from
government. Private sources include individual owners and/or banks. Acquisition from
government sources entails such strategies as purchasing tax liens on property tax—delinquent
parcels and foreclosing on those liens; buying properties that have been foreclosed for mortgage
nonpayment by the Federal Housing Administration (FHA) or other agencies; and acquiring
properties through public condemnation. Each of the above approaches offers certain benefits,
yet all suffer from practical drawbacks as well.

Problems with Acquiring Properties from Owners

The most straightforward way of doing an acquisition rehab is to contact the owner of the desired
property and negotiate a sale. That is much easier said than done, however. There are many
problems that beset this process.

1. Identifying and finding the owner. Property-ownership records are often inaccurate, outdated,
and/or vague. These conditions make it hard to identify and contact owners. Estate
complications are another frequent impediment in tracking the owners and negotiating a sale.

2. Owners refuse to sell or to offer their properties at reasonable prices.” Just because an owner
is contacted does not mean a sale can be consummated. Owners may not be inclined to sell,
or might ask unrealistic prices given their property’s location, condition, or other factors,
such as the existence of expensive tax, mechanic, and other liens that effectively add to the

?One of the resource group members commented that the existing federal tax code discourages owners from selling
their income-producing properties at “bargain sale” prices. These properties have often been fully depreciated, so a
sale at a bargain price would trigger a tax liability.
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purchase price. Competition from speculators and others who prey on marginal properties
further complicates matters and drives up acquisition prices for legitimate rehab entities.
Such questionable parties can pay “above market” because of their illegal or unethical
business practices.

The case studies provide many examples of the above difficulties in acquiring properties from
owners. LHHA finds this approach particularly problematical. It is often difficult for LHHA to
identify a property’s legal owners. LHHA finds that the ownership information on property tax
records frequently is erroneous (e.g., it indicates a deceased person) or outdated (e.g., the
property owner is correctly listed but that person has moved from the address given), or in other
ways is not usable. For instance, property may be in the name of a shell corporation filed at an
attorney’s office. LHHA has attempted to track down owners through such means as going to the
Florida motor vehicle bureau to ascertain their current address, but this is a time-consuming
process that often comes to naught.

Even when the owner is contacted, that person may not be willing to sell, or if amenable to a
sale, may demand an unrealistic price. LHHA recounts that owners often demand the assessed
value of the property, or even a premium to the assessed value, despite the fact that their
properties may need many thousands of dollars in rehab and have other charges that must be met.
A prototypical case of costs for a neglected property includes the following:

$3,500 for public charges for cleaning up a property (e.g., if trash had been dumped there and the
city sent a cleanup crew) and securing it, and for fines and penalties levied on the owner

$3,000-$4,500 for back taxes, assuming taxes are about $1,500 annually and properties are two
to three years delinquent

$0-$1.000 for mechanic and other liens
$6,500—$9,000 total charges against the property

Owners selling Little Haiti properties often conveniently “ignore” the charges noted above,
despite the fact that they represent an obligation that LHHA, or any other buyer, would have to
meet. Similarly, they do not discount prices in light of the rehab needed. Owners hold firm to
their asking prices, thinking that if LHHA is contacting them, it is a sellers’ market. Reinforcing
that view is the presence of a speculators’ market in the Little Haiti neighborhood, whereby
investors are willing to pay a premium for the single-family homes because they in turn flip them
to gullible buyers or illegally convert the homes to multiple rental units. Thus, LHHA is
frequently outbid.

LHHA'’s experience is common to many of the other nonprofit entities studied. In Trenton, Isles
finds that small, multifamily properties needing rehab will often be at least two years delinquent
on property tax payments; as taxes are about $5,000 annually, the back taxes owed are $10,000.
This property may also have had a prior two-year period of tax delinquency where the taxes had
been paid by an investor; the investor now holds a $10,000 tax certificate with an 18 percent
interest rate. Unpaid water and other utility charges, as well as mechanic and related liens, will
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often represent an additional amount owed of at least $3,000 to $5,000. The cumulative arrearage
of the property is thus about $25,000. That amount alone exceeds what Isles can pay for the
building. (Isles typically pays $5,000 or less.) In other words, even if Isles were to receive the
property at no cost, the back charges are so excessive that the nonprofit cannot economically
acquire and rehabilitate the housing. Isles describes the situation as “lienfields.” Because of the
problems inherent in buying properties from owners, Isles rarely uses this strategy. It observes
that in numerous situations “we have had to build a project around owners who refused to sell”
(Kasabach 1999).

Liens and other problems hamper property acquisition by the New Haven Neighborhood
Housing Services (NHNHS) as well. NHNHS told of one property it was negotiating for with a
private owner who owed $10,000 in back taxes and $20,000 in delinquent water/sewer bills.
Even if the owner donated the property (which was not going to happen), NHNHS would have
been obligated to pay $30,000 to clear the tax and utility liens—an amount above its budget for
acquisition ($10,000 to $20,000 per unit).

It is not just nonprofits, such as LHHA and NHNHS, that are frustrated in trying to acquire
property from owners. A private remodeler, Asdal, reports that owners are hard to find (e.g.,
when title is held in the name of a holding company), estate problems are common, and clearing
title is a hurdle because of judgments, liens, and other encumbrances. States Asdal, “Title is
always an issue, and title insurance companies charge proportionately more on existing buildings
relative to new construction.”

Assemblage is another hurdle that Asdal faces. For zoning and subdivision reasons, the infill
rehab done by Asdal may entail acquisition of adjacent or nearby properties, difficult to do in the
absence of public condemnation power. For instance, adaptively renovating an old school into
apartments may entail adding parking spaces to the existing number at the school, and provision
of these added spaces can be thwarted if adjacent property owners refuse to sell.

Problems in Acquiring Properties from Banks

Suitable rehab properties may very well have delinquent mortgages. Renovators should be able
to purchase these nonperforming loans, foreclose on the delinquent mortgagors, and thus acquire
the properties. Banks do such foreclosures, and these bank-acquired properties could be made
available for acquisition rehab.

Many impediments frustrate attempts at property acquisition from banks, however.

1. Banks may hesitate to foreclose because that will confirm a bad investment. They also do not
want to be saddled with the challenges and potential liability of owning problem real estate.

2. Purchasing delinquent mortgages is not always well suited to the acquisition-rehab process.
Lenders will often seek to sell their “bad loans” to others who will deal with them. While
these sales are open to entities doing rehab, there are frequent practical stumbling blocks. For
instance, banks may only be interested in a wholesale approach—that is, selling “bad loans”
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in bulk—and for financial and other reasons, such acquisition is not suitable for many rehab
organizations.

The case studies are illustrative. New Haven, where NHNHS operates, had a surge in the
speculative real estate market in the early 1980s, followed by a crash at the end of that decade.
With this change in fortune, many speculator purchasers ceased making mortgage payments.
That situation seemed to provide an opportunity for NHNHS to acquire either foreclosed parcels
or “bad loans” from banks. While the nonprofit acquired some properties in this fashion, it found
bank property acquisition to be problematical. First, lenders sometimes were hesitant to foreclose
on nonperforming loans because they feared the liability of owning marginal urban properties in
New Haven. Second, rather than foreclosing, lenders often preferred to sell their nonperforming
portfolio to investors. That type of sale, however, was often done in bulk, and the purchasers
typically were speculators who bought a package of loans. The bulk sale hurt NHNHS in two
ways. As a small nonprofit, NHNHS was not prepared to buy in bulk, nor was it willing to outbid
the speculators. Also, the speculators who made the wholesale purchase were often irresponsible
landlords, so their disinvestment led to further property deterioration in the Dwight
neighborhood where NHNHS operated.

Problems in Acquiring Properties from Donations

Owners of private property can donate unwanted holdings to entities doing rehab. Such largesse
is not often forthcoming. Also, donations may make the receiving rehab organization susceptible
to brownfields liability and costs, as we illustrate below.

Isles has acquired some buildings through outright donations. For instance, Bell Atlantic gave
Isles an industrial property that will be adaptively converted to 50 apartments. The building had a
market value of about $250,000, so the utility’s generosity saved Isles that amount. In addition,
Bell Atlantic transferred the building in an environmentally clean state, thus saving Isles many
thousands of dollars in cleanup costs.

Few private owners, however, share Bell Atlantic’s charitable spirit; generally they want to be
compensated for their properties, and they surely will not incur expenses for environmental
remediation. Further, even were an owner to donate a property to Isles, that still leaves the
“lienfields” noted earlier—the outstanding property taxes, tax certificates, and utility and other
charges, which are often quite costly.

One way of reducing the lienfields arrearage is for rehab entities to secure properties from public
parties, such as through tax foreclosure. Yet these and similar strategies can be problematic.

Problems in Acquiring Properties through Property Tax Foreclosure
Properties needing rehab are often behind in their tax payments. In fact, property tax delinquency
has been suggested as an “early indicator” of problem properties (Sternlieb and Burchell 1972).

A rehabilitation sponsor could purchase tax liens, which are sold periodically by a municipality
in cases of delinquent property taxes, and subsequently foreclose on these liens. Or the
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municipality could foreclose on these liens and then offer to sell (or donate) the foreclosed
properties to rehab sponsors. These approaches, however, often fall short:

1. Tax foreclosure is time-consuming, often taking years to finalize (Boston 1976). That is too
long to wait for most rehab organizations. In the meantime, the property will often deteriorate,
increasing renovation costs.

2. Tax foreclosure is an uncertain process. Besides taking a long time, purchasing a tax lien
does not guarantee that the property will be acquired. A tax sale of a delinquent property is
usually held after taxes are anywhere from less than a year to more than five years in arrears. The
purchaser becomes the inchoate (imperfect) title holder of the land. As such, the purchaser’s title
is subject to defeasance should the taxpayer redeem the property by paying the taxes and
penalties owed. The period of redemption varies from one to three years. If redemption is not
made, only then will the title rest indefeasibly with the purchaser.

3. Tax foreclosure can be expensive. If the rehab entity has to pay the back taxes, property
acquisition through this route can be quite expensive. The tax liability can be wiped out,
however, if the city forecloses on back taxes and then conveys the property to the rehab entity at
no or nominal cost.

4. Cities may hesitate to foreclose on back taxes because they do not want to be saddled with
marginal real estate. New York City’s experience in this regard is illustrative. After accelerating
its property tax foreclosure process in the 1970s from in personam (action against the property
owner) to in rem (actions against the property), New York was burdened with thousands of
abandoned or badly deteriorated properties. Maintenance of that portfolio was so expensive that
for many years New York City allocated all its CDBG monies for that purpose.

Furthermore, even if municipalities did more to foreclose on back taxes, they would not
necessarily be willing or able to transfer these parcels to rehab entities, especially at a nominal
cost. For example, there might be legal restrictions against such transfer.

5. Other drawbacks to tax foreclosure include the fact that tax-delinquent properties may not be
in neighborhoods where rehab entities are active. The parcels may not be the right property type
(e.g., they are single-family where a rehab organization does only multifamily renovations).
There may be other drawbacks, such as not delivering a marketable title.

The case studies illustrate the myriad problems of tax foreclosure—as well as this strategy’s
potential for acquisition rehab. Trenton, New Jersey, regularly moves to foreclose on back taxes,
and the city makes these properties available to Isles and other nonprofits (as well as private
parties interested in redevelopment) at no or nominal cost. Isles has acquired most of its
properties in this fashion. Besides making properties available to the recipients at no or low cost,
foreclosure offers other advantages as an acquisition strategy. In New Jersey, it conveys strong,
insurable title. In addition, the foreclosure wipes out many outstanding charges; in the example
cited earlier, of the $25,000 in “lienfields” ($10,000 in back taxes, $10,000 in tax certificates,
and $5,000 in utility and mechanic liens), the tax foreclosure would wipe out the back taxes and
utility-mechanic liens, or $15,000 of arrearage.
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In Trenton, however, the foreclosure does not eliminate the obligation of the tax sale certificate,
one drawback of this approach. In fact, Trenton does not proceed on the tax foreclosure of a
property that has an outstanding tax certificate. This means that the lienfield problem lingers in
the presence of a tax certificate. Ironically, as Trenton’s fortunes have improved—in part due to
the rehab activities of Isles and other nonprofits—there is enhanced investor interest in tax sale
certificates, and as more of these certificates are sold, tax foreclosure becomes a less effective
way of delivering properties for renovation.

Another negative of the foreclosure acquisition process is the length of time involved. While in
rem foreclosure is much faster than in personam, and Trenton utilizes the former approach, the
process still takes years from initial delinquency to the time a property is available for rehab. A
few years is an eternity in an urban setting such as Trenton, and in that time, the property can
deteriorate so badly that it is beyond reclaiming.

Isles also observes that city-owned properties are not adequately stabilized. Once a parcel is
foreclosed, Trenton may simply lock the exterior doors rather than boarding all doors and
windows. Full stabilization is much better at thwarting vandals, squatters, drug users, and others
who can cause much harm in a short period of time. The tax-foreclosed properties frequently are
ravished before they can be transferred to Isles or another nonprofit.

LHHA operates in a somewhat different environment. Unlike Trenton, Miami-Dade County is
reluctant to foreclose on tax-delinquent properties because the county fears it will become the
property caretaker of last resort. Although private entities such as LHHA could try to acquire
properties themselves through tax foreclosure, this approach is not very fruitful in the Miami
context. First, the process would take years, and in the interim, the tax-delinquent parcels likely
would be severely neglected, thereby making rehab difficult and expensive. Second, and more
fundamental, is the frail title that results from the proceeding. The Miami-Dade County tax title
is not recognized by title insurance companies, so it is effectively valueless.

Problems in Obtaining Properties from FHA

In many urban, poor, and otherwise “redlined” areas, mortgages are obtainable only with FHA
insurance. While FHA has increased access to mortgages, it has also suffered the effects of new,
riskier markets—namely, higher delinquencies and foreclosure. FHA foreclosures, however, also
may offer an opportunity for acquisition rehab, a potential often realized in practice.

NHNHS has acquired FHA foreclosures and has capitalized on certain advantages they had at
such sales. First, nonprofits had priority in bidding on the FHA foreclosures (along with other
entities, such as local law enforcement personnel who would reside in the property). Second,
nonprofits were given a 30 percent discount off the posted price of the FHA-foreclosed
properties.

Others have had a less positive experience. One of the resource group members reports that “Out

of hundreds of FHA foreclosures in Chicago, [it] acquired only three to four foreclosures that
suit [its] needs.” The following barriers were encountered by this and other groups:
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1. FHA foreclosures may be unsuitable for property acquisition because of their location or
type. For example, Isles finds that the properties offered at the FHA auctions are typically
scattered—"a property here and a property there” (Kasabach 1999); Isles prefers to cluster its
rehab in the Old Trenton neighborhood in order to achieve a critical mass.

Also, FHA foreclosures at any given time may include more of one property type than another
(single- versus multifamily), and what is being offered for sale may not be the type of property a
rehab organization is looking for.

2. Prices for FHA-foreclosed properties may exceed acquisition budgets. Many groups doing
affordable rehab can budget only a modest or even token amount for acquisition (e.g., $5,000 or
less for Isles and $5,000 to $10,000 for NHNHS). Those amounts may be far below market
value, and the FHA understandably wants to reclaim as much of its investment as possible when
it sells its foreclosures. This gap prevents many nonprofits from bidding successfully on FHA-
acquired properties.

NHNHS’s experience is illustrative. In the past, NHNHS acquired homes from FHA, but it rarely
uses that strategy today because of high appraisal values. NHNHS claims that the appraised
values are so steep because of market distortions, specifically the high prices that speculators
will pay because they are only interested in “flipping” the property or exploiting it as a rental.
For example, NHNHS recently went to bid on property at Sherman Avenue, prepared to make an
offer of $20,000. A speculator bid $50,000 and then attempted to “flip” it for $90,000 to an
unsophisticated buyer.

In the past, NHNHS and other nonprofit organizations were able to secure properties from FHA
despite competition from speculators and others because FHA gave such organizations discounts
and priority in the bidding. That bidding protocol has changed.

3. Changing FHA procedures has impacted acquisition rehab. Our discussions with the case
study and resource group entities revealed that over time FHA has changed bidding procedures
on its foreclosures. These changes reflect attempts to operate FHA in a more businesslike
fashion—a laudable goal. Yet they also have implications for acquisition rehab.

LHHA is illustrative. Until recently, bidders at FHA sales in the Miami area were classified in
three priority tiers. Nonprofits and selected others (e.g., government agencies) were given the
first opportunity to acquire the foreclosures. If the foreclosed homes were located in difficult-to-
redevelop neighborhoods termed “revitalization areas,” the nonprofits could acquire the homes at
a 30 percent discount from the appraised values assigned by the FHA. The remaining two
priority categories were, first, bidders claiming they would use the properties as owner-
occupants, and second, all other bidders. Neither the owner-occupants nor the other bidders were
entitled to the 30 percent revitalization-area discount.

The above system, in place for many years, worked well for LHHA. As a nonprofit, it could

capitalize on the first-priority access to the FHA foreclosures. It could also take advantage of the
30 percent discount, because Little Haiti was classified as a revitalization area.
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Recently, however, the three tiers of priority access to the FHA-foreclosed homes have been
restructured into a two-tier system. Nonprofits no longer have first access. Instead, nonprofits
and owner-occupants collectively have the first priority, followed by all other bidders. The
30 percent discount to nonprofits is no longer being offered.

The revisions have made it more difficult for nonprofits such as LHHA to obtain properties at
attractive prices. At the FHA-foreclosure sales, LHHA is now in competition with many others.
First, it is competing against potential owner-occupants. If they were what they claimed, LHHA
would welcome their interest, as the Little Haiti neighborhood would benefit from an increased
presence of owner-occupants. Unfortunately, however, many of these would-be owner-occupants
are being duped by unscrupulous realtors only interested in making a sale.

Under the new FHA sales protocol, LHHA is also competing against speculators willing to bid
high prices on the foreclosed units. The speculators are looking to flip the properties at a still-
higher price to Haitian families who are novice buyers. Other bidders competing with LHHA
include slum landlords. They are willing to pay a premium at the auction because they plan to
illegally subdivide the single-family homes into multiple rental units, each of which will
command high rents and profits.

In sum, in years past, the FHA auctions were a good source of properties for LHHA because as a
nonprofit, it had priority access to the units being offered. That no longer the case today.

The bidding procedure was somewhat different in other geographic areas. In New Haven,
NHNHS retained a 30 percent discount and priority bidding access. (NHNHS still encountered
problems in capitalizing on FHA foreclosures, as described earlier.) In Chicago, a different FHA
bidding approach was used, and that too was in flux. The FHA bidding procedure there was said
to change every six months. (The different approaches in Miami, New Haven, and Chicago
likely reflect different systems put in place by the various FHA regional offices.)

Problems in Acquiring Properties through Condemnation (Eminent Domain)

Condemnation (eminent domain) is considered an inherent power of the state. It is defined as the
taking of property for public use without the owner’s consent simply by making just
compensation.

There are numerous benefits to acquisition rehab of properties obtained through condemnation.
A critical mass can be obtained, the properties can be targeted as to type and area, and eminent
domain overrules an owner’s refusal to sell.

At the same time, there are many downsides to this approach. As it employs use of police power,
governments understandably use condemnation sparingly; they may not be inclined to condemn
for the purposes of rehab. There are also legal constraints as to who may apply the condemnation
and specifically when condemnation may be applied. States may limit condemnation to certain
sizes or classes of cities (i.e., cities of 10,000 population or more in Missouri and first-class
townships in Pennsylvania). Furthermore, in all jurisdictions, condemnation can be used only to
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acquire property for public use. There is some (but far from total) agreement that condemning for
acquisition-rehab purposes satisfies the public-use test.’

Cost is yet another impediment to using condemnation to acquire properties for rehab. Full
market value must be paid, and in addition there may be considerable legal, appraisal, and other
expenses. Legal peculiarities can also affect the cost of this approach, as was illustrated in the
Isles case study.

New Jersey law allows municipalities such as Trenton to condemn properties for rehab purposes
in “blighted” areas suitable for redevelopment. The Old Trenton neighborhood where Isles
operates satisfies the blight criteria. Consequently, in theory, at least, the legal machinery is in
place for Trenton to acquire and assemble properties in the areas where Isles is working. In
reality, public condemnation is not a viable property-acquisition strategy for Isles. Under the
New Jersey blight statute, the public acquirer must pay the market value as of the time the blight
designation was made (e.g., 1986 in Old Trenton). This provision increases property-acquisition
costs in the case of Isles.

To illustrate, Isles was interested in a six-unit apartment building on East Hanover Street. This
abandoned, run-down property had a 1999 market value of roughly $25,000, or $4,000 per
unit—comfortably within Isles’s property-acquisition range. In 1986, however, East Hanover
was a fully occupied property with a market value of $180,000, or $30,000 per unit. The $30,000
amount is not the market value today, and is six times Isles’s property-acquisition cost ceiling.
Consequently, condemnation of East Hanover under blight is not a practical solution for Isles;
this situation is common in the neighborhoods where Isles operates.

Other Problems in Obtaining Properties

Our discussion has touched on many but not all of the problems of acquiring properties for
rehab. The Chicago case study revealed hurdles already mentioned as well as some additional
barriers.

First, there are few properties located in desirable neighborhoods (those with good public
transportation services, shopping districts, etc.) that can be acquired at a price that makes the
rehab of affordable housing economically feasible, even with significant government incentives.
Second, in the case of adaptive reuse, the buildings most suitable for conversion to residential
use are typically industrial loft buildings. These frequently are not located in areas where there
are significant services. In addition, many loft buildings close to the downtown or in other
desirable locations have already been converted to meet the demands of the higher-end housing
market. Finally, the most significant impediment is the extended period of time between entering
into a purchase contract and closing—this is a result of the lengthy amount of time it takes to
obtain financing from the low-income housing tax credits, the Illinois Trust Fund subsidy, and
city programs.

3Using eminent domain for rehabilitation historically was considered a “considerable extension of the public
purpose concept” (Slayton 1955, 453). Over time, however, there has been a broadening in the scope of activities
considered a “public use,” so today there is more of a basis for using this strategy for acquisition rehab.
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ACQUIRING PROPERTIES: BARRIER ANALYSIS

Nature of the Barrier

Acquiring properties is a complex barrier that includes elements of the following:

1.

Market economics. The supply and demand of properties in a given location influence the
prices demanded by owners. Market forces also affect the magnitude and type of properties
available from property tax or mortgage foreclosure.

Professional practice. Realtors are not always competent at locating properties suitable for
rehab. Government officials also differ in their capacity and willingness to carry out property
tax foreclosures and other matters affecting acquisition.

Public law/regulation/policy. Statutes/regulations/policies affect the property tax and
mortgage redemption periods and other foreclosure particulars, condemnation procedures,
title-recording systems, FHA disposition strategies, and many other elements that bear on
property acquisition.

Incidence of the Barrier

Property acquisition is likely to pose more of a barrier in such situations as

1.

Effecting acquisition rehab. Acquisition is not a problem for property owners seeking to
renovate. The problem is when acquisition rehab is undertaken.

Targeted-area rehab.” There are critical mass and other advantages in concentrating rehab in
a particular area. That is why Isles, LHHA, and NHNHS focus on the Old Trenton, Little
Haiti, and Dwight neighborhoods, respectively. Yet concentrating on one location can
exacerbate acquisition problems, because tax liens, FHA foreclosures, and other resources
will typically produce scattered properties.

Other influences. Local peculiarities can affect acquisition issues (e.g., property tax
foreclosure conveys “strong title” in Trenton, New Haven, and Chicago, but not in Miami).

*One member of the resource group commented, “Acquiring properties in a targeted redevelopment area is always a
real challenge. I believe Missouri has legislation that if the city government and the real estate developer agree on a
redevelopment area and the developer has acquired some of the properties, the developer is then given the rights of
eminent domain to acquire remaining properties. This may be a model for other states [with respect to targeted-area
rehab].”
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Severity of the Barrier

In making this assessment, it is important to acknowledge that there are acquisition problems
with new construction as well.” For instance, acquiring a tract of land that is suitably zoned for
new multifamily development is often thwarted by NIMBY sentiments.

In certain respects, however, property acquisition for rehab may be more problematic. In general,
more rehab than new construction is of an infill nature, and infill acquisition tends to be harder.
As one resource group member commented, “Rehab focuses in a neighborhood or even one
block, while new construction can be anywhere there is a greenfield.”

Acquisition costs often differ between rehab and new construction. With new development, land
can be tied up at a relatively low cost with an option; with rehab, a much more expensive
building has to be acquired and often held for a considerable period of time while all subsidies,
environmental clearances, and other matters are satisfied.

It is not easy to assess the difficulty of property acquisition in rehab because conditions can vary
considerably. This barrier is nonexistent for an owner electing to renovate, but it can be a major
challenge for those doing targeted-area acquisition rehab, which can become an impossibility if a
property cannot be acquired.

Based on the above considerations, we rate acquisition as a moderately difficult problem.
Potential Ameliorative Actions to Address the Barrier

Following are examples of possible solutions to the acquisition barrier.

1. Allow property-tax and mortgage foreclosures to be expedited through such means as
reducing redemption periods (Burchell and Listokin 1981).

2. Authorize receivers. Nonprofits could be appointed receivers on problem properties. They
can stabilize such buildings and then effect rehab financed with “receivers certificates” (Brun
1975; Listokin 1974; Listokin 1985; and McClaughry 1978).

3. Expand condemnation powers to allow the use of eminent domain for acquisition rehab.

4. Review FHA disposition strategies. HUD should consider how bidding priorities and
discounts bear on acquisition rehab.

5. Research “lienfields.” Brownfields have received much attention. Research should also
consider the extent and profile of “lienfields” and how this problem can be resolved.

>These acquisition barriers are not unique to rehab. Acquiring sites for new construction in urban areas is difficult.
In both cases (rehab and new construction) acquisition is problematic because owners cannot be found, they may
want more money than their property is worth (or than can be supported by a pro forma), banks are not cooperative,
donations are not available, and property tax foreclosure is difficult.
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6. Improve title records. Better title recording would make it easier to identify and locate
property owners (Institute for Liberty and Community 1978).

DEVELOPMENT STAGE REHAB BARRIER—ESTIMATING COSTS
ESTIMATING COSTS: BARRIER PROFILE
Background and Nature of the Problem

Erroneous cost estimates historically have characterized many rehab projects. One 1969 study of
a nonprofit rehabilitation group found that renovation-cost estimates almost invariably were
lower than actual costs, sometimes by a factor of 100 percent (Kenower 1969, 44—77). Also in
the 1960s, the South End Community Development (SECD) Corporation, active in Boston,
significantly underestimated the construction costs for properties that it rehabilitated (Whittlesey
1969; see also National Bureau of Standards 1980).

Many of our case study and resource groups did much better. One Boston architect cited a
$2.1 million rehab job where the estimate was off by less than $1,000. Another resource group
member explained that “Estimating is not that difficult . . . we know our job.” A third noted that
its rehab-cost estimates tended to be quite accurate, since it had extensive experience with
similar properties (postwar garden apartments) on which it did similar work (roofs, kitchens, and
bathrooms were routinely replaced).

Even those with good estimation skills acknowledged, however, that predicting rehab costs was
more challenging than pricing new construction. The latter was viewed as a much more
straightforward exercise that could be accomplished simply by following industry guides (e.g.,
Means catalogue), whereas rehab had many more uncertainties. The uncertainties and other cost-
estimation challenges included unforeseen conditions (e.g., water or termite damage or the
presence of asbestos, uncovered only after a wall or roof was opened); erroneous judgment calls
(e.g., windows thought to need just repairs ultimately needing to be replaced); inherent
unknowns (e.g., estimating costs on an abandoned property where heating, plumbing, and
electrical systems have been turned off); difficult working conditions (e.g., estimating costs in a
miniscule crawl space or where hostile tenants are present); and other factors (e.g., cost overruns
due to estate or title problems or delays in securing subsidies). It is for all these reasons that
rehab project costs are often estimated with a much higher contingency factor (10 percent or
more) than new construction.

The case studies provide further insight into both the challenge of accurately estimating
renovation expenses and the skill of experienced rehab developers in making such an estimation.
As an experienced professional remodeler, Asdal is proficient at estimating rehab costs, yet it
still acknowledges the challenge of doing so. Asdal cites as an example a property where the
floors were believed to be in acceptable condition; however, once the rehab project was started,
it became evident that the floor joists had to be replaced. Similarly, unanticipated termite damage
is commonly encountered.
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The New Haven Neighborhood Housing Services (NHNHS) found estimating costs consistently
a problem, despite its experienced contractors and crew. NHNHS encountered unforeseen
problems in 95 percent of the homes worked on. While these problems are not insurmountable,
they add to the difficulties of the rehab. By contrast, NHNHS does not find cost estimation to be
as problematic in its new construction jobs.

LHHA provides a good example of an entity meeting the challenge of estimating renovation
expenses. LHHA is remarkably proficient in accurately estimating rehab expenses. On most jobs,
the organization comes within 5 percent of its construction estimate. LHHA attributes its success
in this regard to the lengthy construction track record of its staff, as well as the similarity of
many of the properties it rehabilitates. For the most part, these consist of modest single-family
detached homes of similar size, age, and layout. As such, the lessons learned from working on
one property can be transferred to another. The fact that LHHA has the same staff involved in
both cost estimation and construction further facilitates this institutional transfer and memory.

Despite these favorable conditions, LHHA encounters uncertainties in estimating rehab
expenditures. Frequently, when LHHA evaluates a property, the major systems (e.g., heat and
plumbing) have been turned off and therefore cannot be tested. There are other unknowns. In one
rehab job, when LHHA opened a wall, termite damage was observed; the building inspector then
“red-tagged” the job and costly remediation not included in the original construction estimate
was required.

Isles is similarly proficient at estimating rehab costs; their prowess is due to many of the same
factors cited by LHHA. Isles has experienced construction people on its staff—personnel who
have worked for many years on its renovation jobs. In addition, there is an inherent simplicity in
much of the housing stock (e.g., Trenton row houses) worked on by the organization.

Despite these factors, Isles admits to challenges in estimating costs. To that end, it builds in
generous contingencies. The contingencies are needed. Construction-cost estimates are often
10 percent to 15 percent less than the expenses ultimately incurred, and sporadic larger errors are
encountered.

Isles attributes the challenge of estimating costs to a variety of influences, including the
following:

1. Nature of rehabilitation. As each property is different, so are the requirements of each
rehabilitation, and these requirements, according to Isles, may not be known until the job
starts. A preconstruction estimate based on a visual inspection of a wall, for example, may
anticipate only minor repairs; yet once the wall is opened, costly termite, water, and other
damage may be revealed. Or, estimated costs are based on city-approved plans, but city
building inspectors, working in the “field,” do not adhere to these plans and require
expensive modifications (see later discussion on building codes).

2. Timing and other factors. Because of subsidy-funding deadlines and other considerations,

rehab-expenditure estimates are often done early on. Isles has encountered gaps of up to two
years from its initial cost estimate until it actually begins work. Costs go up over time, and
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while an inflation factor can be incorporated into the original estimate, it is hard to project
precisely how much costs will rise.

When estimates are made early on, there is often an incomplete basis on which to forecast the
work.® Plans drawn to scale are rarely available, and the estimate may have to be done from a
“walkthrough of the premises rather than from precise architectural and engineering
calculations” (Diaz 1999). Time also takes a toll on the condition of the property. A cost estimate
made early on will not remain valid after a building has been vandalized.

In a similar vein, the groups we spoke to in the Seattle case study explained that rehabilitation-
cost estimating was challenging because of

1. Rehab-inherent uncertainties. For instance, could a wall be patched or would it have to be
“opened up,” and if the latter, would new-building energy-efficiency requirements have to be
met? “Gray areas” of the building code add to the uncertainty.

2. Timing of and compensation for the cost estimate. Architects and other professionals asked to
do the estimating typically are given a very short time to complete the job. Time may be of
the essence because sellers are anxious and want a quick decision. Sellers often want to sell
the property “as is,” and if they allow an inspection and rehab-cost estimate, they demand
that it be done expeditiously. The fee to the architect or other individual for estimating the
job is usually a relatively small amount, typically in the $5,000 to $10,000 range. This
compensation does not pay for a thorough, item-by-item cost estimate. The estimate is
therefore done in large part by relating the job at hand to comparable work done in the past.
It is good to build on professional experience, and for the most part that can provide a sense
of cost, yet every building is different, so estimating based on “comps” is perilous.

3. Difficulties of cost estimating. Even were more time and resources available for cost
estimation, it would still be difficult. If properties are occupied, tenants may deny or limit
entry by those doing the cost estimating. Estimating is made more difficult because floor and
other architectural plans typically are absent, hazardous materials are frequently present, and

so on (Murphy 1999).
The difficulties of doing rehabilitation, in part due to the issues of estimating, are acknowledged
in suggested professional fees. In the state of Washington, the suggested fees for architects are
2 percent higher for rehabilitation than for new-construction assignments.
ESTIMATING COSTS: BARRIER ANALYSIS
Nature of the Barrier
Estimating rehab cost is a matter of professional practice and competence, yet other matters have

an impact on this hurdle (Chapman 1980). For instance, government has some influence. Were
building codes clearer and the impact they would have on rehab easier to predict, cost estimation

SThis is a problem in any construction project. Costs estimated prior to completion of drawings are less accurate than
those based on complete drawings.
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would be less problematic. Public subsidies also bear on the equation, as subsidies often
contribute to delays in effecting rehab; such delays compound the cost-estimation difficulty.

Incidence and Severity of the Barrier

Cost estimation is likely to be more of an issue in the following situations.

1.

Moderate rehab. Substantial rehab is easier to estimate accurately than is more moderate
renovation. In the latter case, there are more judgment calls concerning items that could be
retained as is, those that need to be repaired, and finally, systems that must be replaced. With
substantial rehab, almost everything is replaced; thus, that type of job is more akin to new
construction.

Novice rehab/varying rehab. Estimation skill is enhanced by experience, so novices are
particularly prone to error. Also, cost-estimation precision is enhanced by working on the
same type of properties in a focused area and doing similar work. Rehab entities that work in
many neighborhoods and on different properties and that vary their rehab intervention (e.g.,
repair versus substantial) will tend to be more prone to error in estimation.

Historic/other challenging rehab. Because of the uniqueness of its finishes, layout, and other
features, historic renovation typically will be harder to estimate as accurately as more-run-of-
the-mill jobs. The same is true for other challenging rehab projects, such as those involving
mixed use, change of use, and adaptive reuse. Further adding to the cost-estimation difficulty
on historic and other challenging projects are building code uncertainties (e.g., anticipating
the building code’s “intent” in a century-old historic property).

Cost estimation can be particularly troublesome for novices; for those with more experience and
for “average” as opposed to “challenging” jobs, cost estimation is a minor hurdle.

Potential Ameliorative Actions to Address the Barrier

1.

Use an experienced cost estimator. Rehab-cost estimation is not something to learn on the
job. Those with less experience should consult the more knowledgeable.

Allow sufficient resources to do the job. As was indicated in the Seattle case study, cost-
estimation efforts are often shortchanged in terms of available time and monetary resources.
These are false economies; realistic resources should be made available in order to do the job
right.

Apply improved technology to the task. Asdal asserts that improved cost-estimation software
would benefit the rehab industry. This software should be integrated with financial
calculations, allowing for example, variation in the rehabilitation expense to be linked to
such analyses as rate of return.

Use better inspection methods. A study of the home inspection business would probably
reveal a wealth of information about ways to detect defects in mechanical and other systems.
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In our experience, rehab inspectors often do not do a thorough job of inspecting and testing
structural and mechanical systems. Inspection protocols and testing technologies may vary by
such factors as rehab level and the local climate. For example, at what level of rehab and in
what climate is it worth it to do a blower door test or an infrared scan of a house to determine
where it needs more insulation or weatherstripping? What is the best way to evaluate or test a
hot air furnace or water heater? One answer would be to see what year a system was made
and order a replacement if older than a certain number of years. There is literature being used
to train home inspectors, but it has not reached as many rehab inspectors as it should have.
Better practices and training in this area would go a long way toward dispelling the myth that
“rehab is totally unpredictable.” Our view is that very few defects would remain hidden if
inspectors used systematic ways of finding them.

DEVELOPMENT STAGE REHAB BARRIER—INSURANCE
INSURANCE: BARRIER PROFILE
Background

Contractors and developers involved in rehab projects carry various types of insurance, including
general liability, directors and officers fidelity, workmen’s compensation, and hazard coverage.
Of these insurance types, the most expensive typically are general liability and hazard insurance.

Those doing the construction sometimes obtain additional “insurance” of a different type—
surety bonding. There are three types of surety bonds: bid, payment, and performance (Stark
1970, 408). A bid bond, which is required before a general contractor can bid on a particular
project, assures the developer that the contractor is able to fulfill all the contract terms. A
performance bond assures the developer that the proposed contractor and his surety will
indemnify the owner to the extent fixed in the bond for any reasonable costs incurred in
completing the project that exceed the agreed-upon price. A payment bond assures the developer
that prompt payment will be made to those who supply labor and material to the general
contractor or his immediate subcontractors.

Insurance coverage is simply good business practice. A further, not-so-gentle prompt are
mandates from various rehab funders. Many private lenders will extend financing to rehab
developers and contractors only if hazard, liability, surety, and other insurance coverages are in
place. Similar demands are also made by many governmental entities tendering rehab subsidies.

How Insurance Affects Rehab

Obtaining the insurance described above reportedly was problematic some years ago. For
example, in the late 1960s, rehab developers working on vacant properties in Boston’s South End
neighborhood had to pay extremely high insurance premiums (Whittlesey 1969). Surety bonding

also was a hurdle. The following case is illustrative.

In the late 1960s, the Housing Development Corporation in Washington attempted to employ a
minority contractor in order to rehabilitate a 285-unit development, for which it had obtained an
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FHA 221(d)(3) mortgage (Debro 1970, 399-400). After a nationwide search, it found only one
black contractor who could be bonded for this $2.2 million Clifton Terrace rehabilitation project.
The contractor was able to obtain a surety bond only after the Boise Cascade Company had
signed an indemnification agreement with the surety companies involved, releasing them from
any loss that might be incurred under the bond.

The insurance situation with respect to rehab is much more positive today. The case studies and
interviews revealed that liability, hazard, and related coverages are readily available. Some
acknowledged, however, that rehab insurance was costly, or as was described in the Memphis
case study, was “available only at a premium.”

The LHHA case study also determined that rehab insurance coverage was somewhat more
expensive. General liability coverage costs LHHA $2,500 annually for up to four units of rehab
undertaken at any one time; liability insurance on additional houses being renovated costs
another $350 per unit. LHHA’s insurance agent estimates that, were LHHA working on new
construction rather than rehabilitation, the liability policy would cost roughly half as much—that
is, $1,500 with a $200 charge for each unit over the four-unit coverage. The agent attributes the
higher expenditure to insurance underwriters viewing rehab as “having a greater risk factor
exposure” relative to new construction.

Hazard coverage for renovation work costs LHHA about $650 per housing unit. Hazard coverage
for new construction in the Little Haiti neighborhood where this nonprofit operates would cost
LHHA $250 to $300 per unit, or about one-half that of the rehab premium. This differential is
again attributed to higher risk factors, including the following:

1. Greater value exposure. Since rehab starts with an existing unit, the entire value must be
covered from the onset. With new construction, value is added in increments, so less value is
outstanding at any one time and the insurance cost is lower.

2. Rehab conditions. Insurance underwriters view renovation as inherently more risky because
“whether or not it is justified, the rehabilitation situation is perceived as an open invitation
for vandals, squatters, and others who can damage a vacant unit. If the unit is occupied and
rehab is being done around tenants, that triggers still other risks. New construction has a
cleaner exposure” (Gruntler 1999).

The resource group conversations sometimes revealed a higher hazard-liability insurance charge
for rehab projects. One developer working on urban wood-frame renovations felt that his
insurance costs were “totally out of scale to the risk.” That view was shared by another developer
who concentrated on historic rehabilitation. He felt there was an unsupported insurance
surcharge on such renovations, especially those of “heavy-timbered but not sprinklered historic
properties.”

Some surety issues were noted as well. It was reported that smaller contractors often encounter
problems in securing such coverage. One of the Neighborhood Housing Service groups
interviewed stated that it had to step in to help its smaller contractors secure a $100,000 payment
for performance bond, which was required when working on federally funded rehab.
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The cost of surety bonding was also cited as a challenge. On one $2.7 million North Miami
Beach rehab project, LHHA’s surety bond cost approached $50,000. The bond was needed
because the Harvard House development was subsidized. That requirement, among other
reasons, has led LHHA to shun public subsidy during the development stage of rehab. It has
found that surety bonding may be waived on unsubsidized projects.

INSURANCE: BARRIER ANALYSIS
Nature, Incidence, and Severity of the Barrier and Potential Ameliorative Actions

Insurance as an issue in the rehab industry is a market phenomenon. In theory, the scope and cost
of coverage is governed solely by actuarial experience. Thus, the $50,000 surety bond for
Harvard House supposedly reflects the risk exposure of that construction, as does the surcharge
for “heavy timbered” historic properties. Whether insurance coverage and premiums for the
rehab industry are in fact guided solely by objective actuarial statistics remains a question.

We can report from our case study and resource group conversations that insurance generally is a
minor hurdle to renovation. This is especially true when it is measured against the more
problematic experience it once preserved. Hazard, liability, and other insurance coverage are
readily available on rehab projects, albeit at some premium, and the situation is similar with
respect to surety bonding.

Insurance is likely to be more of an issue with inexperienced, smaller-scale entities doing rehab.
They have less of a track record, and this will adversely affect their ability to pass muster with
respect to surety. They tend to be undercapitalized, so they will have more difficulty paying
insurance premiums; in addition, various insurance options will be closed to them (e.g., some of
the larger rehab developers we contacted found that self-insurance was the most economical
coverage). Finally, the novice rehab entity may not yet have developed a relationship with a
savvy insurance agent who can shop and secure coverage for them.

The type of property being rehabbed may also have a bearing on the difficulty and cost of
obtaining insurance. Historic properties, for instance, often are more challenging in this regard.

There are various potential ameliorative actions. States, which regulate the insurance industry,
can provide enhanced oversight of insurance companies in terms of their rehab insurance
coverage. Those doing rehab should also consider pooling. For instance, a Neighborhood
Housing Services group could obtain a pooled umbrella insurance policy for its many rehab
contractors. Other more-efficient means of coverage can be sought, such as self-insurance for
larger rehab entities.
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DEVELOPMENT STAGE REHAB BARRIER—FINANCING
FINANCING: BARRIER PROFILE
Background

The crux of the barrier in obtaining financing for rehab is the economic gap’ previously detailed.
Many owners and occupants of properties needing rehab simply do not have the resources to pay
for the renovation, and that affordability gap exacerbates the task of securing financing.

The affordability gap is addressed in different ways. Market-oriented companies, such as the
enterprise depicted in the Asdal case study, limit their renovations to work that can be supported
by the market’s ability to pay. Thus, Asdal does almost no rehab for the target group considered
in this study—those earning a maximum of 120 percent of the areawide median income, because
with such affordable housing, the numbers don’t crunch.

The case study nonprofits dealt with the affordability challenge by securing subsidies, often a
layering of public assistance. For example, Isles delivers rehabilitated housing currently costing
about $130,000 per unit to very low income families earning a maximum of about $32,000 by
tapping a variety of federal housing aids, including HOME, HOPE3, the low-income housing tax
credit (LIHTC), and the historic tax credit (HTC). It has also obtained Affordable Housing
Program (AHP) funds from the Federal Home Loan Bank and the state.

In discussing the background to financing, it is also important to note that over time it has
become somewhat easier to secure renovation funding. More jurisdictions today have creative
financing sources for affordable housing, including rehab. Private rehab funding has also become
more obtainable because of the Community Reinvestment Act, banks’ growing experience with
rehab deals, and other contemporary forces. The Seattle case study found that whereas in years
past some lenders were uncomfortable financing rehab, such loans are now routinely extended.

While the situation has improved over time, and both private financing and subsidies are now
available for affordable rehab, there are difficulties with each.

Problems in Securing Private Financing
The case studies and resource group interviews revealed the following barriers.

1. Fewer lenders are interested in doing rehab financing. Compared with new construction,
fewer lenders are on record as willing to finance rehab projects. This was attributed to such
factors as

a. REHAB’S GREATER UNCERTAINTY. Lenders may shun rehab jobs because, compared with
new construction, the rehab is viewed as riskier in such areas as cost estimation, contractor
competence, and duration of the construction and lease-up periods. A particularly troubling
uncertainty concerns environmental unknowns. Also, rehab lending is often viewed as riskier

"There are other issues as well, such as discriminatory barriers by lenders (Mayer 1979).
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than new-construction financing because the rehabbing may not be finished.® This results in
collateral being worth a lot less.

b. FEAR OF ENVIRONMENTAL LIABILITY. Lenders may worry about their liability exposure if
they finance rehab work that encounters brownfields. Even rehab jobs that don’t initially
involve environmental problems may encounter them in the course of the renovation work
(e.g., uncovering a wall reveals asbestos, or a buried fuel tank is discovered).

c. OTHER ISSUES. Lenders may be less inclined to finance rehab because these deals can be
relatively small compared with the dollar amounts involved with new construction. There is
also a longer learning curve for lenders to familiarize themselves with the intricacies of rehab
projects.

These and other lender apprehensions regarding rehab financing were revealed in the LHHA
case study. In interviews with the Rutgers researchers, some of the LHHA’s lenders spoke of
their misgivings. Affordable-housing rehab was viewed by the lenders as being “more difficult”
and its goals “harder to realize” compared with affordable new construction. Lenders spoke of
the problem of rehab sometimes costing more than the market value of the properties being
renovated, an issue we consider shortly. Some lenders also acknowledged that they were not
aggressively involved in programs to foster rehab financing, such as Title I and Section 203(k).
They attributed this to myriad misgivings, including “the time it would take to learn about the
programs” and concern whether “sufficient volume and quality returns could be realized.”

A developer interviewed in the Chicago case study recounted various reasons there were fewer
lenders available to do rehab financing in that city. To start, the complexities of LIHTC projects
and the layers of financing typically necessary to undertake an affordable renovation project
limit the number of financial institutions interested in participating. While this may lessen
competition somewhat, those banks that are financing rehab are experienced and understand the
complexities of the projects. Another factor limiting the number of financial institutions in
Chicago willing to participate in affordable-rehab financing was that some institutions did not
meet the program requirements for the Federal Home Loan System’s Community Investment
Program (CIP)—a subsidy used in affordable renovation. This developer acknowledged,
however, that the wide array of programs, including other loans or grants available through the
state of Illinois, private banks, and so on made securing financing for rehab quite possible.

2. Rehab financing is available only at a premium. Because of the factors noted above, even
when lenders extend rehab financing, they may demand a premium above that of their new-
construction loans. Our discussions indicated the premium could consist of more stringent loan
terms and/or “more guarantees than with new construction” or “more paperwork™ on matters
ranging from market studies to architectural drawings. The Asdal case study noted that lenders
apply “stricter filters” when dealing with rehabilitation than when dealing with new construction.
The filters include

*New construction also may “not be finished,” but that is viewed as less common than an incomplete rehab job.
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a. HIGHER FEES AND INTEREST RATES. The terms for a rehab construction loan may include
additional points or a higher rate over prime than the terms for new-construction lending.

b. LOWER EXTENSION OF FINANCING. According to Asdal, lower loan-to-value-ratio financing
is available for rehab compared with new construction. Relatedly, more conservative ratios
are applied with renovation. For example, whereas on a new-construction rental project
lenders will typically credit 80 percent of the income and require a 1.2 ratio of cash flow to
expenses, on rehab only 70 percent of the income is acknowledged and lenders demand a 1.3
ratio of cash flow to expenses.

Asdal attributes the harsher financing terms applicable to rehab to multiple factors: lenders are
constrained by conservative appraisals (a topic discussed shortly); lenders perceive rehabilitation
as inherently riskier; and the smaller size of the rehab loans (relative to new construction) gives
the borrower less leeway in negotiating for the best rates. Asdal further emphasizes that
financing is often more critical with rehab than with new construction because the former
involves more up-front outlays (e.g., for property acquisition) and hence has higher carrying
costs.

The Seattle case study similarly revealed that because of the uncertainties and challenges of
rehab, Seattle lenders demand a “tighter” pro forma. These include a higher project contingency
factor with renovation; a contingency of 8 percent to 10 percent is demanded by lenders on rehab
jobs, a factor roughly two to three percentage points higher than with new construction. Seattle
lenders expect “soft” costs to be about 5 percent more on rehabilitation work relative to new
construction. (Hard construction costs are about $60 to $75 per square foot for rehab compared
with $50 to $55 per square foot for new construction.) Seattle lenders also demand greater
development-construction expertise on a rehab job team relative to their expectation for a new-
construction project because the former has more uncertainties.’

In addition to the informants interviewed during the Asdal and Seattle studies, other informants
reported that a financing premium is often demanded with rehab. One respondent noted,
“Lenders are nervous with rehab and often demand more developer equity or additional public
financing so as to reduce their exposure.” This respondent also stated that appraisal issues
contributed to lender conservatism.

Appraisal Issues Contribute to the Financing Challenge

Mortgage financing is typically offered at a percentage of real estate value. Single-family
financing is offered at the higher range of the loan-to-value (LTV) ratio, usually 80 percent LTV
or greater; multifamily financing is proffered at lower LTVs, typically at a 60 percent to
70 percent ratio. Since financing is secured at a share of value, the appropriate determination of
the value of properties being rehabilitated is a prerequisite for obtaining adequate-sized mortgage
loans for renovation.

’Sometimes Seattle lenders will be more flexible with rehab projects with respect to the acceptable financial pro
forma. Because of its more distinct amenities and hence unique market attraction, a rehabilitated residential property
in Seattle can expect to have a 1 percent to 3 percent lower vacancy rate than its new-construction counterpart.
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Professional valuations are done by appraisers who assign values to a given property (“subject
property”’) by considering the cost to produce it (“cost approach”); what buyers have paid for
comparable properties, typically referred to in an abbreviated fashion as “comps” (‘“sales
comparison approach”); and what the property is worth as an investment (“income approach”).

Any valuation is challenging; the appraisal in a rehabilitation context is even more so (Sherwood
1975). To start, each dollar of rehab work does not necessarily raise a property’s value in the
eyes of potential buyers by the same amount. Thus, there is a frequent divergence in rehab
between costs and value. Certain types of improvements capture more or less in terms of value of
their costs. Bathroom and kitchen improvements in general are better investments (i.e., a higher
percentage of their cost is returned in a higher premium paid by buyers) than, say, installing an
in-ground pool. The National Association of the Remodeling Industry (NARI), the National
Association of Home Builders (NAHB), and other groups periodically release for popular
consumption the return on investment of various improvements. The point is that it is never
equal, and that must be taken into account by appraisers valuing renovations and renovated
properties.

The appraisal challenge can be even greater. The appraisal of infill urban rehab, such as that
carried out by many of our nonprofit case study subjects, constitutes one of the most demanding
assignments of all. Take, for instance, the concept of “neighborhood.” As reflected in the adage
“location, location, location,” where a property is located has a significant influence on its value.
For many years, neighborhoods such as Little Haiti and Dwight (where LHHA and New Haven
Neighborhood Housing Services [NHNHS], respectively, work) were viewed with a jaundiced
eye by appraisers, and this perspective made rehabilitation there harder because valuations were
discounted accordingly. Recognizing the destructive influence of such a practice, the
Government Sponsored Entities (GSEs)—Fannie Mae and Freddie Mac—have recommended
that appraisers limit their neighborhood analysis to the immediate environs of the subjects; the
GSEs have advised appraisers to take into account improvements being made in the
neighborhoods. In theory, then, appraisers considering a Little Haiti or a Dwight property to be
rehabilitated on a block of other renovated units should not view the subject negatively because
of the presence of abandoned and run-down buildings in the area, but instead should focus on the
immediate environ of the subject (positive) and should acknowledge the rehabilitation and other
investment in the area by LHHA and sister organizations (a further positive). While that is the
theory, in practice old prejudices against urban neighborhoods such as Little Haiti and Dwight
often linger.

Related to this is the divergence between cost and value. In Little Haiti, single-family homes
tend to sell for $60,000, but rehabilitated units cost more—about $80,000. In Dwight, a
rehabilitated property may cost $150,000 to $200,000 in a neighborhood of $125,000 homes.
One can understand why appraisers would lean to a $60,000/$125,000 valuation for homes in
Little Haiti and Dwight, respectively, even renovated ones, because that’s where neighborhood
values cluster. At the same time, appraisers should recognize that a renovated unit is more
desirable than its unrehabilitated peers, and as such may very well constitute a distinct,
supportable submarket. The rehabilitated unit is the “apple” against the neighborhood’s
“oranges,” which often have fewer amenities. This “apples to oranges” distinction is often not
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made, however, and the rehabilitation outlay is labeled an “overimprovement” rather than an
investment that proactively raises the neighborhood price threshold.

A similar difficulty exists with the identification and adjustment of comparable properties. In
new construction it is easier to identify “comps,” because the new units sold tend to be more
generically standard (e.g., a 1,200-square-foot, two-bedroom, two-bath town house), or may even
be identical (e.g., if sales occurred in the same subdivision). With older units, dissimilarities
increase, and when one is dealing with an older unit that has been rehabilitated, the issue of
comps is even more complicated. Appraisers recognize the variability of real estate in the
analysis of comps by factoring “adjustments.” Inherently, however, it is easier to make
adjustments with newer units, which tend to adhere to an underlying standard yet differ in
amenities, condition, and so on, compared with older units; it is especially problematical to make
adjustments between an unrehabilitated older unit and older renovated housing.

Many of these issues are illustrated in the appraisal assigned to a 14-unit multifamily rental
property at NE Miami Place in Miami. This property was purchased by LHHA for $268,000, and
with rehabilitation and soft costs, will represent a total investment of $490,000. LHHA had to
obtain a professional appraisal of the project, and the appraiser assigned a value of $310,000
after the rehabilitation investment. The $310,000 valuation was only slightly more than 60
percent of LHHA’s planned investment. Under normal circumstances, this much lower valuation
would doom the project, because financing at yet a lower share of the appraised value would
cover such a small amount of the cost (e.g., at a 70 percent LTV, a mortgage of only $220,000
would be obtainable). While LHHA is proceeding with the job by deferring its soft costs and
making other adjustments, the low appraisal is a hardship.

The details of the $310,000 valuation are found in exhibit 9.4 in the LHHA case study (chapter
9) and reflect many of the rehabilitation appraisal hurdles noted earlier. These include

giving no credit for improving conditions in Little Haiti through rehabilitation and other
interventions;

ignoring rehabilitation in analyzing and adjusting comparables in the sales approach and in
determining a capitalization rate for the income approach; and

ignoring rehabilitation’s impact on such real estate fundamentals as vacancy and operating
costs (i.e., a renovated building would benefit from lower vacancies than its unrenovated
peers and would also operate more efficiently, thus enhancing its value under the income
approach).

As is detailed in the LHHA case study’s exhibit 9.4, the appraisal compounded errors. For
instance, the operating expense ratio post-rehabilitation increased rather than decreased. That
exhibit also shows that a more appropriate appraisal would value this 14-unit multifamily
building at around $430,000, much closer to LHHA’s project costs—but this is an after-the-fact
academic exercise. LHHA had to work with a $310,000 value. This drastic difference between
the actual project expense and the appraisal illustrates the hurdle faced by those attempting to do
urban, infill rehabilitation.
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Other case studies revealed appraisal issues as well. NHNHS tries to avoid problems by
cultivating relationships with appraisers who have a good sense of the marketplace in Dwight
and similar urban neighborhoods. These appraisers are usually careful in picking appropriate
“comps” to the properties being rehabilitated by NHNHS; however, some appraisal difficulties
have been encountered. Not all appraisers doing work on its projects are so careful; NHNHS has
worked with some who lump together all property sales in Dwight, not differentiating between
renovated properties—which NHNHS believes should be valued at the high end of the market—
and sales of unrenovated parcels.

Isles is not currently facing financing problems based on inappropriate appraisals, but foresees
potential problems in this area. To illustrate, a prototypical rehabilitated row house costing Isles
about $130,000 is sold to the homeowner for $50,000, with the balance of funding coming from
state grants and other sources. When an appraisal is done on this property, the valuation assigned
to the row house is typically $50,000 to $60,000. Despite the fact that the rehabilitation cost
$130,000, the $50,000 to $60,000 value is based on neighborhood “comparables.” The $50,000
to $60,000 appraisal is not currently a hurdle to the financing, because the Isles-aided
homeowner is seeking a mortgage of only $50,000. In the future, however, the dynamic may
change. If subsidies on the row house are reduced, then purchasers may need a $60,000, $70,000,
or $80,000 mortgage. If appraisals remain in the $50,000 to $60,000 range, these larger loans
may very well not be forthcoming.

The resource group interviews also identified numerous instances of appraisals limiting rehab.
One respondent noted that “Rehab often goes in neighborhoods which haven’t seen investment
in years, and it is hard to find comps there for the rehabs we do.” Another bemoaned that “In
mixed-use rehab projects, appraisers have difficulty in imagining the values that can be
untapped.” A third observed that “Appraisers are particularly challenging in rehabs involving
brownfields situations.”

Problems in Securing Public Funding and Subsidies

Some of the problems associated with private-source financing also affect the search for public
funding. For instance, underappraisal of the value of a rehab project will limit public as well as
private mortgageability. Public funding and subsidy of rehab also has issues unto itself, and we
summarize those issues here.

Limited Supply of and Competition for Public Assistance

Affordable rehab is often characterized by the use of public assistance and the combination of
various supports. The Chicago case study revealed that affordable renovation in that city relied
on various federal subsidies, such as CDBG, HOME, and Section 202; federal tax credits, such
as the LIHTC' and the HRTC; as well as a variety of city and state supports (see exhibit 2.5).

10Chicago is the only city in the country to have an allocation of the LIHTC; it receives about 25 percent of the
[llinois state LIHTC allocation.
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EXHIBIT 2.5
Major Subsidy Programs Available for Rehab Chicago, Illinois

Chicago Abandoned Property Program (CAPP): This program provides a means for acquiring
dangerous and abandoned buildings for transfer to parties interested in rehab or in demolition
and reuse of the land.

Chicago Low-Income Housing Trust Fund (Affordable Rents for Chicago [ARC] Program): This
program is designed to provide financial assistance to developers of housing for residents with
incomes at or less than 30 percent of median income. The Affordable Rents for Chicago program
offers assistance in the form of rent subsidies or acquisition and rehab loans.

Chicago Low-Income Housing Trust Fund (Rental Subsidy Program): This program is dedicated
to providing financial assistance to meet the housing needs of the city’s poorest residents, whose
income is at or below 30 percent of median income. At least 50 percent of the program funds are
designated for households earning less than 15 percent of median income. The program is
designed for buildings currently in operation that are well managed and in good condition; those
buildings undergoing rehab work sufficient to bring the project into good condition; and new
construction.

Community Development Block Grant (CDBG) Float Loan Program: This program makes loan
funds available to developers as construction financing for the rehab of affordable housing. The
loans are offered at a deeply subsidized rate to reduce the total costs of rehab projects. Costs
eligible for funding are construction, demolition, rehab, land and/or building acquisition and
related soft costs.

Multi-Family Rehab and New-Construction Loan Program: This low-interest loan program is
available to not-for-profit and for-profit developers to acquire and rehabilitate properties of five
or more units for renters with incomes of less than 50 percent of median income.

Multi-Family Tax Exempt and Taxable Housing-Revenue Bond Program: This program provides
bond financing for developers who build or rehabilitate large housing developments for low- and
moderate-income tenants.

Predevelopment Loan Program: Limited predevelopment loans are available to tenant
organizations and not-for-profit groups interested in purchasing and/or rehabilitating a multi-
family building. Predevelopment loans at 0 percent may be used to assist with the costs of
planning, architectural and engineering studies, market studies, legal fees, purchase transactions,
and technical assistance required to successfully purchase and/or rehabilitate a property.

Vintage Homes for Chicago Program.: The Vintage Homes for Chicago Program is designed to
encourage rehab and homeownership opportunities for lower-income families. The program
provides for rehab of single-family one- and two-unit buildings, which will be sold to owner-
occupants after rehab. The subsidy is available only to the extent that the development costs,
acquisition, and rehab exceed the after-rehab appraised value of the properties.
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Although the use of subsidies is characteristic of many affordable-housing rehab projects, public
assistance is limited and there is competition to secure it. For instance, the NHNHS
(Connecticut) sells rehabilitated housing priced at approximately $170,000 per unit to low- and
moderate-income households earning approximately $30,000 to $35,000 annually. NHNHS uses
subsidies from various sources:

1. State of Connecticut. For example, Connecticut offers state housing tax credits for LMI
housing.

2. Federal Government. The NHNHS and its clientele have been aided by such federal
programs as HOME and CDBG and, in the past, by UDAG and other funds.

3. City of New Haven. The city has assisted NHNHS by offering it monies from local and
federal flow-through sources (e.g., UDAGQG).

4. Lenders. With the assistance of the Federal Home Loan Banks of Boston and San Francisco
and local and regional lenders, LMI owner-occupants served by NHNHS can obtain
financing for the purchase of NHNHS homes at below-market interest rates.

The competition for housing subsidies is intense. Take, for example, the Connecticut state
housing tax credit that NHNHS uses to write down about $25,000 to $30,000 per unit. In the
entire state of Connecticut, only $1 million annually is available for such credits. Nonprofits
competitively apply for allocations from this modest statewide pool, and few succeed. To date,
NHNHS has been successful in this area, securing about $300,000 yearly from the $1 million
total, but there are limitations. First, the $300,000 allocation limits the write-down to about
10 houses per year. Second, NHNHS has kept its dollar request for tax credits constant, despite
rising rehab costs. It has done so out of fear that if it asked for more than $300,000—already a
large share of the $1 million statewide total—its application could very well be rejected outright.
(Requests for funds are either accepted or denied in totality.) Third, NHNHS acknowledges that
while it has been successful in the past in garnering state housing tax credits, it surely has no
lock on these funds. Were NHNHS cut off from state tax credits, and the many other subsidies
enabling LMI homeownership, the organization’s renovation efforts would be in jeopardy. Many
other nonprofits involved in rehab face similar challenges.

The “Costs” of Subsidies from Ancillary Requirements

LHHA'’s experience reveals certain ancillary costs of using public assistance. In fact, LHHA
purposely tries to avoid using subsidies for the purchase—construction stage of its operations, as
opposed to the “takeout” phase (e.g., the soft second and third mortgages used by the LHHA
home purchasers of the properties rehabbed by LHHA) because of the former’s cost
requirements. The cost requirements at the purchase—construction stage include the following:

1. Labor wage requirements. Were LHHA to use HOME or other federal monies for
construction, for example, it would have to pay Davis-Bacon’s prevailing wages—a much higher
wage scale (about $20 to $25 per hour) than it currently tenders (about $15 per hour). (We
discuss Davis-Bacon in more detail in a subsequent section.)
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2. Surety requirements. Surety bonding is required for public subsidy of construction. Such
bonding may be waived if private financing is used. LHHA has purposely used private (i.e.,
nonsubsidized) financing for its single-family rehabilitation projects to avoid the surety bonding
requirement of public subsidies. For the more costly multifamily rehabilitations, it must turn to
public subsidies, and on these jobs, however, it has been forced to pay high premiums for
performance insurance (e.g., $45,000 for one project, Harvard House).

3. Other requirements. As an example, if HOME monies from Miami-Dade County are used for
subsidizing rehabilitation construction, the county requires that the full gamut of federally
prescribed relocation benefits be accrued to any tenants, whether legal or illegal (e.g., squatters).
This is particularly germane to rehabilitation because it tends to involve relocation issues much
more frequently than does new construction. Participating jurisdictions (PJs) involved in
administering federal block programs, such as HOME, often prescribe many other requirements,
such as those involving minimum housing standards (MHS). (We discuss relocation and MHS
issues in greater detail in subsequent sections.)

Timing of the Subsidies

Even if subsidies were fully available to meet need and did not impose some of the costs
described above, there still would be issues of timing. LHHA’s former executive director, David
Harder, described that organization’s experience with timing difficulties:

The seller [of a deteriorated property] wanted a quic