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FOREWORD

By insuring mortgages for private multifamily properties, HUD has made a significant long-term
investment in providing decent and affordable rental housing. This report profiles the physical and
financial condition as of 1995 of over 12,000 properties in this stock, home to some 1.4 million
predominantly low- and moderate-income families in communities across America. The report also
highlights major changes since 1989, the year covered by HUD’s initial assessment of this stock.

As of 1995 most HUD-insured properties continued to provide good housing. A portion of properties,
however, had developed physical or financial problems that could impair their viability as well as
residents’ quality of life. Overall the stock’s financial condition improved between 1989 and 1995, but
during the same period its physical condition declined. Repair and replacement needs increase as
housing ages, so some decline was not unexpected. Nevertheless, the physical needs of most properties
remained relatively modest.

The report focuses on the 10,000 properties that benefit from housing assistance in addition to mortgage
insurance. Mortgage interest subsidies or rental assistance payments helped keep these properties
affordable for their residents. Many of these assisted properties, however, had rents that were much
higher than those of comparable housing in their local markets, making them heavily reliant on public
subsidies to remain financially viable. At the same time, other assisted properties had below-market
rents and may need additional resources over time to address their capital needs and remain affordable to
future residents.

Since the advent of the HUD 2020 Management Reform Plan in 1997, the Department has restructured
its resources to better maintain and improve the quality of the multifamily rental stock. Most notably,
HUD has refocused its asset management and enforcement programs. HUD’s Real Estate Assessment
Center creates a new national capability to identify systematically properties’ physical and financial
weaknesses so that HUD can work with capable property owners and managers to improve the stock. At
the same time HUD’s Enforcement Center puts new teeth in HUD’s regulations. It provides a
mechanism to remove owners that are chronically unable or unwilling to meet their obligation to provide
decent housing.

HUD has begun a “mark-to-market” program designed to restore to market levels rents in assisted
properties that are currently above market. Recaptured budget authority will soon be available to address
capital needs of at least some assisted properties. HUD is also exploring how additional resources could
be provided to maintain the affordability of assisted properties located in neighborhoods that provide
access to opportunity, including quality schools and more jobs. Together with recent procedural changes
in renewing housing assistance contracts, HUD’s new policies are aimed at using subsidy dollars more
effectively while at the same time assuring properties’ physical and financial condition.

The report notes that, while much has been done or is underway to improve the multifamily stock, more
tough decisions are still ahead. Illuminating research such as this report will help HUD and its
colleagues in Congress and the housing industry find solutions that work for owners, residents, and

taxpayers alike.
SalY-s

Xavier de Souza Briggs
Deputy Assistant Secretary for Research, Evaluation
and Monitoring
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EXECUTIVE SUMMARY

Overview

This study describes the physical, financial, and market condition in 1995 of the stock of
multifamily properties with mortgages insured (or held) by HUD. It also highlights changes in
condition since 1989, the year covered by HUD’s first multifamily stock study. The study universe
of 12,243 properties, home to 1.4 million families, includes most properties with mortgages that
were insured before 1990 and that were still insured (or held) in 1995. The study excludes
properties that were newly insured after 1989, properties outside the contiguous states, properties
in remote rural areas, and HUD-acquired, Section 202, non-residential, non-rental, or single family
properties.

The study universe—the pre-1990 stock—includes both insured properties that receive no HUD
subsidy and those that receive project-based subsidies. For ease of presentation, this report divides
this stock into three “assistance categories:”

Unassisted propertieshave mortgages insured under any HUD mortgage insurance program
and receive no HUD subsidy—neither rental assistance nor mortgage interest subsidy. Most
unassisted mortgages are insured under the Section 221(d)(4) program. The study stock
includes 2,224 unassisted properties housing over 354,000 families.

Older assisted properties have mortgages insured under any HUD mortgage insurance
program and receive either mortgageinterest subsidies (under the Section 236 or 221(d)(3)
Below Market Interest Rate insurance programs) or rental assistance under the Section 8
Loan Management Set Aside, Rent Supplement, Rental Assistance Payment, Section 8
Property Disposition, or Preservation programs. They were generally insured between the
late 1960s and mid-1970s. The study stock includes 5,943 older assisted properties housing
over 686,000 families. Nearly 80 percent of these properties receive Section 8 for at least
some of their apartment units, with a total of nearly 425,000 Section 8 units.

Newer assisted properties have mortgages insured under any HUD mortgage insurance
program and receive rental assistance under the Section 8 New Construction, Substantial
Rehabilitation, or Moderate Rehabilitation programs. They were generally insured between
the late 1970s and mid-1980s. Most newer assisted properties have mortgages insured under
the Section 221(d)(4) program. The study stock includes 4,076 newer assisted properties
housing nearly 365,000 families. All of these properties and nearly 344,000 of these
families are assisted through Section 8.
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The assisted portion of the study stock reflects the full universe of insured properties with project-
based assistance (with the exclusions noted above) because prior to 1989 HUD stopped insuring
new mortgages that were linked with project-based assistance. The unassisted portion of the study
stock does not reflect all of the unassisted stock because HUD continues to insure new mortgages
on unassisted properties.

The size, importance, and budgetary impacts of the HUD-insured multifamily stock provide the
context for this study. On the one hand, the study stock is a vital housing resource:

» This stock of over 12,000 properties provides homes for over 1.4 million families.

* Over 10,000 of these properties and over a million families rely on HUD’s assistance
programs.

* Most households living in assisted properties have very low incomes and two-thirds
have annual incomes of under $10,000.

On the other hand, this stock poses potential costs to HUD and local communities:

e This stock has over $30 billion of outstanding mortgage principal, a substantial
contingent Federal liability.

» Rental assistance contracts on most assisted properties will expire over the next few
years. Renewalsto preserve this important affordable housing resource will require new
commitments of Federal funds.

» Most older assisted properties have affordable below-market rents, but many also have
physical or financial problems that could impair their ability to provide decent housing.

* Many newer assisted properties have been supported at above-market rents. This has
been costly to the government and inefficient for properties, and is being addressed by
the Multifamily Assisted Housing Reform and Affordability Act of 1997 (MAHRAA).
The MAHRAA “mark-to-market” program, which will move assisted rents to market
rates, includes provisions to help keep these properties viable.

» Some properties with expiring Section 8 contracts may choose to convert to market-rate
housing and may no longer be available to current and future low-income residents.
Federal, state, and local governments may need to provide additional incentives to
maintain affordability of some of these properties—those located in neighborhoods that
provide access to quality schools, jobs, and other important amenities.
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This study is based on physical inspections, assessments of market rents, and secondary data on a
representative national sample of 621 multifamily properties. This sample consists of 504 of the
570 properties that were included in the 1989 stock study supplemented by 117 additional
properties. To facilitate comparing physical needs and financial condition across properties having
different numbers of unitsor different sized units, all property revenues and costs are expressed per
“2-bedroom equivalent” unit. To facilitate comparing revenues and costs over time, all dollar
amounts are expressed in 1995 dollars.

Highlights

Current physical condition: Physical needs backlogs increased between 1989 and 1995—total
national backlog rose from $2.2 billion to $4.2 billion (in constant 1995 dollars). Backlogs
increased most sharply in newer assisted properties, but remained highest in older assisted
properties. The 15 percent of older assisted properties with the highest backlogs account for more
than a quarter of the total national backlog.

Current financial condition: While overall, the stock’s financial condition improved since 1989,
cash flow remained weak among many older assisted properties. Both older and newer assisted
properties became more reliant on HUD subsidies as tenant-paid rents declined during this period.

Adequacy of property reserves: Most properties’ reserves were insufficient to cover their
backlogs. Between 1989 and 1995 the gap grew as properties’ backlogs increased more rapidly
than did reserves. This gap was greatest among older assisted properties.

Current financial ability to cover physical needs from cash flow and property reserves:
Although most properties lacked sufficient reserves, two thirds of the stock would be financially
able to cover physical backlogs if they borrowed funds and repaid the loans from annual cash
flow—their annual revenues at current rents exceeded operating expenses, mortgage debt service,
annual deposits to replacement reserves, and a hypothetical loan to cover backlogs net of property
reserves. However, nearly a quarter of the stock, including a third of older assisted properties,
would face annual shortfalls of more than $250 per unit.

Financial ability of assisted properties to operate at market rents: Most older assisted
properties had below-market rents while most newer assisted properties had above-market rents.

» Were assisted rents marked down or up to market, 45 percent of older assisted
properties, but only 13 percent of newer assisted properties, would be able to cover all
financial and physical needs—operations, debt service, physical need backlogs, and
annual accruals of physical needs.
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* Mortgage restructuring to reduce properties’ debt service would enable another third
of older assisted properties and another two thirds of newer assisted properties to cover
all remaining financial and physical needs.

* Nearly a quarter of assisted properties still would not be able to cover operations and
physical needs even with no mortgage. For many of these properties, it might not be
cost effective for HUD to further subsidize their operation.

* Most families in assisted properties have low incomes and would not be able to afford
market rents. Thus, even if HUD discontinued property-based assistance, most families
in these properties would require continued HUD rental assistance.

Summary of Findings

The condition of the HUD-insured stock has several dimensions. We begin this report by
presenting separately two critical dimensions, physical condition and financial condition. We
next present findings that combine physical and financial condition—properties’ ability to cover
current and future physical needs using project reserves and cash flow. We conclude with
findings, for assisted properties only, that explore effects of movng propeties’ rents to marke
levels—how current property rents compare with local market rents, how cash flow would change
if rents and expenses moved to market levels, and whether mortgages would remain “performing”
at market operation.

1) Propert ies’ need f or repairs and replacement s—Backlog of Physical N eeds.

The study inspected each property to assess its total backlog of physical needs, defined as the cost
of repairs and replacements beyond ordinary maintenance required to restore all property systems
to original working condition. A property’s backlog is important because it can affect residents’
housing quality, its physical and financial viability, and its neighborhood. Backlog may also be
an indicator of the quality of property management.

High backlogs may not immediately affect residents or property viability. For example, a property
with a heavily patched, worn-out roof may operate for years with little or no adverse effect on
residents, property vacancies, or expenditures. Given time, however, backlogs affect both residents
and property viability.

* Mean backlog was $3,236 per unit. The total national backlog was nearly $4.2 billion,
$3.6 billion of which was in assisted properties.
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Older assisted properties had the highest mean backlog ($3,929 per unit), followed
by newer assisted properties ($3,214) and unassisted properties ($1,427).

Most properties were keeping up with physical needs.

The median backlog was only $1,452, far below the mean and only somewhat above
the $1,100 range, the average amount of physical needs that a property accrues over
a year.

Using $1,500, an approximation of the median, as a yardstick for low backlog, 66
percent of unassisted properties, 65 percent of newer assisted properties, and 42
percent of older assisted properties had low backlogs. (Of course, by definition,
stock-wide, half of all properties had below median backlogs.)

Portions of the stock had high backlogs of more than $3,000 per unit, particularly a
large minority of older assisted properties.

Among older assisted properties, 26 percent had high backlogs of $3,000 to $7,500
per unit and another 15 percent had very high backlogs exceeding $7,500 per unit.

Among newer assisted properties, 16 percent had high backlogs and another
9 percent had very high backlogs.

Among unassisted properties, only 7 percent had high backlogs and another 4
percent had very high backlogs.

Alone, the 15 percent of older assisted properties with very high backlogs exceeding
$7,500 accounted for more than a quarter of the total national backlog.

Between 1989 and 1995, backlogs increased substantially even after controlling for
inflation. The total national backlog increased from $2.2 billion to $4.2 billion (in
constant 1995 dollars).

Mean backlog rose by 50 percent in unassisted properties, 40 percent in older
assisted properties, and nearly 160 percent in newer assisted properties (in constant
1995 dollars).

The large increase in backlog of newer assisted properties is also reflected in the
absolute dollar increase between 1989 and 1995. Their mean backlog increased by
more than $1,700 per unit compared with increases of $1,100 for older assisted
properties and $500 for unassisted properties (in constant 1995 dollars).
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The first multifamily stock study projected that backlog would increase, based on
our finding for 1989 that properties’ future annual accruals of physical needs would
exceed available income. However, the dramatic backlog increase among newer
assisted properties, which had extremely low backlogs in 1989, was not expected.
It is not clear to what extent the increase in backlog of newer assisted properties
reflects their aging and need for first time replacement of long lived systems such
as roofs or boilers.

Worsening backlogs among newer assisted properties is also revealed by the decrease
in low-backlog properties and increase in high-backlog properties.

In 1989, nearly three quarters of newer assisted properties had low backlogs below
$1,500 per unit in 1995 dollars. By 1995, the proportion with low backlogs had
fallen to slightly more than half.

At the other extreme, in 1989, only 10 percent of newer assisted properties had high
backlogs greater than $3,000 per unit in 1995 dollars. By 1995, the portion with
high backlogs had increased to a quarter of the newer assisted stock.

Many newer assisted properties will be required to address backlogs as part of the
restructuring process of the MAHRAA “mark-to-market” program. However, most older
assisted properties have below-market rents and will not be eligible for restructuring under
current law.

2) Propert ies’ abilit y to cover operations, mort gage payments, and replacement
reserv e deposits from rental income—A nnual Net Cash Flow

The study computed each property’s annual net cash flow per unit, defined as total annual revenue
less expenses for operations and maintenance, mortgage payments, and deposits to the reserve for
replacement. To level out abnormalities that might occur in any single year, the study used three-
year weighted averages (with all years’ values expressed in 1995 dollars), with recent years
weighted most heavily.

Three quarters of all properties had positive annual net cash flow—they could cover all
expenses. Annual net cash flow averaged nearly $600 per unit.

For each of the three assistance categories, annual net cash flow improved from 1989
to 1995 even after adjusting for inflation. Increased revenue and decreased debt service
(in constant 1995 dollars) generally offset increases in other expenses.

Vi
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- Unassisted properties experienced the largest improvement in mean cash flow,
which doubled to $487 per unit in 1995 (in constant 1995 dollars). The proportion
of properties with negative cash flow declined from 44 percent to only 25 percent.

- In both years, newer assisted properties had the strongest mean cash flow, which
increased by 29 percent to $1,100 per unit in 1995 (in constant 1995 dollars). This
increase reflects, in part, an increase from 1989 to 1995 in the proportion of
properties with very high cash flow (above $1,000) from a third to 44 percent. The
proportion of properties with negative cash flow remained stable at 13 percent.

- Older assisted properties had the weakest cash flow in both 1989 and 1995. From
1989 to 1995 mean cash flow increased by 6 percent to $283 per unit (in constant
1995 dollars). The proportion of properties with negative cash flow decreased
slightly, from 39 percent to 33 percent.

* In assisted properties, revenues from tenants’ rent payments decreased from 1989 to
1995 (in constant 1995 dollars).

- Tenants’ rent payments decreased by 10 percent to $3,287 per unit in older assisted
properties and by 26 percent to $2,593 per unit in newer assisted properties (in
constant 1995 dollars).

- Itis not clear whether this decrease reflects lower incomes of existing residents or
poorer residents moving into the properties upon turnover.

3) Properties’ ability to cover current and future phy sical needs using property
reserv es and cash f low

The study combined data on physical and financial condition to examine properties’ financial ability
to cover current backlogs and ongoing accruals of physical needs using property reserves and annual
net cash flow. This set of analyses assumed that properties’ rents, assistance levels, and operations
would continue into the future.

Ability to cover current physical backlog from property reserves—Unfunded Backlog.
Properties generally have reserve funds that may be used to cover physical backlogs. Property
reserves may include replacement reserves, special purpose funds such as painting reserves, and in
some cases residual receipts accounts, which owners may use for repairs. A convenient measure
of ability to cover backlog is the unfunded backlog of physical needs—total backlog less available
reserves. Unfunded backlog provides a snapshot of backlog less property reserves.

vii
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* Mean unfunded backlog in 1995 was $2,630 per unit. The total national unfunded
backlog was nearly $3.5 billion.

- Almost two-thirds (64 percent) of properties had insufficient reserves to cover
backlogs.

- The shortfall in reserves was small for much of the stock—nhalf of all properties had
unfunded backlogs well below $700.

» Unfunded backlogs were most severe and particularly concentrated among half of the
older assisted stock.

- For older assisted properties mean unfunded backlog was about triple that of
unassisted properties and almost 1% times that of newer assisted properties.

- Among older assisted properties, unfunded backlogs were further concentrated, with
22 percent having unfunded backlogs of $2,000 to $5,000 per unit, and with another
22 percent above $5,000 per unit.

» Between 1989 and 1995, the portion of properties having adequate reserves declined
from 45 percent to only 35 percent.

- This decline occurred because backlogs increased by over 60 percent while reserves
increased by about 40 percent.

Ability to cover unfunded physical backlog from annual cash flov—Backlog-Adjusted Cash
Flow. Properties having unfunded backlogs—backlogs that exceed reserve funds—may be able to
cover remaining physical needs from annual cash flow. The study computed a measure of the
adequacy of cash flow to cover unfunded backlog—the backlog-adjusted cash flow index. This
index is basically annual cash flow reduced by the cost of amortizing a 20-year loan in the amount
of the unfunded backlog.

Mean backlog-adjusted cash flow was $392. This signifies that the average property would have
$392 of positive annual net cash flow after paying all operating expenses and debt service, making
reserve fund deposits, and undertaking a program to remedy its backlog.

* Nearly a quarter of the stock was classified as “distressed”—they had annual
backlog-adjusted cash flow deficits exceeding $250 per unit. These properties’
operating and physical needs would significantly outstrip available revenues and
reserves.

viii
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- More than half of distressed properties would still be distressed even without paying
for any of their unfunded backlogs. This means that even if they were given grants
to cover unfunded backlogs, they would still have large cash flow deficits because
they could not cover operations and debt service.

- Nearlyathird of older assisted properties were distressed, compared with 15 percent
of newer assisted and 19 percent of unassisted properties.

» Atthe other extreme, nearly two thirds of the stock was classified as “sound”—they
had positive or break-even annual backlog-adjusted cash flow.

- Less than half of older assisted properties were sound, compared with 78 percent of
newer assisted or older assisted properties.

* Remaining properties were classified as “stressed”—they had annual backlog-
adjusted cash flow deficits of no more than $250 per unit.

The backlog-adjusted cash flow index measures a property’s financial potential to cover all
expenses and physical needs. As part of the study, we compared this potential to properties’ actual
physical condition: Of properties classified as sound, 14% actually had high backlogs exceeding
$3,000 per unit. Despite their financial potential, these properties were failing to keep up with
physical needs. This may indicate management problems rather than financial problems.

Ability to cover ongoing annual accrual of physical needs—Unfunded Annual Accrual. Apart
from any current physical needs backlog, properties continue to accrueadditional physical needs
each year. This study computed each property’s average annual accrual of physical needs, their
future need for repairs and replacements beyond normal maintenance, based on physical inspections
and expected useful lives of property systems. The study also computed unfunded annual accrual,
which is accrual less resources available from annual reserve fund deposits and positive annual net
cash flow. Unfunded accrual measures a property’s ability to cover ongoing annual physical accrual
from expected annual revenues.

» Full annual accrual for the stock averaged around $1,100 per unit per year, with little
difference across assistance categories. Over half of all insured properties would have
sufficient resources from annual revenues to keep up with physical needs
accruals—their unfunded accruals were $0.

* Mean unfunded annual accrual was $225 per unit, which signifies that for the stock as
a whole, physical condition is likely to deteriorate over time.
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» Older assisted and unassisted properties had higher mean unfunded accrual ($288 and
$273, respectively) than did newer assisted ($107) properties.

- Older assisted properties had fewer annual resources for funding accruals than did
newer assisted or unassisted properties—while their annual deposits to replacement
reserves exceeded those of other properties, their net cash flow was much lower.

- Sixty-two percent of older assisted properties could not cover ongoing accruals,
compared with 28 percent of newer assisted, and 52 percent of unassisted properties.

4) Market Scenario Analyses

The discussions above all assumed that properties’ rents, assistance levels, and operations would
continue as in the past. In fact, the stock is in transition, and HUD has already implemented a
number of initiatives that are moving assisted properties closer to market operations. These
initiatives include not only the MAHRAA “mark-to-market” program, but also market ceilings on
annual rent increases for assisted properties, and ceilings on rents for Section 8 contract renewals.

In this section, therefore, we conducted several analyses to examine how the assisted stock would
fare under market operation.

Propert ies’ Current Assist ed Rents Relative to Market Rents
For each property, the study’s market analysts estimated unrestricted local market rent, assuming
that physical backlog were remedied. For the assisted portion of the stock, we compared each

property’s current assisted rent with its estimated market rent.

» Overall, the assisted stock was evenly divided between properties with current assisted
rents above or below estimated market levels.

» Mostolder assisted properties (78 percent) had rents below market, including 38 percent
with rents below 75 percent of market.

- Most older assisted properties have subsidized mortgages that enable (and require)
owners to maintain low, affordable rents.

* In contrast, the vast majority of newer assisted properties (86 percent) had rents at or
above market levels, including 40 percent with rents above 140 percent of market.

- When these properties were developed, assisted rents were often set above market
levels to help promote housing development. Rents have continued to rise annually
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based on HUD’s Annual Adjustment Factor, which often exceeded inflation in
expenses.

Properties’ ability at market rents to cover operations, mortgage pay ments, and
phy sical needs—M arket Scenario C ash Flow Index

We developed a market scenario cash flow index to assess impacts on property finances of
remedying backlogs and moving properties to market rents. In computing market scenario cash
flow we assumed:

rents moved from current assisted rent up or down to market,

vacancies and operating costs moved toward market,

deposits to replacement reserves equaled average annual accrual of physical needs,
backlogs were remedied and financed with 10-year market-rate loans,

full HUD-insured mortgages continued, and

Section 236 properties would pay full debt service and interest reduction payments
would be eliminated.

Using this market scenario cash flow index:

Nearly a third of the assisted stock would have positive annual net cash flow at
market rents. This is a large drop from the current situation with assisted rents, where
60 percent of assisted properties would have positive backlog-adjusted cash flow.

Only 13 percent of newer assisted properties would have positive annual net cash
flow, dueto revenue decreases at market rents. This is a major drop from the current
situation, where 78% would have positive backlog-adjusted cash flow.

Almost half (45 percent) of older assisted properties would have positive annual net
cash flow. Revenue increases at market rents would largely compensate for cost
Increases, particularly debt serviceincreasesfor Section 236 properties. Thisis little
different, in the net, from the current situation, where 48 percent of older assisted
properties would have positive backlog-adjusted cash flow.

This market scenario cash flow index highlights major potential impacts of adjusting rents and
expenses to market levels. In the portion of the stock with current assisted rents above market,
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properties would require substantial expense reductions to remain viable at market. Even with
rents marked down to market, this stock would not be affordable to very low income renters without
continued assistance. The amount of tenant assistance payments would go down, but the need to
provide subsidies would remain.

In the portion of the stock with current assisted rents below market, raising rentsto market would
generally improve properties’ financial and physical prospects, but at the cost of increased HUD
subsidies.

Propert ies’ perf ormance at market rents—Market Scenario D ebt Coverage Ratio

Properties’ performance at market operation can also be examined using a market scenario debt
coverageratio. This indicator measures how well a property can meet all its financial obligations.
A ratio of 1.0 or more indicates that a property can cover all expenses including current and future
physical needs and debt service.

One can compute this ratio from market scenario cash flow simply by adding back the amount of
debt service (yielding net operating income or NOI) and then dividing the result by the amount of
debt service. Dividing NOI by debt service “scales” NOI into fractions or multiples of the debt
service amount. A market scenario debt coverage ratio of one or more means a property can cover
debt service.

Using market scenario debt coverage ratio, we divided properties into three categories:

* Full Coverage—market scenario debt coverage ratio 1.0 or more. A ratio of 1 or
more indicates that a property can cover all expenses including current and future
physical needs and debt service. The higher this ratio, the more secure is the mortgage
and the more financially viable the property.

- Nearly a third of all assisted properties would have full coverage.

- This category includes 45 percent of older assisted and only 13 percent of newer
assisted properties.

» Debt Restructure—market scenario debt coverage ratio 0 to 1.0. A non-negative
ratio smaller than 1 indicates that property revenues can cover operations including
current and future physical needs, but not full debt service. These properties could be
viable at market with partial or full debt reduction under a mark-to-market program.

- Forty-four percent of assisted properties would require debt restructuring to remain
viable.
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- Thiscategory includes nearly a third of older assisted and nearly two-thirds of newer
assisted properties.

Non-Performing—market scenario debt coverage less than 0. A negative ratio
indicates that even in the absence of debt service, a property cannot cover ongoing
operations. The more negative the ratio, the greater the need for ongoing subsidy
beyond debt restructuring.

- Nearly a quarter of older and a quarter of newer assisted properties would be non-
performing, and many may not be cost-effective to subsidize for market rate
operation.

- Nearly half of all non-performing properties would require substantial annual
subsidies of $1,000-or-more per unit in addition to full mortgage write-off to cover
all expenses including backlogs and accruals.

- Many provide worse-than-average environments for residents, based on their current
poor physical condition, low neighborhood quality ratings, and high neighborhood
vacancies (which indicates that market-rate tenants choose to live elsewhere).

- Residents of these properties, who are disproportionately very low income and

Black households, may need assistance to facilitate their relocation to sound,
affordable housing in good neighborhoods.

Xiii



CHAPTER ONE
INTRODUCTION

This study describes the physical, financial, and market condition in 1995 of the stock of
multifamily properties with mortgages insured (or held) by the Federal Housing Administration
(FHA). It also highlights changes in condition since 1989, the year covered by HUD’s first
multifamily stock study.* The study universe of 12,243 properties, home to 1.4 million families,
includes nearly all properties with mortgages that were insured before 1990 and that were still
insured (or held) in 1995. The study excludes properties that were newly insured after 1989,
properties outside the contiguous states, properties in remote rural locations, HUD-acquired
properties, properties with Section 202 direct loans or capital grants for elderly households, and
non-residential, non-rental, or single family properties.

The study universe—the pre-1990 stock—includes both insured properties that receive no HUD
subsidy and those that receive project-based subsidies. For ease of presentation, this report
divides this stock into three “assistance categories:”

Unassisted properties have mortgages insured under any HUD mortgage insurance
program and receive no HUD subsidy—neither rental assistance nor mortgage interest
subsidy. Most unassisted mortgages are insured under the Section 221(d)(4) program.
The study stock includes 2,224 unassisted properties housing over 354,000 families.

Older assisted properties have mortgages insured under any HUD mortgage insurance
program and receive mortgage interest subsidies (under Section 236 or 221(d)(3) Below
Market Interest Rate insurance programs) or rental assistance under the Section 8 Loan
Management Set Aside, Rent Supplement, Rental Assistance Payment, Section 8
Property Disposition, or Preservation programs. They were generally insured between
the late 1960s and mid-1970s. The study stock includes 5,943 older assisted properties
housing over 686,000 families. Nearly 80 percent of these properties receive Section 8
for at least some of their apartment units, with a total of nearly 425,000 Section 8 units.

Newer assisted properties have mortgages insured under any HUD mortgage insurance
program and receive rental assistance under the Section 8 New Construction, Substantial
Rehabilitation, or Moderate Rehabilitation programs. They were generally insured
between the late 1970s and mid-1980s. Most newer assisted properties have mortgages
insured under the Section 221(d)(4) program. The study stock includes 4,076 newer

1 Wallace et al, Assessment of the HUD-Insured Multifamily Housing Sock, 1993.
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assisted properties housing nearly 365,000 families. All of these properties and nearly
344,000 of these families are assisted through Section 8.

The assisted portion of the study stock reflects the full universe of insured properties with
project-based assistance (excepted for the exclusions noted above) because prior to 1989 HUD
stopped insuring new mortgages that were linked with project-based assistance. The unassisted
portion of the study stock does not reflect the current full unassisted stock because HUD has
continued insuring new mortgages on unassisted properties.

The size, importance, and budgetary impacts of the FHA-insured multifamily stock provide the
context for this study. On the one hand, the study stock is a vital housing resource:

» HUD insures the mortgages for this stock of over 12,000 properties, providing homes
for over 1.4 million families.

* Over 10,000 of these properties and over a million families rely on HUD’s assistance
programs.

* Most households living in assisted properties have very low incomes and two-thirds
have annual incomes of under $10,000.

On the other hand, this stock poses potential costs to HUD and local communities:

This stock has over $30 billion of outstanding mortgage principal, a substantial
contingent Federal liability.

» Rental assistance contracts on most assisted properties will expire over the next few
years. Renewals will require significant new commitments of Federal funds.

» Most older assisted properties have affordable below-market rents, but many also
have physical or financial weaknesses that could impair their ability to provide
decent housing.

* Many newer assisted properties have been supported at above-market rents. This
situation, which has been both costly to the government and inefficient for properties,
is being addressed by the Multifamily Assisted Housing Reform and Affordability
Act of 1997 (MAHRAA). The MAHRAA “mark-to-market” program, which will
move assisted rents to market rates, includes provisions to help keep these properties
viable.
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This study is based on physical inspections, assessments of market rents, and secondary data on
a representative national sample of 621 multifamily properties. This sample consists of 504 of
the 570 properties that were included in the 1989 stock study supplemented by 117 additional
properties. To facilitate comparing physical needs and financial condition across properties
having different numbers of units or different sized units, all property revenues and costs are
expressed per “2-bedroom equivalent” unit. To facilitate comparing revenues and costs over
time, all dollar amounts are expressed in 1995 dollars.

The remainder of this chapter presents basic descriptions of the multifamily stock and of
residents in the assisted portion of the stock. Chapter 2 describes the physical condition of the
stock, including physical needs backlogs and annual accrual of physical needs. Chapter 3
assesses the financial condition of the stock, including annual cash flow, reserve accounts, and
Section 8 assistance. Chapter 4 provides an overall measure of property condition that takes into
account both the physical and financial condition. Finally, Chapter 5 describes the market
position of assisted properties.?

Appendices describe sampling procedures (Appendix A), data collection methodology
(Appendix B), and the system used for estimating the physical needs backlog and accrual costs
(Appendix C). The last appendix provides supplementary tables (Appendix D).

1.1 Attributes of HUD-Insured (or Held) Properties

Exhibit 1-1 describes basic characteristics of the stock of multifamily properties with HUD-
insured (or held) mortgages. These data were compiled from HUD computerized data systems
for 19952

» Assistance Category: Overall, 82 percent of the stock was assisted, receiving some
sort of HUD assistance beyond mortgage insurance. Assisted properties contained
over 1 million units and unassisted properties contained over 350 thousand units.

2 Because this study presents the 1995 status of the stock, it does not reflect possible impacts of program activities since 1995 such as
additional funding for Preservation initiatives, lifting of the moratorium on prepayment of older assisted mortgages, sale of HUD-held
mortgages on partially assisted properties, or “mark-to-market” demonstrations.

3 Tests were conducted to determine whether differences between unassisted/assisted and older/newer were statistically significant. Inall
the tables we denote where significance tests were conducted with an “a”. Where distributions were reported, we conducted tests of
specific ranges. For example, looking at the distribution of property sizes we compared the proportion that were below 50 units, and the
proportion above 200 units. In tests of a two-way variable (e.g. family/elderly occupancy) significance of the tested variable also means
significance of the other option. Differences that were significant at the 95 percent confidence level were noted with “**” and those that
were significant at the 90 percent level were noted with “*”. Variables that were tested, but not found to be different, have an “a” next
to the variable name or range, but no “*” or “**”.  The formula used for calculating significance between the mean values between two
groups “x” and “y” was the was t =(Mean, - Mean,)/square root [(Se,)*+(SE,)]. If t>1.645 the difference is significant at the 90 percent
confidence level. If t >1.96 the difference is statistically significant at the 95 percent confidence level.
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Exhibit 1-1
ATTRIBUTES OF THE HUD-INSURED MULTIFAMILY HOUSING STOCK

Total Assisted
Characteristic Total
Unassisted Assisted Older Assisted Newer Assisted

Sample Properties 621 81 540 364 176

Total Properties 12,243 2,224 10,019 5,943 4,076

Percent of Total Properties 100% 18% 82% 59% 41%
Number of Units 1,405,240 354,083 1,051,157 686,309 364,848

Percent of Total Units 100% 25% 75% 65%" 359%"

Property Size—Number of Units

<50 Units® 17% 6%** 19% 17% 22%
50-99 Units 35% 31% 36% 32% 43%
100-199 Units 36% 42% 35% 39% 29%
>=200 Units* 12% 21%* 10% 13%* 6%
Mean # of Units® 115 159** 105 115** 90
Median # of Units 96 120 88 100 76

Unit Size—Number of Bedrooms

<2.25 br? 80% 98%* 76% 73%* 80%
>=2.25 br 20% 2% 24% 27% 20%
Mean Unit Size (brs)? 1.7 1.6 1.8 1.8 1.7

Designated Occupancy Type

Family® 75% 88%** 72% 80%** 61%

Elderly/disabled 25% 12% 28% 20% 39%
Sponsor Type

Non-profit/coop? 18% 4%** 21% 35%** 2%

Limited Dividend 40% 6% 48% 62% 26%

For Profit* 42% 90%** 31% 3%** 72%

Production Method
New Construction/ Subrehab? 87% 86% 87% 89% 84%

Existing 13% 14% 13% 11% 16%
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ATTRIBUTES OF THE HUD-INSURED MULTIFAMILY HOUSING STOCK

Exhibit 1-1 (continued)

Characteristic Total
High Rise® 26%
Walk-up 44%
Single-Family Attached® 31%
Pre-1970° 5%
1970-1979 55%
1980 or Later? 40%

Total Assisted
Unassisted Assisted Older Assisted = Newer Assisted
Building Type
28% 25% 18%** 35%
56% 42% 47% 33%
16%* 33% 35% 32%
Mortgage Start Year
5% 5% 99%** 0%
43% 57% 86% 15%
52%* 37% 5%** 85%

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.
**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

& Significance test conducted.

b Qlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note: Sums may not add to 100% due to rounding.
Source: HUD FOMNS and MIDLIS systems, 1995 Physical Inspections.

- Fifty-nine percent of assisted properties were older assisted, receiving HUD
assistance through interest subsidies (Section 236 or Section 221(d)(3)BMIR) or
rental assistance (Section 8 Loan Management Set Aside (LMSA), Rent
Supplement/Rental Assistance Payments (RAP), Preservation, or Property
Disposition Section 8).

- Forty-one percent of assisted properties were newer assisted, receiving assistance
through the Section 8 New Construction or Substantial Rehabilitation programs,

or in a few cases, the Section 8 Moderate Rehabilitation program.*

» Property Size: Assisted properties had 105 units on average; 10 percent had 200 or
more units, and 19 percent had fewer than 50 units. Older assisted properties tended
to be larger than newer assisted properties, but smaller than unassisted properties.
Older assisted properties had 115 units on average compared with 90 units in the

4 All tables show the stock total; then unassisted/assisted which total to the stock total; then older assisted/newer assisted, which total to

the assisted stock total.
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newer assisted portion of the stock and 159 units in the unassisted portion of the
stock.

Unit Size: Unassisted properties had smaller units (fewer bedrooms) than did
assisted properties. Only two percent of unassisted properties had an average unit
size of 2.25 or more bedrooms, with an overall average unit size of 1.6 bedrooms.®
In contrast, 24 percent of assisted properties had average unit sizes of 2.25 or more
bedrooms, and the overall average size was 1.8 bedrooms. Older assisted properties
included more properties with an average size of at least 2.25 bedrooms (27 percent)
than did newer assisted properties (20 percent).

Occupancy type: Unassisted properties were more likely to have been designated for
“family occupancy” at mortgage origination (88 percent) than were either older
assisted (80 percent) or newer assisted (61 percent) properties.®

Sponsor type: Nearly all unassisted (96 percent) and newer assisted (98 percent)
properties had profit-motivated or limited-dividend owners. In contrast, 35 percent
of the older assisted stock was owned by non-profit entities.

Production Method: The predominant production method across all assistance
categories was new construction or substantial rehabilitation (87 percent). The
remaining 13 percent were insured as part of the purchase of an existing property.

Building Type: In both unassisted and older assisted properties the predominant
building type was walk-up (56 percent and 47 percent, respectively). Newer assisted
properties, however, were nearly equally split among high rise (35 percent), walk-up
(33 percent), and single-family attached (32 percent).

Mortgage Start Year: Most of the HUD-insured stock was insured in 1970 or later.
Mortgages of unassisted properties are spread roughly equally across the 1970s and
1980s. Many of the oldest FHA mortgages have already matured or been prepaid.
Mortgages of the vast majority of older assisted properties (86 percent) were insured
between 1970 and 1979, while those of newer assisted properties (85 percent) date
primarily from 1980 onward.

For this study we defined properties with at least 2.25 bedrooms on average per unit as being able to house large families. For calculating
average unit size, studios were treated as “0" bedroom units.

The figures regarding designated occupancy type at origination are from HUD’s MIDLIS system. They differ from the actual tenant
characteristics reported in TRACS, which was the source for Exhibit 1-2.
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1.2 Tenants in Assisted Properties

The assisted stock provides an important source of housing for low-income families and elderly
households. Virtually all of the households living in these properties had very-low or low-
incomes and on average one third of households were headed by the elderly. HUD assistance
plays a crucial role in maintaining these units as affordable housing.

Tenant characteristics for residents in the assisted portion of the stock were obtained from
HUD’s Tenant Rental Assistance Certification System (TRACS), which tracks tenant
characteristics in assisted HUD-insured properties.” This chapter of this report excludes
residents of unassisted properties because HUD has no data on residents of unassisted properties.

Exhibit 1-2 presents 1995 characteristics of tenants by assistance category.

» Race and Ethnicity: The racial and ethnic composition of properties was similar in
newer and older assisted properties. On average, 58 percent of residents were white,
37 percent were black, and most (89%) considered themselves non-Hispanic
regardless of race.

* Household Size: Newer assisted properties had a higher proportion of single person
households (49 percent) than did older assisted properties (39 percent). This is
consistent with the higher portion of elderly residents in the newer assisted stock.

» Elderly and Disability Status: A higher proportion of households in newer assisted
properties were classified as elderly—40 percent compared with 28 percent in older
assisted properties. In both types of properties about 11 percent of households were
classified as handicapped.

* Income Distribution: Nearly all residents of assisted housing had low incomes
(below 80 percent of local median for their household size).

- Newer assisted properties had a higher proportion of residents with very low
incomes (below 50 percent of local median for their household size) (95 percent)
than did older assisted properties (67 percent).

- In absolute dollars, 90 percent of residents in newer assisted properties, and 80
percent of residents in older assisted properties, had annual incomes below
$15,000.

7  Datawere received on 460 of the 540 assisted properties (150 newer assisted and 310 older assisted). These represent 8,536 of the 10,019
assisted properties in the study universe. Income, household size and elderly/handicap status of the remaining properties were imputed
based on assistance category and occupancy type. Race and ethnicity were imputed based on assistance category, occupancy type and
characteristics of the property’s neighborhood.
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e Source of Income: While about a fourth of households received some public
assistance, residents of older assisted properties were more likely to be working (39
percent) than residents of newer assisted properties (23 percent). Conversely,
residents of newer assisted properties were more likely to receive Social Security or
Supplemental Security Income (55 percent) than were residents of older assisted
properties (42 percent). This is consistent with older assisted properties having a
higher proportion of working age residents.

» Tenant Paid Rents: As shown above most residents in assisted housing have very
low incomes. The local Fair Market Rent (FMR) is one commonly used proxy for
moderate priced rental units. In nearly all assisted properties (96 percent) tenant paid
rents were below 75 percent of the local FMR.

Exhibit 1-2
TENANT CHARACTERISTICS IN ASSISTED HUD-INSURED MULTIFAMILY HOUSING

All Assisted Assise psssed
Total Properties 10,019 5,943 4,076
Percent of Total Properties 100% 59% 41%
Race
White ? 58% 57% 60%
Black 37% 37% 37%
Native American 1% 1% 1%
Asian 4% 5% 3%
Ethnicity
Hispanic ? 11% 12% 9%
Non-Hispanic 89% 88% 91%
Household Size
1 Person ? 42% 39%* 49%
2 Person 25% 26% 22%
3 Person 17% 17% 16%
4 + Person 16% 17% 13%
Other Demographic Characteristics
Percent Elderly ? 33% 28%** 40%
Percent Disabled * 11% 10% 12%
Income Distribution
Under $5,000 18% 17% 18%
$5,000-<$10,000 48% 43% 55%
$10,000-<$15,000 19% 20% 17%
$15,000-<$20,000 8% 9% 6%
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Exhibit 1-2 (continued)
TENANT CHARACTERISTICS IN ASSISTED HUD-INSURED MULTIFAMILY HOUSING

. Older Newer
All Assisted Assisted Assisted
Total Properties 10,019 5,943 4,076
Percent of Total Properties 100% 59% 41%
Income Distribution (Continued)
$20,000-<$25,000 3% 4% 2%
$25,000+ 4% 6% 1%
Other Income Characteristics
Very low income (<50% of median)? 78% 67%** 95%
Low income (<80% of median) 20% 31% 5%
Not low income (>80% of median) 1% 2% 0
Percent with some public assistance 24% 25% 24%
Percent with some SS/SSI income ? 47% 42%** 55%
Percent with some wage income 2 32% 39%** 23%
Tenant Paid Rents/ Local FMR
< 0.25° 28% 16%** 45%
0.25 - <05 47% 53% 38%
0.5 - <0.75 21% 27% 11%
075 - <1 3% 4% 2%
1+ 2% 0% 5%

* Difference between older/newer assisted significant at the 90% level.
**Difference between older/newer assisted significant at the 95% level.
@ Significance test conducted.

Note:  Column sums may not add to 100% due to rounding.

Source: HUD TRACS, FMR data, financial data.

1.3 Neighborhoods of HUD-Insured (or Held) Properties

Characteristics of the local neighborhood may be as important to residents’ quality of life as
characteristics of the property itself. This section describes dimensions of the neighborhoods in
which multi-family properties with HUD insured (or held) mortgages are located:

* Neighborhood characteristics
* Neighborhood conditions

* Neighborhood demographics
* Neighborhood trends

* Neighborhood vacancy rates
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Neighborhood Characteristics

We obtained information on neighborhood characteristics from windshield surveys conducted
for this study and from the U.S. Census. The same inspectors who inspected properties’ physical
condition also surveyed property neighborhoods using a structured windshield survey instrument,
tabulating key information such as land use, type of residential structure, age of most of the
residential structures, and type of construction. Central city status was obtained from U.S.
Census files on Central City tracts and MSA status.

Neighborhoods where insured properties were located differed little across assistance categories
(Exhibit 1-3):

» LandUse: Across all assistance categories, properties’ neighborhoods were primarily
residential—at least 66 percent of the land was in residential use.

» Residential Structure Type: On average, about half of residential structures in these
neighborhoods were single-family homes. Large multifamily structures, (22 percent
of residential structures on average) were the second most common structure type.

» Construction Type: Construction type was also similar across assistance categories,
with almost half of residential buildings being wood structures.

» Residential Property Age: Unassisted properties, compared with assisted properties,
tended to be located in neighborhoods with newer buildings. On average, 70 percent
of residences in neighborhoods of unassisted properties were built after 1961,
compared with 50 percent in neighborhoods of assisted properties. In addition, one
quarter of the properties in the neighborhoods of assisted properties were built prior
to 1945 compared with only 11 percent in neighborhoods of unassisted properties.

» Central City Status: Overall, most properties (90 percent) were located in
metropolitan statistical areas (MSAs). Older assisted properties were more likely to
be located in central city portions of MSAs (46 percent) than were either newer
assisted (38 percent) or unassisted properties (36 percent). Newer assisted properties
were more likely to be located in non-MSA locations (14 percent) than were older
assisted (9 percent) or unassisted properties (5 percent). It is important to note that
this study understates the portion of all properties in non-MSA areas because the
study universe was limited to properties in MSAs and adjacent non-MSA counties
thereby excluding insured properties in rural areas remote from MSAs.
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Exhibit 1-3
NEIGHBORHOOD CHARACTERISTICS
FOR THE HUD-INSURED MULTIFAMILY HOUSING STOCK

— Total Assisted
Unassisted Assisted Older Newer
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%"
Land Use
Residential® 66% 69% 66% 66% 66%
Commercial 21% 22% 21% 19% 22%
Industrial 5% 3% 5% 6% 4%
Institutional 6% 5% 6% 6% 6%
Other 2% 1% 2% 3% 2%
Residential Structure Type
Single-Family Detached® 49% 47% 49% 49% 50%
Garden/Row/Townhouse 14% 16% 14% 16% 12%
Multifamily 2-4 Units 7% 6% 7% 7% 7%
Multifamily 5-10 Units 8% 5% 9% 9% 8%
Multifamily > 11 Units 22% 26% 21% 19% 23%
Construction Type
Wood Frame 46% 43% 47% 48% 44%
Masonry 34% 30% 34% 32% 38%
Mixed 20% 27% 19% 20% 18%
Residential Property Age
Pre-1945 23% 11% 25% 23% 28%
1946-1960 24% 19% 25% 25% 25%
1961- Present® 53% 70%** 50% 52% 47%
Central City Status®
MSA - Central City* 42% 36% 43% 46%* 38%
MSA - Not Central City 48% 59% 46% 45% 47%
Non-MSA? 10% 5%* 11% 9%* 14%

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

@ Significance test conducted.

® Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent 41 % of assisted
properties and 33% of the universe.

¢ The study universe excluded non-MSA areas that are remote from MSAs, thereby understating slightly the portion of non-MSA properties
in the full stock.

Note: Sums may not add to 100% due to rounding.

Source:  Inspector Windshield Survey and Special Census Tabulation on Central City Status.
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Neighborhood Conditions

Neighborhood condition of the HUD-insured (or held) stock is summarized in Exhibit 1-4. Data
on neighborhood conditions were compiled from the study’s Inspector Windshield Survey and
Market Valuation Summary. For the Inspector Windshield Survey, inspectors rated each
neighborhood on several dimensions such as condition of streets and curbs, street maintenance,
owner housekeeping, and general condition of housing. For the Market Valuation Summary,
market analysts obtained a description of the neighborhood economy from discussions with local
real estate professionals.

» Unassisted properties were much more likely to be located in neighborhoods having
an economy rated “high” (43 percent) by the market analysts than were assisted
properties (11 percent). Conversely, unassisted properties were much less likely to
be in neighborhoods having a “depressed economy” (2 percent) than were assisted
properties (20 percent).

e Across all the dimensions, the inspectors rated the neighborhood conditions of
unassisted properties as “better” than those of the assisted properties. Across most
quality characteristics, about ninety percent of the neighborhoods of unassisted
properties were related as “good” or “excellent”, compared with about three fourths
of neighborhoods of assisted properties.

* More than half of the neighborhoods of unassisted properties were judged to be of
“better quality” or “much better quality” than were other neighborhoods in the local
housing market. On the other hand, assisted properties were more likely to be in
neighborhoods judged to be of “poorer quality” or “much poorer quality” than were
other neighborhoods in the local housing market (38 percent).

Neighborhood conditions of newer and older assisted properties were described as similar to
each other.
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Exhibit 1-4
NEIGHBORHOOD CONDITIONS FOR THE HUD-INSURED MULTIFAMILY HOUSING STOCK
Total Assisted
Total ) .
Unassisted Assisted Older Newer
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%P
Description of Neighborhood Economy
Depressed® 17% 2%** 20% 21% 18%
Average 38% 35% 39% 39% 40%
High? 17% 43%** 11% 11% 11%
Mixed 28% 20% 30% 29% 31%

General Condition of Housing

Sound Condition?® 68% 83%** 64% 64% 65%
Minor Deterioration 24% 14% 26% 27% 26%
Major Deterioration 6% 2% 7% % 6%

Dilapidated/Abandoned® 2% 1%** 3% 2% 3%
Condition of Streets/Curbs
Excellent/Good® 80% 93%** 7% 76% 78%
Fair/Poor 20% 7% 23% 24% 22%

Street Maintenance

Excellent/Good? 80% 96%** 7% 78% 76%
Fair/Poor 20% 4% 23% 22% 24%

Owner Housekeeping
Excellent/Good® 76% 93%** 2% 71% 74%

Fair/Poor 24% 7% 28% 29% 26%

Quality as Residential Neighborhood
Excellent/Good® 67% 90%** 62% 63% 61%

Fair/Poor 33% 10% 38% 37% 39%

Comparison of Neighborhood with Other Residential Areas in Local Housing Market

Better or Much Better Quality® 24% 51%** 19% 17% 20%
About Average Quality 43% 38% 43% 44% 43%
Poor or Much Poorer Quality? 33% 11%** 38% 39% 3%

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

& Significance test conducted.

b QOlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note: Sums may not add to 100% due to rounding.

Source: Inspector Windshield Survey and Market Valuation Summaries.
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Demographic Characteristics

Demographic data for the neighborhoods of HUD-insured properties were obtained from the
1990 Census at the census tract level. Property neighborhoods differed between unassisted and
assisted properties, but not between newer and older assisted properties. Exhibit 1-5 presents
the following demographic information for property neighborhoods:® °

Race/Ethnicity: On average, insured properties were located in neighborhoods that
were 63 percent white non-Hispanic, 24 percent black non-Hispanic, and 4 percent
other non-Hispanic groups. The average neighborhood percentage of Hispanic
households regardless of race was 9 percent.

Unassisted properties were generally in neighborhoods with higher concentrations
of white non-Hispanic residents (77 percent) than were assisted properties (60
percent).

Income Distribution: Unassisted properties tended to be located in areas with higher
incomes ($40,492 area median income) than were assisted properties ($28,273 area
median income) (1990 Census figures reported in 1995 dollars). This difference held
both in terms of absolute income levels and in terms of income relative to the
metropolitan area median.

In neighborhoods where unassisted properties were located, 39 percent of households
earned more than the local area median income', compared with 28 percent in
neighborhoods where assisted properties were located. At the other end of the
income distribution, only 33 percent of households in neighborhoods where
unassisted properties were located had incomes below 50 percent of the local
median, compared with 45 percent of households in neighborhoods where assisted
properties were located.

10

All Census dollar values were inflated to 1995 dollars using the CPI for Urban Consumers. (i.e. multiplied by 153.4/126.1= 1.2173, the
CPI-U for the end of 1995 divided by the CPI-U for the end of 1989) and then rounded to the nearest $1000. For example, the 1990
Census ranges for income distribution include “0 - $9,999". On average across the stock neighborhoods 25 percent of households fell
into that income category. “0 - $9,999) translates into $12,172 in 1995 dollars (9999 x 1.2173), which gets rounded to $12,000. Thus
the bottom income range in the table was “0-$12,000) and included 25% of households in the neighborhoods of the insured stock.

In later chapters of this report, we use the Housing Component of the CPI as the inflation factor, because we are dealing with housing costs
and rents. Here, since the overall income distribution is used, the overall CPI is preferred.

The source for the neighborhood characteristics in the 1990 Study was the 1980 Census, thus there are reported differences in
neighborhood characteristics across the two studies.

As computed by HUD Office of Policy Development and Research based on 1990 Census data.
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e Poverty: The portion of the population with incomes below the poverty level was
lower in neighborhoods of unassisted properties (13 percent) than in neighborhoods
of assisted properties (23 percent).

» Other Demographic Characteristics: Average household size was slightly lower in
neighborhoods where unassisted properties were located (2.5 versus 2.6).

» Households in neighborhoods of assisted properties were also less likely than those
of assisted properties to be headed by women (12 percent versus 19 percent) or the
elderly (19 percent versus 22 percent).

» Insured properties were located in neighborhoods that averaged 45 percent owner
occupants. Neighborhoods of unassisted properties had the highest proportion of
owner occupants (49 percent) and neighborhoods of older assisted properties had the
lowest proportion (42 percent).

Trends in the Neighborhoods

As part of the process of determining the market value of the HUD-insured properties, the
study’s market analysts discussed with local real estate professionals the kinds of changes that
were occurring in the neighborhoods. These neighborhood changes are presented in Exhibit 1-6.

* Neighborhoods of most assisted and unassisted properties were expected to either
“stay the same” (58 percent) or “improve” (37 percent). Five percent of
neighborhoods with assisted properties were expected to “decline” compared with
1 percent of neighborhoods of unassisted properties.

o Fifty-eight percent of the neighborhoods of the unassisted properties were
experiencing new construction, compared with only 32 percent of the neighborhoods
of assisted properties. On the other hand, significant rehabilitation was reported
more often in neighborhoods of assisted properties (32 percent) than in those of
unassisted properties (26 percent).

* Neighborhoods of assisted properties were more likely to be showing evidence of
disinvestment (17 percent) than were those of unassisted properties (1 percent).

1-16









CHAPTER TWO
PHYSICAL CONDITION OF
HUD-INSURED (OR HELD) PROPERTIES

This chapter presents measures of the physical condition of the stock of multifamily properties
with HUD-insured (or held) mortgages. Two primary measures are discussed. Section 2.1
describes the 1995 backlog of physical needs in the stock. Section 2.2 describes the annual
accrual of future repair and replacement needs.

2.1 1995 Backlog of Physical Needs

A property’s physical condition (physical needs backlog) was measured by the cost of repairs and
replacements beyond ordinary maintenance required to restore all systems to original working
condition. Property systems still in good working order (requiring “no action”) by definition,
had no associated costs.

Trained inspectors evaluated the condition of all physical systems in each property and
determined, for each property element, the action level (if any) needed to restore that element to
original working condition. Forexample, a severely deteriorated window might require an action
of “replacement.” A computerized costing routine then calculated the cost of correcting defects
by multiplying the quantity and action levels for the property by a standardized set of unit costs.
Thus, for windows needing replacement, the number of windows in the property needing
replacement was multiplied by the cost of replacing a window of the appropriate type and size.

The inspection protocol included observing conditions of 119 mechanical, electrical, and
architectural systems, organized by major property elements (site, building, or unit). The 119
specific systems were combined into 17 major system groups for costing and reporting purposes.
The systems and their groupings are presented in Exhibit 2-1. For each system, the inspector
judged and recorded the level of remedial action.

As with the 1990 Study, the A.M. Fogarty Company supplied the per-unit costs for each of the
repair and replacement items.! Property costs were then multiplied by location-specific
adjustment factors to obtain the local cost of repair needs for each property. Using the same data
sources (described in Appendix B) and costing procedures (described in Appendix C) helped to
assure the consistency of cost comparisons between the 1989 and 1995 outcomes.

1  The cost file was also reviewed by three external experts, and all costs were considered reasonable.
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Inthis report, to permit comparing costs across properties having different numbers of units, each
property’s costs were expressed on a “per-unit basis”. Furthermore, to permit comparisons
across properties having different sized units (since a property of predominantly efficiency units
will have lower costs per unit than an otherwise identical property of 3-bedroom units), all
property-level costs were normalized on the basis of unit square footage, using each property’s
“2-bedroom equivalent” rather than its actual number of units. This serves to normalize data for
comparisons across assistance categories that have different unit-size mixes. Throughout this
report when per-unit values are presented, they are actually per 2-bedroom equivalent unit.?

All tables in the chapters of this report present data on a “per 2 BR equivalent unit” basis at the
property level. In other words, the text tables answer questions such as what is the average
backlog per 2-bedroom unit across all properties. In contrast, Appendix Exhibit D-1 presents
key statistics on a “per 2-bedroom unit” basis for the stock asawhole. Exhibits in that appendix
answer questions such as what is the average (per 2-bedroom unit) backlog across all (2 bedroom
equivalent) unitsin the stock (which is calculated as the sum of the backlog across all properties
divided by the total number of 2 bedroom equivalent units across all properties).

For ease of reference, we present physical needs backlog in four categories defined relative to
the median backlog for the stock as a whole, which was $1,452 per unit. These categories are
descriptive, not normative, and clearly other breaks could have been used.

* Lowbacklog: Under $1,500 per unit. These properties have below median backlogs.

* Moderate backlog: $1,500 to $3,000. These properties have up to twice the median
backlog.

» High backlog: $3,000 to $7,500. These properties have up to 5 times the median
backlog.

2 This normalization is not a perfect solution because it may overstate costs and revenues in properties having a preponderance of smaller sized
units. The per 2-bedroom rent and costs in small units often exceed those in large units because of certain fixed elements. For example,
efficiency apartments bear a higher per square foot cost of kitchens and bathrooms. However, considering the two alternative normalization
approaches—dividing by number of units or by number of 2-bedroom equivalent units—uwe felt that the latter introduced less bias. The number
of “2 bedroom equivalent” units (2BR) was calculated by dividing the total square feet of living space by 844. This was the national average
square footage of a 2 bedroom unit in the 1990 Study. For consistency we used the same number in the current study. The estimated numbers
of 2BR units and actual units by assistance category are as follows:

Number of 2-bedroom Number of

Equivalent Units Actual Units
Unassisted 350,815 354,083
Older Assisted 643,468 686,309
Newer Assisted 319,714 364,848
Total 1,314,026 1,405,240
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Exhibit 2-1
SYSTEM GROUPS AND KEY SYSTEMS INSPECTED

Site Areas—Ilandscaping, roadways, parking, paved pedestrian areas, curbing, fencing, retaining wall, site
drainage, pole mounted site lighting.

Site Amenities—site furniture, yards and enclosures, dumpsters, pool, tennis courts, basketball courts.
Site Distribution Systems—emergency generator, site electrical distribution, hot water distribution, domestic

hot& cold water lines, main water service, gas lines, site sanitary lines, septic system, sewage ejectors,
hydrants.

Building Mechanical & Electrical—heating risers, gas distribution, sanitary distribution, fire sprinkler
system, sump pump, compactors, switchgear, building wiring, emergency lights, building smoke detector,
communication system.

Building Heating & Cooling—central vent/exhaust, central air conditioning, furnace, boiler, boiler room
piping, boiler room equipment, boiler room controls.

Building Elevators—shaftways, shaftway doors, cabs, machinery.
Building Exterior Closure—foundation, slab, exterior wall, insulation.
Building Roofs—roof covering, parapet wall, chimney, roof hatches, skylight, roof drainage.

Building Windows & Doors—windows, window security grates, exterior common doors, unit entry doors,
storm/screen doors.

Building Exterior Features—canopies, exterior stairs, building mounted site lights, fire escapes, balconies,
porches, decks, sheds.

Building Common Areas—uVestibules, corridors, stairways, interior lights, mail facilities.

Unit Interior Construction—interior walls-partitions (excluding kitchen and bathroom), floor sub-base.

Unit Interior Finishes—interior walls-surface, floor covering, interior doors & frames, kitchen walls,
kitchen floor, bathroom walls, bathroom floor.

Unit Kitch en Fixtures—~kitchen cabinet/counter, range and hood, refrigerator, garbage disposal, dishwasher,
microwave, trash compactor.

Unit Bathroom Fixtures—bathroom fixtures, bathroom accessories, vanities.

Unit Heating & Cooling—HVAC units, radiation, boiler (unit level), furnace (unit level), temperature
control, wall air conditioner.

Unit Electrical—electrical panel, electrical wiring, bell/intercom, smoke detector.
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* Very high backlog: $7,500 or more. This category includes the group of properties
(11 percent) with the highest backlogs of physical needs.

Exhibit 2-2 shows the backlog of physical needs for the full multifamily housing stock by
assistance category. Exhibit 2-3 shows this information graphically. The exhibits show that:

» The total physical needs backlog for the stock was $4.17 billion, $3.6 billion of
which was in assisted properties.

The mean backlog over all properties was $3,236 per unit—more than twice the
median, and as will be discussed later, nearly three times the average annual
accrual of physical needs. The mean backlog was highest in assisted properties,
averaging $3,638 and lowest in unassisted properties, averaging $1,427. The
mean backlog was not statistically different between older and newer assisted
properties ($3,929 and $3,214 respectively). These means are far above the
actual backlog for most properties because a small portion of the stock has very
high backlogs.

The median backlog over all properties was $1,452 per unit. Median backlogs
for the individual assistance categories followed the same pattern as did the
means, with older assisted properties being in worst condition (median $2,096)
followed by newer assisted (median $1,324) and unassisted ($545) properties.

* As noted above, about half of the stock had backlogs that were defined as
low—under $1,500 per limit. This level of physical need does not seem problematic,
since it is within the normal cycle of accumulation of physical needs in a property.

The proportion of unassisted and newer assisted properties with low backlogs (66
percent and 65 percent respectively) was considerably higher than the proportion
of older assisted properties with low backlogs (42 percent).

Thirteen percent of the stock had virtually no backlog of physical needs (under
$10 per unit). Unassisted properties were more likely to have no backlog.
Twenty-one percent of the unassisted stock had no backlog. Fewer older assisted
properties had no backlog (8 percent) than did newer assisted properties (15
percent).
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Exhibit 2-2
PHYSICAL CONDITION—BACKLOG OF PHYSICAL NEEDS
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted
Characteristic Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%°
Distribution of Backlog of Physical Needs
Low Backlog® 51% 66%0** 47% 42%** 65%
<$10 13% 21% 11% 8% 15%
$10 to < $500 15% 27% 13% 14% 11%
$500 to < $1,000 12% 6% 13% 11% 16%
$1,000 to < $1,500 11% 12% 10% 9% 13%
Moderate Backlog® 19% 22% 19% 17% 21%
$1,500 to < $2,000 8% 11% 8% 7% 9%
$2,000 to <$2,500 6% 5% 6% 5% 7%
$2,500 to <$3,000 5% 6% 5% 5% 5%
High Backlog® 19% 7%** 22% 26%** 16%
$3,000 to < $4,000 7% 5% 7% 8% 6%
$4,000 to < $5000 5% 0% 7% 8% 5%
$5,000 to < $7,500 7% 2% 8% 10% 5%
Very High Backlog? 11% 4% 13% 15%** 9%
$7,500 to < $10,000 3% 2% 3% 4% 1%
$10,000 to < $15,000 5% 1% 6% 7% 3%
$15,000 to < $20,000 1% 0% 2% 2% 1%
> $20,000 2% 0% 3% 2% 4%
Statistics on Backlog of Physical Needs
Mean? $3,236 $1,427** $3,638 $3,929 $3,214
Standard Error 203 255 240 276 430
Median $1,452 $545 $1,661 $2,096 $1,324

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

# Significance test conducted.

® Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent 41 % of assisted
properties and 33% of the universe.

Note: Column sums may not add to 100% due to rounding.

Source: 1995 Physical Inspection Data and Costing Programs.

2-5



Chapter 2: Physical Condition of HUD-Insured (or Held) Properties

100%

80%

60%

40%

20%

Source:

Exhibit 2-3
BACKLOG DISTRIBUTION BY LEVEL
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Very High

]

Total Unassisted Older Assisted Newer Assisted

Exhibit 2-2

Nineteen percent of the properties had moderate backlogs of $1,500-$3,000 per unit
—up to about twice the median and about three years’ accrual.

- There was no significant difference in the incidence of moderate backlog across
assistance categories.

Another 19 percent of the stock had high backlogs of $3,000-$7,500 per unit. This
level likely indicates problems in the property that will affect residents, marketability
of the property and ultimately the financial viability of the property.

- High backlogs were most common in older assisted properties (26 percent) and
least common in unassisted properties (7 percent).

About 10 percent of the stock had very high backlogs of over $7,500 per unit. These
properties are likely not providing adequate housing to residents.

- Fifteen percent of older assisted properties had very high backlogs, including 4
percent with over $15,000 backlogs per unit.
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- Nine percent of newer assisted properties had very high backlogs, including 5
percent with over $15,000 backlogs per unit.

- Over 4 percent of unassisted properties had backlogs over $7,500 per unit, and
none had backlogs over $15,000.

Components of Physical Needs Backlogs

Exhibit 2-4 shows how backlogs were distributed over major property elements (site, building,
or unit) and over 17 major system groups. Looking at the three major property elements, most
of the backlogs (54 percent) were attributed to unit-level systems, followed by building systems
(31 percent) and sites (14 percent). The distribution of physical needs across property elements
was similar across all assistance categories.

Looking at the 17 system groups:

» The largest component of backlog need was Kitchen Fixtures (23 percent of total
backlog). Kitchen Fixtures, which include cabinets, counters, ranges, and
refrigerators, are subject to a high level of resident use and rapid wear.

» Thesecond largest component of backlog need was unit Interior Finishes (21 percent
of the total backlog). Interior Finishes, largely surface elements such as wall and
ceiling surfaces and interior doors, are also subject to a high level of resident use and
more rapid wear than most systems.

» The third largest component of backlog need was site areas (12 percent of backlog),
which include landscaping, roadways, and other paved areas.

The distribution of costs by system group varied little across assistance categories.

Unit interior finishes and kitchen fixtures were also the two largest cost components in 1989
(their shares were 37 percent and 14 percent respectively).

Costs Associated with Health and Safety Systems

The effect of a property’s physical backlog depends on the systems affected and the repairs and
replacements required. Backlogs that are in systems that directly affect resident health and
safety—such as interior construction, heating and cooling, and building mechanical systems—are
of special concern. The immediate threat to resident safety is diminished to the extent that the
needed repairs are in systems that are more cosmetic, such as site amenities or interior finishes.
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Exhibit 2-4
DISTRIBUTION OF BACKLOG OF PHYSICAL NEEDS BY SYSTEM GROUP?
Total Assisted
Characteristic Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%"
Site Costs 14% 15% 14% 15% 14%
Site Areas 12% 13% 11% 12% 11%
Site Amenities 3% 2% 3% 3% 3%
Site Distribution 0% 0% 0% 0% 0%
Building Costs 31% 36% 31% 31% 30%
Mechanical & Electric 1% 1% 2% 2% 1%
Heating & Cool 3% 5% 3% 3% 3%
Elevators 0% 0% 0% 0% 0%
Exterior Closure 6% 10% 5% 5% 6%
Roofs 7% 10% 7% 6% 7%
Windows & Doors 8% 5% 8% 10% 5%
Exterior Features 2% 1% 2% 2% 2%
Common Areas 4% 5% 4% 3% 4%
Unit Costs 54% 49% 55% 54% 56%
Interior Construction 1% 0% 1% 1% 0%
Interior Finishes 21% 18% 22% 21% 23%
Kitchen Fixtures 23% 26% 23% 21% 25%
Bath Fixtures 5% 3% 5% 5% 5%
Heating & Cooling 3% 1% 3% 4% 1%
Electrical 1% 1% 1% 1% 1%
Total 100% 100% 100% 100% 100%
Mean $3,236 $1,427 $3,638 $3,929 $3,214

@ Percents are calculated only for properties with backlog greater than 0.

b Qlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note: Column sums may not add to 100% due to rounding.

Source: 1995 Physical Inspection Data and Costing Program.
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For the purposes of this study, we identified the subset of the system groups that are most likely
to affect residents’ health and safety:

e Unit Interior Construction

* Unit Bathroom Fixtures

» Unit Heating and Cooling

e Unit Electrical

» Building Heating and Cooling

» Building Mechanical and Electrical

The mean and median backlog costs for these health and safety systems are shown in Exhibit 2-5.
The backlog associated with health and safety systems was about a fifth of the total backlog
regardless of assistance category. Therefore, in absolute dollars, health and safety backlogs were
highest in older assisted properties (mean $850 per unit), followed by newer assisted properties
(mean $592), and unassisted properties (mean $273).

As with total backlogs, health and safety backlogs were concentrated in only a portion of the
stock. This is illustrated by the median health and safety backlogs: half of all properties had
health and safety backlogs of $65 or less, and even for the worst case, half of all older assisted
properties had health and safety backlogs of $150 or less.

It is important to note that health and safety backlogs provide the cost to remedy associated
problems, but do not reflect the degree of health and safety risk. A particular electrical problem
might be almost cost-free to remedy, but could cause serious injury or death; while a particular
plumbing problem might be very costly to remedy, but cause no more than inconvenience to
residents.

Comparing health and safety backlogs over time, we find that while the dollar cost of health and
safety backlogs increased by 46 percent between 1989 and 1995 (in constant 1995 dollars)?, the
relative share of total backlog due to health and safety systems decreased by 20 percent over
this period. This decrease in the percent of all physical needs that are due to health and safety
systems can be attributed primarily to the change in the relative distribution of backlog of
physical needs between unit-level and non unit-level systems from 1989 to 1995. Most health
and safety systems are unit level systems. In 1989, unit level systems accounted for 59 percent
of the total backlog, whereas in 1995 these systems accounted for only 55 percent of the total
backlog.

3 Backlog costs for 1989 were inflated by 1.1986 (the Housing Component of the Consumer Price Index) to express them in 1995 dollars. The
next section of this report discusses change over time in general.
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Exhibit 2-5
BACKLOG OF PHYSICAL NEEDS FOR HEALTH & SAFETY SYSTEMS
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted
Characteristic Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%" 41%"
Mean Total Backlog $3,236 $1,427 $3,638 $3,929 $3.214

(All Property Systems)
Backlog for Health and Safety Systems

Mean? $659 $273** $745 $850* $592
Standard Error 66 97 77 101 119
Median $65 $0 $105 $150 $72

Health & Safety as a % of
Total Backlog 20% 19% 20% 22% 18%

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

2 Significance test conducted.

b Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Source: 1995 Physical Inspection Data and Costing Program.

Changes in the Physical Condition of the Stock

One of the most significant, but expected, findings of this study is that the physical condition of
many HUD-insured properties has gotten worse between 1989 and 1995. Property owners and
managers were apparently not keeping up with accruing physical needs. Even after controlling
for inflation, the mean backlog of physical needs across the stock rose by over 60 percent
between 1989 and 1995. As described below, while mean backlog increased across all categories
of properties, the increase was most dramatic in newer assisted properties.*

Exhibit 2-6 presents indicators of change in the mean, median and distribution of physical needs
backlogs between 1989 and 1995. These numbers differ slightly from those in Exhibit 2-2
because they were computed using the “comparison sample”—the 504 properties that were
common to both the 1989 sample of 570 properties and the 1995 sample of 621 properties.
Relying on the comparison sample eliminates the possibility that changes in the estimated

4 Property-level physical condition data was not intended to be measured with sufficient precision to provide property-level estimates.
Therefore, we only compare changes in the means and distribution at the level of assistance category.
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backlog of physical needs result from using different properties. All numbers were weighted to
reflect the stock of properties that was still insured in 1995.°

Across the entire stock, mean backlog rose by $1,176, or 62 percent, as measured in
constant 1995 dollars. The increase was greatest, however, in the newer assisted
stock.

Backlog was lowest in unassisted properties in both years. Between 1989 and
1995, their mean backlog rose by less than $500, or about 50 percent.

Backlog was highest in older assisted properties in both years. Between 1989 and
1995, their mean backlog rose by nearly $1,100, or 40 percent.

Mean backlog rose most dramatically in newer assisted properties by over
$1,700, or nearly 160 percent.

Across the stock as a whole, the portion of properties with moderate or high backlogs
increased. The portion of properties with low backlogs (under $1,500 per unit)
decreased from 63 percent to 49 percent. The portion with moderate backlogs
($1,500 to $3,000 per unit) increased from 15 percent to 21 percent. The portion
with high backlogs ($3,000 to $7,500 per unit) increased from 17 percent to 21
percent. The properties with very high backlogs ($7,500 or more per unit) doubled,
going from 5 to 10 percent of the stock. This pattern of change followed in each of
the assistance categories:

From 1989 to 1995, the portion of unassisted properties with low backlogs (<
$1,500 per unit) declined from 81 percent to 67 percent. In contrast, the
proportion with moderate backlogs more than doubled from 9 percent to 22
percent. The proportion with high or very high backlogs stayed nearly constant
at 7 percent and 4 percent respectively.

The overall reported differences in backlog reflect both changes in actual property condition and changes in several system definitions and

costs (beyond controlling for inflation). Unit cost estimates for repairing some systems increased since 1989 and decreased for others.
Definitions of actions associated with some systems changed as well. As shown in a separate analytic memorandum, the reported change
in mean backlog appears to be a true result of deterioration in condition rather than a result of changes in specific cost components.
Comparing the mean backlog in 1989 with the calculated mean using 1989 condition and the 1995 cost files shows that the changes in costs
had almost no effect on the estimated mean backlog. The mean backlog in 1989 was $1,882 per unit. Using the 1995 cost file and 1989
condition yields an overall mean backlog of $1,876.
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Exhibit 2-6
COMPARISON OF BACKLOG OF PHYSICAL NEEDS BETWEEN 1989 AND 1995
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)
BASED ON COMPARISON SAMPLE OF 504 PROPERTIES COMMON TO ‘89 AND ‘95 STUDIES

Total Assisted
Total Older Newer
Unassisted Assisted Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
% of Properties 100% 18% 82% 59%° 41%°

Mean Backlog of Physical Needs
1995 $3,058 $1,427 $3,420 $3,845 $2,800
1989 $1,882 $960 $2,086 $2,769 $1,091

Median Backlog of Physical Needs

1995 $1,551 $545 $1,823 $2,280 $1,390
1989 $787 $117 $982 $1,580 $373
Percentage of Properties with Backlog of Physical Needs < $1,500
(Low Backlog)
1995 49% 67% 45% 44% 52%
1989 63% 81% 59% 56% 75%

Percentage of Properties with Backlog of Physical Needs $1,500 to $3,000
(Moderate Backlog)

1995 21% 22% 21% 19% 24%
1989 15% 9% 17% 18% 15%

Percentage of Properties with Backlog of Physical Needs $3,000 to $7,500
(High Backlog)

1995 21% 7% 24% 28% 18%
1989 17% 7% 19% 25% 9%

Percentage of Properties with Backlog of Physical Needs $7,500 or more
(Very High Backlog)

1995 10% 4% 11% 14% 7%

1989 5% 3% 6% 9% 1%

& Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.
Note: Measures presented in this table may differ slightly from those presented elsewhere in this report because they are
computed using the comparison sample subset of the full sample.
Source: 1995 Data: 1995 Physical Inspection Data and Costing Program.
1989 Data: 1990 Study Analysis File, with dollar amounts inflated to 1995 dollars.
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- From 1989 to 1995, the portion of older assisted properties with low backlogs
decreased from 56 percent to 46 percent, while the portion with high or very high
backlogs each increased slightly. 1n 1995, 28 percent of older assisted properties
had high backlogs versus 25 percent in 1989, the properties with very high
backlogs rose from 9 to 14 percent. The portion with moderate backlogs stayed
stable.

- Shifts in the distribution of backlogs of newer assisted properties were most
dramatic, as might have been surmised from examining the large increase in
means. From 1989 to 1995, the portion with low backlogs fell from 75 percent
to 52 percent. At the same time, the portion with moderate backlogs increased
from 15 percent to 24 percent and the portion with high backlogs doubled from
9 percent to 18 percent. The properties with very high backlogs rose from 1 to
7 percent.

2.2 Projected Future Physical Needs - Physical Needs Accrual Costs

A property’s physical need accruals indicate its expected need for resources in the future.
Physical needs accruals are estimates of the average annual costs over the next 20 years (1996
to 2015) to cover expected ongoing repairs and replacements beyond ordinary maintenance. As
with backlog costs, accrual costs were computed based upon inspectors’ examination of the age,
quantity, and condition of each observable system. For each system a set of standardized costs
was applied, incorporating timing information based on the system’s remaining useful life (or
required action interval in the case of systems, such as interior walls, which need periodic
refurbishment of framing and plasterboard rather than full replacement).

Each property system was assigned an expected useful life (or required action interval) and an
accrual action.

» Useful life (or action interval) is the expected age when a system must be replaced
or overhauled because it has worn out or is approaching failure.

» Accrual action is the level of repair or overhauling the system requires at the end of
its useful life or at its action interval.

Appendix Exhibit C-5 shows expected useful lives and accrual actions for all systems.
For example, a unit boiler is expected to last 25 years and the associated accrual cost is the cost

of a new boiler. Some items are not expected to wear out, but will need periodic major action.
For these items, the “expected life” is the action interval, and the accrual cost is the repair cost.
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For example, brick chimneys or walls are not expected to wear out at any known interval, but
every 25 years must have the mortar joints raked out, repointed, and be waterproofed. The
associated accrual cost is the cost of raking, repointing, and waterproofing.

For most systems, inspectors recorded system age as part of their on-site inspections. For other
systems, the study assigned system age equal to the age of the buildings. To prevent double-
counting of a property’s physical needs, age was set to zero for any system that needed
replacement or major overhaul as part of the remediation of the physical needs backlog. In other
words, for computing accrual, the study assumes that the physical needs backlog was fully
remedied at the end of 1995.°

The study’s accrual costing program determined, for each of the next 20 years, whether the
observed system would reach the end of its useful life that year (based on its expected useful life
and on the system age), and if so, added the repair/replacement cost to the accrual total for that
year. Short-lived systems, such as storm-doors in family-occupied properties, could undergo
more than one replacement over the 20 years.

As shown in Exhibit 2-7, the mean annual accrual cost over the next 20 years was $1,104 per
unit, with a median of $1,031 (expressed in 1995 dollars). As can be seen, 46 percent of all
properties are expected to have average annual accrual needs under $1,000 per unit with another
41 percent between $1,000 and $1,500 per unit per year. There was no significant difference in
the mean annual accrual or the distribution across assistance categories.”®

6  Specifically, we assume that if a “moderate”, “major” or “replace” action is required to remedy the physical needs backlog, then the system
age is reset to zero. Exceptions to this rule are pole mounted lighting, emergency generators, hot air furnaces, sheds, porches, and decks
where only major or replace actions reset the system age to zero.

7  The accrual cost estimates developed for this study are somewhat higher than other estimates, such as those developed by Ernst & Young
and presented in a May, 1996 slide presentation to HUD. In Abt Associates’ consultations with external experts it became clear that practice
regarding accrual cost estimation is very varied. Practices range from including only large non-routine expenses such as roof repairs, to
inclusion of all capital expenditures, which is what this study does. Given the rules of inclusion for accrual, the outside experts all agreed
the study’s accrual cost estimates were reasonable.

8  Abt Associates’ annual accrual estimates computed for this study relied on slightly different assumptions regarding useful lives and accrual
actions compared with the 1989 estimates. The changes in assumptions did not cause statistically significant differences in the estimates.
This was tested as follows. For the comparison sample of 504 properties, the stock-wide estimate of average 20-year annual accrual was
$1,057 in 1989 (expressed in 1995 dollars) using the 1989 estimation approach. Using the 1995 methodology but with the 1989 data yields
an estimate of $1,145, which is not statistically different. The 1995 accrual estimate for the comparison sample was $1,098.
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Exhibit 2-7
PROJECTED AVERAGE ANNUAL ACCRUAL OF PHYSICAL NEEDS OVER 20 YEARS
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted
Characteristic Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%" 41%"
Average Annual Accrual
<$500 2% 0% 2% 3% 0%
<$500 to <$999 44% 35% 46% 46% 45%
$1000 to <$1499 41% 48% 39% 38% 40%
$1500 to <$1999 12% 15% 11% 11% 12%
$2,000 or more 2% 2% 2% 3% 2%
Statistics on Annual Accrual
Mean? $1,104 $1,206 $1,081 $1,075 $1,090
Standard Error 16.3 457 17.2 22.2 27.1
Median $1,031 $1,151 $1,016 $1,002 $1,025

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.
**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.
& Significance test conducted.

b Qlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note: Column sums may not add to 100% due to rounding.
Source: 1995 Physical Inspection Data and Costing Program.
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CHAPTER THREE
FINANCIAL CONDITION OF
HUD-INSURED (OR HELD) PROPERTIES

This chapter examines properties’ financial condition in terms of their net cash flow and reserve
funds. The chapter presents annual net cash flow, including sources of income, nature of
expenditures, and changes between 1989 and 1995; and ability to cover physical needs backlog
with property reserve funds and to cover annual physical needs accrual with cash flow. This
chapter also examines the role of Section 8 assistance in supporting assisted properties. As in
the chapter on physical needs, we present all financial information in 1995 dollars on a per 2-
bedroom equivalent unit basis to allow comparisons across properties of different sizes (unit
counts) and unit compositions (distribution of units by bedroom counts).

3.1 Annual Net Cash Flow

Annual net cash flow is a key indicator of a property’s viability, showing the extent to which it
is meeting ongoing obligations. Specifically, annual net cash flow (before income taxes) shows
the degree to which a property can cover current operations and routine maintenance, mortgage
debt service, and annual deposits to its replacement reserve fund (to cover future physical
replacements). Positive annual net cash flow is also requisite for making distributions to
owners—i.e., owners receive distributions only after all other costs are covered.

A property’s annual net cash flow equals its revenues less expenses. For unassisted properties,
the primary revenue source is apartment rents paid by residential tenants. By contrast, for
assisted properties, subsidies paid by HUD often equal or exceed tenant-paid rents. Other
revenue sources may include commercial rent, financial revenue (such as interest income from
reserve accounts), or forfeited tenant deposits. Property operating expenses include operating
and maintenance costs, debt service, and deposits to the replacement reserve account.

For this report we define annual net cash flow as:

1. Weighted average of property revenue over most recent three years

2. Minus Weighted average of total operating expenses over most recent three years

3. Minus Weighted average deposits to replacement reserve account (maximum of
actual and required deposit) over most recent two years
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4. Minus Mortgage debt service (including interest and principal on mortgage and any
supplementary loans and operating loss loans) and mortgage insurance premium.
Where:

1. The 3-year weighted average of property revenues includes actual rental income
(potential rent less vacancy losses) from tenant paid apartment rents and tenant
assistance payments plus any commercial or financial income." A weighted average
over the most recent 3 years was used, with the more recent years receiving higher
weights.? By averaging over 3 years, the measure focused on long-term revenue
flows in a property, and reduced the effect of one-time outliers. The application of
a higher weight to more recent years incorporated trends into the measure.

2. The 3-year weighted average operating expenses equals the sum of the cost
components reported in the project financial statements—administrative expenses,
utility expenses, operating and maintenance expenses, and tax and insurance
expenses.’

3. The 2-year weighted average of deposits to the reserve for replacement account
equals the maximum of actual deposits as reported on the annual financial statements
and required deposits, either as reported on the annual financial statements or
computed as 0.5 percent of the original mortgage amount.*

1  Total Revenues come from HUD form 92410. The Total Revenue line from the form was adjusted when it appeared that tenants paid their
own utilities. In order to have comparable income and expense numbers across properties, we added in utility costs to both the revenue and
expense sides when it appeared, based on the value of utilities in the utility expense line that tenants paid their own utilities. Adjustments
were based on the average cost per square foot reported in the 1996 IREM Income/Expense Analysis reports by receipt of assistance, region
and building type. Financial data came from several sources. HUD supplied us with Annual Financial Statement files for 1993 - 1995. The
1993 and 1994 files contained more complete information (including reserves). We also obtained information from HUD’s Data Warehouse
for 1992 - 1994, and from backup HUD tapes for 1992-1994. Interest Reduction Payments (IRPs) in Section 236 properties are not reflected
on form 92410. IRPs therefore, are not reflected in reported total revenues.

2 For properties with three years (or more) of data, the most recent data received a weight of 0.5, the second most recent year 0.3 and the third
most recent 0.2. When four years of data were available, only the most three years were used. For properties with two years of data, the
most recent data received a weight of 0.6 and the oldest year a weight of 0.4. For properties with only one year of data, the weight was 1.
For the properties that were missing financial data, values were imputed based on median values by assistance category and building type.
HUD data files were fairly complete. For example, 354 sample properties had four years of total revenue data, 186 had three years, 53 had
two years, 16 had one year, and 12 had no financial data. For other financial variables the coverage was similar. The most recent year of
available data was 1995, for which 354 properties had at least some financial data.

3 Line 6200 and 6300 from HUD form 92410 for administrative expenses, Line 6400 for utilities, Line 6500 for operating and maintenance,
and Line 6700 for taxes and insurance. As discussed above, for consistency across properties, utility expenses were adjusted when it
appeared that tenants paid their own utilities for their apartments.

4 As of 1968 the required deposits to the replacement reserve account were 0.6 percent of the total replacement costs of structure for new
construction properties, and 0.4 percent of the mortgage amount for rehab properties. Information on deposits to the reserve for replacement
account were apparently not entered into HUD’s automated data systems. These data are only available for 1993 and 1994, in the Annual
Financial Statement file provided by HUD. 563 properties had information for both years, 38 for one year, and 20 provided no information.
Where two years of data were available the weights were 0.6 for the more recent year and 0.4 for the earlier year. For about 64 percent of
properties the actual amount was used. For 9 percent, the reported required amount was used, and for 27 percent, .5 percent of the mortgage
was used.
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4. Debt service was computed from the mortgage amount, term and interest rate.  As
computed here, debt service also includes payments for supplementary loans and
operating loss loans.® Mortgage insurance premium (0.5 percent of the outstanding
principal balance) was added to the debt service costs for all properties except those
insured under Section 236 or Section 221(d)(3) BMIR (which pay no insurance
premium). Section 236 properties make debt service payments based on a 1 percent
interest rate, with HUD making the remaining debt service payments (interest
reduction payments, or IRP) directly to the mortgagee. Therefore, IRP amounts are
not included here as either property income or expenses.

Property Revenues

Exhibit 3-1 shows the components of annual revenue by assistance category. All data are
presented in 1995 dollars.® Total revenues include rent revenues, tenant assistance payments,
commercial, financial and *“other” revenues, net of vacancy losses. The exhibit shows that:

» For all HUD-insured properties, mean annual revenues were $7,646 per 2-bedroom
unit, with a median of $6,541.

* Mean revenues for unassisted properties ($7,978) were about midway between
revenues for older assisted ($5,868) and newer assisted ($10,057) properties.

» Tenant paid rents accounted for nearly all revenues (96 percent) in unassisted
properties. The balance came from commercial or financial income.

» Tenant paid rent accounted for a much smaller portion of revenues in assisted
properties—56 percent in older assisted properties and only 26 percent in newer
assisted properties. Almost all of the balance came from tenant assistance payments.

- Older assisted properties’ receiving higher average tenant paid rents ($3,287)
than newer assisted properties ($2,593) is consistent with the higher tenant
incomes in older assisted properties.

- Conversely, in newer assisted properties, mean tenant assistance payments
($7,448) were significantly higher than those in older assisted properties
($2,576). This difference resulted from three factors: First, all newer assisted

5  Our sample included 4 properties that received operating loss loans (which are generally provided at or near the time of origination) and 21
properties that received Section 241 supplementary loans at some point after origination.

6  All values were converted to 1995 dollars using the CPI for Urban Consumers for Housing (1992 = 138.5, 1993 = 142.3, 1994=145.4, and
1995 = 149.7).
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Exhibit 3-1
COMPONENTS OF PROPERTY REVENUES
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted
Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%" 41%"

Total Revenues (Net of Vacancies)

Mean? $7,646 $7,978 $7,572 $5,868** $10,057
Standard Error 156 562 144 150 279
Median $6,541 $6,363 $6,663 $5,183 $9,128

Tenant Paid Rents

Mean? $3,846 $7,632** $3,005 $3,287** $2,593
Standard Error 121 584 84 89 161
Median $3,213 $5,976 $2,791 $3,186 $2,124

Tenant Assistance Payments®

Mean? $3,730 $0** $4,558 $2,576** $7,448
Standard Error 103 0 127 137 239
Median $3,083 0 $3,868 $2,310 $7,106

Vacancy Loss (As a Percent of Rent Revenue)

Mean? 3.12% 5.76%** 2.53% 3.37%** 1.30%
Standard Error 0.015 0.0059 0.0014 0.0022 0.001
Median 1.78% 4.50% 1.47% 2.28% 0.91%

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

& Significance test conducted.

b Qlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

¢ Tenant Assistance Payments include only Section 8 assistance, and do not include interest reduction payments (IRP) on
subsidized and below market interest rate loans. If IRPs were included as tenant assistance payments, the average tenant
assistance payment across all older assisted properties would be $3,171, and total revenues would average $6,462. As
reported in this table, Tenant Assistance Payments are the average over all units, and not the average over all assisted units.

Source: Annual Financial Statements for 1992 - 1995.
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properties received Section 8 assistance compared with only 79 percent of
older assisted properties (many of which had only assisted mortgages).
Second, on average, a higher percentage of units received rental assistance in
newer assisted properties (which usually had assistance for nearly all units)
than in older assisted properties (which were more likely to have partial rental
assistance). Third, property rents (and total revenues) were much higher in
newer assisted than in older assisted properties.’

* Vacancy losses were low across all categories of insured properties, averaging 3.12
percent (with a median of 1.78 percent).

- Mean vacancy losses were highest in unassisted properties (5.76 percent) and
lowest in newer assisted properties ( 1.3 percent). Extremely low vacancy
rates are expected in assisted properties because project-based assistance
helps them attract and retain lower-income renters.

Property Expenses

Exhibit 3-2 shows the components of total property expenses. Total annual expenses (including
operating expenses, replacement reserve deposits and debt service) averaged $7,052 per year.

» Mean expenses were highest in newer assisted properties ($8,952), lowest in older
assisted properties ($5,585), and midway between the two in unassisted properties
($7,491).

 These differences in annual expenses across assistance categories resulted primarily
from differences in debt service costs— $3,760 in newer assisted properties, $2,930
in unassisted properties, and only $859 in older assisted properties. The difference
in debt service costs reflects both the timing of the loans—newer assisted properties
generally have higher mortgage principal and interest payments—and the below
market interest rates provided to most of the older assisted properties.?

* Operating expenses differed little across assistance categories, averaging $4,540 per
unit per year. Asin 1989, however, newer assisted properties had higher operating
expenses ($4,928) than did either older assisted ($4,349) or unassisted properties
($4,338).

7 Inthis analysis interest reduction payments (IRPs) for the Section 236 properties were excluded both from revenues and expenses. If IRPs
were included in tenant assistance payments the average tenant assistance payment across all older assisted properties would be $3,171 per
unit rather than $2,576. Total revenues in older assisted properties would then average $6,462 per unit.

8  Asindicated above, IRPs were excluded from both revenues and expenses. Had IRPs been included in expenses, debt service in older
assisted properties would have averaged $1,454 per unit instead of $859, and total expenses would have averaged $6,179.
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Annual Net Cash Flow

Exhibit 3-3 brings together revenues and expenses to display annual net cash flow which equals
revenues less operating expenses, replacement reserve deposits, and debt service.

Exhibit 3-3
FINANCIAL CONDITION—ANNUAL NET CASH FLOW
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted
Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%"
Negative Net Cash Flow? 25% 25% 25% 35%** 13%
<-$1,000 3% 9% 2% 3% 1%
-$1,000 to <-$500 4% 6% 4% 6% 1%
-$500 to < -$250 6% 6% 5% 6% 4%
-$250 to <$0 12% 4% 14% 19% 7%
Positive Net Cash Flow ? 75% 75% 75% 66%0** 87%
$0 to <$250 17% 10% 19% 26% 7%
$250 to <$500 15% 14% 15% 16% 15%
$500 to <$1,000 16% 17% 16% 12% 22%
$1,000 to <$2,500 20% 27% 18% 10% 30%
$2,500 or more 7% 7% 7% 2% 13%
Statistics on Annual Net Cash Flow
Mean? $594 $487 $617 $283** $1,105
Standard Error 74 341 49 47 98
Median $388 $521 $347 $162 $742

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

@ Significance test conducted.

b Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note:  Column sums may not add to 100% due to rounding.
Source: Calculated from Financial Data.
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Annual net cash flow averaged $594 per unit. However, there were substantial differences in
cash flow across assistance categories. Newer assisted properties were in the best financial
condition, older assisted properties were in the worst, and a significant minority of unassisted
properties had extremely weak cash flow:

* In newer assisted properties mean annual net cash flow was $1,105 (median $742).

- Eighty-seven percent of newer assisted properties had positive annual net cash flow,
including over 40 percent with more than $1,000 per unit.

- On the negative cash flow end, only 1 percent had annual cash flow deficits worse
than $1,000, and another 1 percent had cash flow deficits between $500 and $1,000.

* Inunassisted properties mean annual net cash flow was $487 (median $521).

- Three quarters of unassisted properties had positive annual net cash flow, including
over 30 percent with more than $1,000 per unit.

- However, 9 percent had annual cash flow deficitsworse than $1,000, and another 6
percent had cash flow deficits between $500 and $1,000.

» Older assisted properties, in the worst financial condition, had mean annual net cash flow
of $283 (median $162).

- Over one third (35 percent) of older assisted properties had negative annual net cash
flow.

- Three percent had annual cash flow deficitsworse than $1,000, and another 6 percent
had cash flow deficits between $500 and $1,000.

Change in Cash Flow Since 1989

In this section, we examine changes in the stock’s financial condition between 1989 and 1995,
using average annual net cash flow as the indicator of financial condition. Then, we analyze the
components of revenue and expenses to identify the sources of change in cash flow between the
two periods. The numbers differ slightly from Exhibit 3-3 because this analysis is based on the
comparison sample of 504 properties that were common to both the 1989 and 1995 studies. All
data were weighted to reflect the universe of properties that were still insured in 1995, and all
1989 dollars were inflated to 1995 based on the change in the CPI over this interval.’

9  We have adjusted the 1989 data for inflation using an adjustment factor of 1.1986, which is based on changes in the housing component of
the CPI from 1989 to 1995.
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For the stock as a whole, financial condition improved, with mean annual net cash flow
increasing by 34 percent (from $444 to $594) and median by 56 percent (from $232 to $362),
all in constant 1995 dollars. The proportion of properties with negative cash flow dropped from
30 percent to 25 percent while the proportion with very high positive cash flow increased from
19 percent to 27 percent.

Unassisted properties had the biggest improvement in financial condition. Mean cash
flow more than tripled (from $158 to $487) and the median increased by more than
ninefold (from $57 to $521). The proportion of properties with negative cash flow
dropped (from 44 percent to 25 percent) while the proportion with high or very high
positive cash flow increased (from 34 percent to 52 percent).

Older assisted properties had only a small increase (6 percent) in mean cash flow (from
$265 to $281), but a doubling in median cash flow (from $69 to $144). The improved
median is due to a moderate decrease in the proportion of properties with negative cash
flow (from 39 percent to 33 percent) and larger increase in properties with high or very
high positive cash flow (from 16 percent to 26 percent).

Newer assisted properties had almost a 30 percent increase in mean cash flow (from $859
to $1,110), but little change in median cash flow. This change reflects a mixed pattern
across properties— a sizeable increase in the proportion of properties with very high
cash flow coupled with a smaller increase in properties with negative cash flow and
small reductions in the proportion of properties in the middle categories.

Exhibit 3-5 shows the property-level change in net cash flow, adjusted for inflation. It shows
how financial condition changed for individual properties.'

Overall, 37 percent of properties experienced a decrease in net cash flow from 1989 to
1995, while 63 percent saw an increase.

- A greater proportion of assisted properties than unassisted properties experienced
decreases in cash flow (39 percent vs. 30 percent).

- Among assisted properties, older and newer assisted properties showed similar
patterns of change in cash flow.

A greater proportion of unassisted than assisted properties experienced large changes in
cash flow (increases or decreases of $800 or more).

10 Asnoted in Chapter 2, property-level physical condition data was not intended to be measured with sufficient precision to provide reliable
property-level change estimates. In contrast, the financial data are based on actual data and thus, property-level change in financial
condition can be analyzed.
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Changes in Components of Revenues and Expenses

In this section, we examine changes in the components of income and expenses to better
understand the changes in cash flow. Exhibit 3-6 shows the percentage change in the mean
values of components of revenues and expenses across all properties between 1989 and 1995."

EXHIBIT 3-6
CHANGES IN COMPONENTS OF REVENUE AND EXPENSES BETWEEN 1989 AND 1995
(%’s =CHANGE UP OR DOWN IN COMPONENT MEAN, MEASURED IN 1995 DOLLARS)
BASED ON COMPARISON SAMPLE OF 504 PROPERTIES COMMON TO ‘89 AND ‘95 STUDIES

Total Assisted
Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
% of Properties 100% 18% 82% 59%? 41%?
Total Revenues (net of vacancies)
% Change ‘89-’95 5% 6% 4% 7% 2%
Tenant-Paid Rents
% Change ‘89-"95 -10% 5% -16% -10% -26%
Tenant Assistance Payments
% Change ‘89-’95 37% N/A 38% 44% 22%

Vacancy Loss (As a Percent of Rent Revenue)
% Change ‘89-"95 -1% -27% 8% 10% 1%

Total Annual Expenses
% Change ‘89-"95 3% 2% 4% 7% -1%

Operating Expenses
% Change ‘89-795 14% 19% 13% 11% 16%

Replacement Reserve Deposit, max (actual, required)
% Change ‘89-"95 16% 4% 18% 29% 0%

Total Debt Service (including MIP, supplementary loans, and op loss loans) per 2 BR*
% Change ‘89-"95 -16% -16% -17% -16% -17%

& Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.
* This decrease in constant 1995 dollars reflects the fact that debt service, in current dollars, generally remained constant.
Source: 1995 data: Annual financial statement data for 1992-1995.
1989 data: 1990 Study Analysis File.

11  Percent changes were calculated using the comparison sample of 504 properties common to both the 1989 and 1995 studies. The mean
values for 1989 and 1998 across all properties were compared (both expressed in 1995 constant dollars).
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Revenues

Across the entire stock, average revenues rose (in real terms) by 5 percent between 1989 and
1995. This reflects two, quite different patterns in unassisted and assisted properties.*

* In unassisted properties, a small increase in tenant-paid rents (5 percent) and a larger
decrease in vacancy losses (27 percent) produced a six percent increase in total revenues.

» Inassisted properties, a large increase in tenant assistance payments (38 percent) more
than offset a decrease in tenant paid rents and an increase in vacancy losses, to produce
a modest 4 percent increase in total revenues.

- In newer assisted properties the decrease in tenant paid rents was dramatic. Mean
tenant paid rents decreased by 26 percent, likely reflecting a decrease in real incomes
among residents in these properties. In older assisted properties, tenant-paid rents
decreased by 10 percent.

- The percentage increase in tenant assistance payments was twice as high in older
assisted as in newer assisted properties. This difference may reflect the addition in
older properties of more assisted units through the Section 8 LMSA and Preservation
programs, and not just increased assistance per unit.

Expenses

Average total expenses stayed nearly the same over the period, increasing (in real terms) by 3
percent. This is a result of expense increases (primarily in operations) being largely offset by
decreases in the real cost of debt service. Debt service payments dropped substantially in real
terms, even though remaining constant in nominal dollars, because of the 20 percent inflation
factor used to express 1989 expenses in 1995 dollars.

» Unassisted properties experienced only a two percent increase in expenses. This resulted
from a decrease in debt service (16 percent) nearly offsetting a large increase in operating
expenses (19 percent) and a small increase in deposits to the reserve for replacement (4
percent).

» Older assisted properties experienced a 7 percent increase in total expenses, resulting
from the decline in real debt service (16 percent) offsetting most of the increase in
operating expenses (11 percent) and in replacement reserve deposits (29 percent).

12 We have recalculated 1989 values to exclude interest reduction payments (IRPs) in the Section 236 properties. In the 1990
study report IRPs had been included as part of the revenue and debt service. This recalculation permits comparison
between 1989 and 1995 revenues and expenses.
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» Newer assisted properties actually experienced a one percent drop in total expenses
because a 17 percent real drop in debt service more than offset a 16 percent increase in
operating expenses.

In summary, the stock as a whole showed a moderate increase in cash flow, with a decrease in
the number of properties with negative cash flow and an increase in properties with high or very
high positive cash flow. Nearly two-thirds of properties saw an increase in cash flow. The
stronger cash flow was the result of increased total revenues (from HUD’s providing higher
tenant assistance payments in assisted properties and from reduced vacancy loss in unassisted
properties) which outweighed modest increases in expenses (resulting from higher operating
expenses less lower debt service).

Unassisted properties experienced the strongest increase in cash flow, reflecting a large decrease
in the percentage of properties with negative cash flow and a large increase in properties with
high positive cash flow. Seventy percent of unassisted properties experienced increased cash
flow. The higher cash flow resulted from an increase in revenues from higher tenant-paid rents
and lower vacancy losses, which more than offset a small increase in expenses.

Older assisted properties saw a small increase in mean cash flow, reflecting a moderate decrease
in the number of properties with negative cash flow and an increase in properties with high or
very high cash flow. The increased average cash flow was the result of higher revenues from
higher tenant assistance payments, which offset higher expenses.

Among newer assisted properties, mean cash flow increased moderately, with 62 percent of
properties showing an increase in cash flow. However, the number of newer assisted properties
with negative cash flow also increased. The increased average cash flow resulted from increased
revenues—increased tenant assistance payments more than offset large decreases in tenant
rents—and decreased expenses from lower real debt service.

3.2 Resources Available to Fund Physical Needs Backlog and
Annual Physical Needs Accrual

Having adequate reserves for capital repairs and replacements is important to a property’s long-
term viability. This section examines the size of a property’s reserve fund balances relative to
its backlog of physical needs. Properties may have resources available for major repairs and
replacements in three categories of accounts:

* Reserve for Replacement. All HUD-insured (or held) properties are required to

establish and fund a reserve for replacements account. This is their primary resource for
funding major repairs and replacements.
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» Special-Purpose Reserves. Some properties have established painting or other special-
purpose reserve accounts. Few properties in our sample reported special-purpose
reserves.

* Residual Receipts Accounts. Owners thatare either non-profit or limited-dividend for-
profit owners are required to deposit some or all profits— *“non-distributable surplus
cash”—into residual receipts accounts. This may also apply to other owners who have
received Flexible Subsidies or are operating under a mortgage workout. While residual
receipts accounts are not reserves for the property, HUD may require owners to
contribute residual receipts funds (if any) for repairs in the case of physically deteriorated
properties.

Exhibit 3-7 shows available balances in these funds.™

» For most properties, the replacement reserve was the primary source of funds available
to cover physical needs backlogs, with an average balance of $1,303 per unit. Average
balances in assisted properties ($1,424 per unit) were nearly double those in unassisted
properties ($755).

» Residual receipts accounts are required in only about a third of the assisted stock.
Therefore, while the mean balance for all assisted properties is only $206 per unit, for
properties subject to distribution restrictions this amount may be significant.

» Few properties reported any special reserves, so the mean for this category is not listed
separately in Exhibit 3-7. However, for particular properties, special reserves may be a
significant resource, and are included in “Total Reserves” in the exhibit.

» Total reserve balances averaged $1,643 per unit. As expected, given that most reserves
were in the reserve for replacement account, the pattern for total reserves is similar;
average total reserves for assisted properties ($1,831) were more than double those of
unassisted properties ($797).

Low reserve balances in themselves may not indicate problems, for example, in low-backlog
properties that have just used reserves to complete major repair programs. Problems may be
indicated, however, in properties having both low reserves and high physical needs backlogs; or
those having significant backlogs and yet available reserves. (This second situation may indicate
management problems.) It is important, therefore, to examine reserves in conjunction with
backlogs.

13 The values for all reserve balances were obtained using the most recent year of data available from the Annual Financial Statement file
provided by HUD. Data on residual receipts were available only for 1993 and 1994.
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EXHIBIT 3-7
RESOURCES FOR COVERING PHYSICAL NEEDS—PROPERTY RESERVES
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted
Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%"

Reserve for Replacement Balance

Mean? $1,303 $755** $1,424 $1,327* $1,565
Standard Error 55 97 64 83 101
Median 882 $456 $1,065 $994 $1,171

Residual Receipts

Mean? $206 0** $252 $247 $260
Standard Error 32 0 128 50 62
Median 0 0 0 0 0
Percent >$0 27% 0 31% 38% 18%

Total Reserves

Mean? $1,643 $797** $1,831 $1,766 $1,924
Standard Error 75 97 89 119 131
Median $1,129 $479 $1,293 $1240 $1,363

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

& Significance test conducted.

b Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Source: Annual Financial Statements.
We present two indicators of properties’ financial ability to cover physical needs backlogs:
» Backlog Coverage Ratio. This ratio compares a property’s available resources with its

physical needs backlog. We define available resources as the sum of any amount by
which the reserve for replacement balance exceeds two years’ worth of annual reserve
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deposits,** plus residual receipts balance, plus special reserve balances. The coverage
ratio equals available resources divided by the backlog cost.

Unfunded Backlog. This is the total backlog reduced by available resources (as defined
above).

Exhibit 3-8 shows the backlog coverage ratio for the insured stock. A large proportion of the
stock had insufficient resources to cover their backlog needs.

The majority of properties (64 percent) across all assistance categories had
insufficient resources to cover their physical needs backlogs.

- Thisincludes 13 percent of properties with backlogs and no available resources, and
30 percent of properties with insufficient resources to cover even a quarter of their
backlogs.

- The problem was most severe in older assisted properties (69 percent insufficient
resources) and least severe in newer assisted properties (57 percent).

Thirty-six percent of the stock had sufficient resources to cover their backlogs,
including 13 percent with no backlogs, and 23 percent with positive backlogs, but
with sufficient resources.

- Whilethe proportion of properties with sufficient resources was similar in unassisted
and assisted properties the reasons were different. In unassisted properties, 21
percent had no backlog, and 15 percent had backlogs but sufficient resources. In
contrast, in assisted properties, only 11 percent had no backlog and 24 percent had
backlogs with sufficient resources.

- Twenty-seven percent of newer assisted properties had backlogs and sufficient
resources, as did 22 percent of older assisted properties. Fifteen percent of newer
assisted properties had no backlog as did 8 percent of older assisted properties.

Ability to cover backlogs has declined since 1989. The proportion of the stock with
sufficient resources fell from 45 percent in 1989 to only 35 percent in 1995.

- Driving this decreased ability to cover backlogs was the dramatic increase in
backlogs (See Section 2.1 above) rather than a decrease in resources. On average,

14

Retaining two years’ worth of deposits is in keeping with HUD’s general loan servicing practices. Had we instead assumed that properties
could use their entire reserves, it would have added only a small amount on average and made little difference in most properties’ ability
to cover their backlogs.
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available resources increased by over 40 percent, but backlogs increased by over 60
percent.

EXHIBIT 3-8
ABILITY TO COVER PHYSICAL BACKLOGS—BACKLOG COVERAGE RATIO®

Total Assisted
Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%"

Backlog Coverage Ratio = Available Resources/Backlog

Insufficient Resources® 64% 64% 65% 69%0** 57%
Backlog > 0 & no available 13% 15% 13% 16% 7%
resources
Ratio 0 t0 < 0.25 30% 32% 30% 34% 24%
Ratio 0.25t0 < 0.5 11% 10% 11% 8% 15%
Ratio0.5to< 1 10% 7% 11% 11% 11%
Sufficient Resources® 36%0 36%0 35% 30%** 42%
Ratio > 1 23% 15% 24% 22% 27%
Backlog < $10 13% 21% 11% 8% 15%

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

& Significance test conducted.

b Qlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

¢ Backlog coverage ratio = available resources after deposits to reserve accounts =+ backlog of needs if resources and backlog
> 0.

Note: Column sums may not add to 100% due to rounding.
Source: 1995 Physical Inspection Data and Costing Program, Financial Data.

Exhibit 3-9 shows the unfunded physical needs backlog.

* Most of the mean backlog was unfunded. The mean unfunded backlog was $2,630—
81 percent of the total backlog.

* A small proportion of the stock was responsible for a large proportion of the
unfunded backlog. Half of the stock had unfunded backlogs below $684 (the median).

» Almost a third of the stock had unfunded backlogs of $2,000 or more per unit.
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- As with most other resource problems, older assisted properties had higher mean
unfunded backlogs ($3,323) than did newer assisted properties ($2,437) or unassisted
properties ($1,134).

- Forty-four percent of older assisted properties had unfunded backlogs of $2,000 or
more, compared with 25 percent of newer assisted properties and 15 percent of
unassisted properties.

ExHIBIT 3-9
ABILITY TO COVER BACKLOG—UNFUNDED BACKLOG
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted

Total Unassisted Assisted Older Newer

Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%"
$0? 35% 36% 35% 30%* 41%
$0 to <$500 12% 22% 9% 10% 9%
$500 to <$1,000 9% 5% 9% 7% 13%
$1,000 to <$2,000 12% 21% 10% 9% 12%
$2,000 to <$5,000 17% 11% 19% 22% 13%
$5,000 to <$7,500 6% 2% 7% 9% 3%
$7,500 or more 9% 2% 11% 13% 9%

Statistics on Unfunded Backlog

Mean? $2,630 $1,134** $2,962 $3,323* $2,437
Standard Error 194 233 231 270 410
Median $684 $332 $817 $1,324 $540

Statistics on Total Backlog of Physical Needs

Mean? $3,236 $1,427** $3,638 $3,929 $3,214
Standard Error 203 255 240 276 430
Median $1,452 $545 $1,661 $2,096 $1,324

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

& Significance test conducted.

b Qlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note:  Sums may not add to 100% due to rounding.

Source: 1995 Physical Inspection Data, Costing Program and Financial Data.
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Ability to Cov er Annual A ccrual—Unfunded A ccrual of Phy sical Needs

Another important factor in a property’s long-term viability is its ability to cover ongoing accrual
of physical needs. As discussed in Chapter 2 above, we have estimated the average annual
accrual of physical needs for each property. Discussions with industry experts revealed that
practices regarding funding of accruals—capital replacements and overhauls—vary considerably
across properties. Common practices include funding physical needs accruals from the
replacement reserve, from ongoing operating budgets, and from residual cash, but also include
periodic refinancing of the property to obtain funds for addressing repair needs. This study
assumes that accruals are paid for from three potential sources:

Annual Deposits to the Reserve for Replacement Accounts: All HUD-insured (or
held) properties are required to make monthly deposits to the reserve for replacement
account. As discussed above, the amount assumed to be available to cover ongoing
needs is the maximum of actual deposits as reported in the annual financial statements
and the required deposits, which we approximated as 0.5 percent of the original
mortgage.

Positive Annual Net Cash Flow: Properties that have positive net cash flow after
covering all operating and maintenance expenses, mortgage repayment and deposits to
reserve accounts may use remaining funds to cover ongoing accruals.

A Portion of Operating and Maintenance Expenses: Properties fund a portion of
ongoing capital repairs through their ordinary operating and maintenance budget. Based
on our analysis of financial data, we assume for this study that 20 percent of operating
and maintenance expenses are used to fund physical needs that are considered accrual
items. ™

Exhibit 3-10 shows these resources by assistance category.

Surplus positive cash flow is the largest source of funds for covering ongoing accruals
across all assistance categories, averaging $767 per unit. As shown in Exhibit 3-3, three
quarters of all properties had positive cash flows. For properties with negative cash
flows the available funds equal zero. Newer assisted properties had the highest level of
cash available ($1,172 on average) and older assisted properties had the lowest level
(%407).

15

Based on our analysis of 1995 project financial data we calculated that on average 75 percent of total operating and maintenance expenses
(line 6500 on form 92410) are spent on items relating to repairs. If we assume that about 25 percent of repair funds are spent on items
counted here as accruals, then .75 x .25 = 18.75, or approximately 20 percent, of total operating and maintenance expenses can be assumed
to be spent on accruals.
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We define unfunded annual accrual as the full accrual less the resources available to cover
accruals—the sum of annual deposits to the reserve for replacements, positive annual cash flow
(if any) and a portion of operating and maintenance expenses. Exhibit 3-11, which describes
unfunded accrual, shows that about half of insured properties would be able to keep up with
their ongoing physical needs. The mean unfunded accrual was $225, and the median was $0.
Over time, the other half of insured properties will deteriorate physically. Differences across
assistance categories in ability to cover accruals result from different resources, not from
different levels of accrual.

» About half the unassisted properties (48 percent) had no unfunded accruals.

* Nearlythree quarters (72 percent) of newer assisted properties had no unfunded accruals,
largely due to their high levels of cash flow.

» Only 38 percent of older assisted properties had no unfunded accruals. While older
assisted properties contribute more on average to their replacement reserve accounts, they
have much lower levels of annual cash flow, which results in their higher unfunded
accrual.

To further explore relationships between accruals and property finances, Exhibit 3-12 presents
an alternative net cash flow measure that assumes that properties’ annual reserve fund deposits
increase to cover average accruals (reduced by a portion of operating and maintenance expenses,
as explained above). As can be seen by comparing annual accrual estimates in Exhibit 2-7 with
reserve deposits in Exhibit 3-2, current reserve deposits average less than a third of accruals.
Exhibit 3-12 shows that increasing annual reserve fund deposits to a level that fully covers
annual accruals would result in over half (52 percent) of properties having negative net cash
flow, rather than one quarter, as is the case under actual conditions.

As with many other financial indicators, newer assisted properties were in the best position and
older assisted properties in the worst.

» Sixty-seven percent of older assisted properties would have negative cash flow if they
funded their reserve for replacement to fully cover accrual, compared with 29 percent of
newer assisted properties, and 52 percent of unassisted properties.

3.3 Section 8 Assistance

Exhibit 3-1 above showed the financial importance of tenant assistance payment associated with
the project-based Section 8 Programs, which include the New Construction and Substantial and
Moderate Rehabilitation Programs, Loan Management Set Aside (LMSA) Program, Property
Disposition Program, and Preservation Program. Under these Section 8 Programs HUD pays
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Exhibit 3-11
ABILITY TO COVER ACCRUAL—UNFUNDED ACCRUAL OF PHYSICAL NEEDS
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

Total Assisted
Total Unassisted Assisted Older Newer
Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Total Properties 100% 18% 82% 59%° 41%"
Unfunded Accrual
$0° 51% 48% 52% 38% 2%
$0 to <$500 29% 26% 30% 36% 20%
$500 to <$1,000 16% 20% 16% 23% 6%
$1,000 to <$2,000 3% 6% 3% 3% 2%

Statistics on Unfunded Accrual

Mean? $225 $273 $215 $288** $107
Standard Error 13.2 395 13.6 18.4 19
Median $0 $29 $0 $187 $0

Statistics on Annual Accrual

Mean? $1,104 $1,206 $1,081 $1,075 $1,090
Standard Error 16.3 457 17.2 22.2 27.1
Median $1,031 $1,151 $1,016 $1,002 $1,025

* Difference between unassisted/assisted or older/newer assisted significant at the 90% level.

**Difference between unassisted/assisted or older/newer assisted significant at the 95% level.

& Significance test conducted.

b Qlder assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note: Sums may not add to 100% due to rounding.
Source: 1995 Physical Inspection Data, Costing Program and Financial Data.
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owners the difference between the HUD-approved rent and 30 percent of tenants’ adjusted
income. Overall, 8,744 properties with HUD-insured (or held) mortgages receive project-based
Section 8 assistance.

Exhibit 3-13 presents information on properties that receive Section 8 assistance. Properties with
New Construction/Substantial Rehabilitation or Property Disposition generally receive assistance
for nearly all property units. In contrast, LMSA assistance often covers only a proportion of
units (mean is 80 percent, median 98 percent).

Across all categories of Section 8, assistance contracts are being renewed for shorter periods of
time. In 1995, over half of all contracts (61 percent) were up for renewal within four years
(through 1999). This includes over a quarter of Section 8 New Construction/Substantial
Rehabilitation properties to 95 percent of properties with LMSA assistance.

Exhibit 3-13
PROPERTIES WITH HUD-INSURED (OR HELD) MORTGAGES AND SECTION 8 ASSISTANCE
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT UNIT)

New Rent Supple-
Construction/ LMSA (including ment/Rental
Substantial Rent Supplement/ Property Assistance

Rehabilitation RAP conversions) = Preservation @ Disposition = Payments (RAP)™
No. of Properties 4,076 4,011 257 134 265
Percent of Units Assisted
Mean 96% 80% 92% 100% 54%
Median 100% 98% 99% 100% 63%

Next Renewal Year

1995-1996 1% 40% 39% 34% 17%
1997-1999 25% 55% 31% 50% 46%
2000-2004 73% 6% 30% 0% 0%
2005 or later 1% 0% 0% 16% 38%

Source: Multifamily Data Warehouse, Contracts File, 1992-1995 Annual Financial Statements.

16 Reflects 154 properties that were reported as Rent Supplement/RAP in 1995 and 111 properties that were reported as active Rent
Supplement/RAP in 1989 and had no Section 8 information in 1995.
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CHAPTER FOUR
COMBINING PHYSICAL AND FINANCIAL
CONDITION MEASURES

This section develops a backlog-adjusted cash flow index that examines properties’ financial
capacity to meet all physical needs as well as normal operations and debt service.

After presenting our development of the backlog-adjusted cash flow index, we apply the index
to the stock of multifamily rental housing with HUD-insured (or held) mortgages, use it to
classify properties as “sound,” “stressed,” or “distressed,” and describe the characteristics of
properties in each of these categories. We then describe changes in the multifamily stock since
1989, as measured by the backlog-adjusted cash flow index.*?

Backlog-Adjusted Cash Flow Index

The backlog-adjusted cash flow index combines physical and financial condition by measuring
a property’s financial capacity to meet current expenses, set aside reserves for future physical
needs, and undertake a repair program to address its backlog of physical needs. This index
incorporates each property’s annual net cash flow, physical needs backlog, and reserves and other
financial resources. For ease of presentation, we used this index, which provides a continuous
quantitative measure of overall condition, to classify properties as “sound,” “stressed,” or
“distressed.”

Development of the Backlog-Adjusted Cash Flow Index

The backlog-adjusted cash flow index is computed by taking:

(a) Net Cash Flow
(b) Minus the annual amortized cost of remedying the Unfunded Backlog of Physical
Needs

(c) Plus added rent from improving vacancy losses

1  This measure has been used for comparability with the 1989 data (presented in Wallace, et al., Assessment of the HUD-Insured
Multifamily Housing Stock, 1993) but was termed “Distress Index” in the earlier study.

2 Asatest of the backlog-adjusted cash flow index defined in the text, we looked at the 1995 mortgage insurance status of properties that were
included in both studies. In 1989 25 percent were categorized as distressed, 15 percent stressed and 61 percent sound. In 1995, 15 percent
of the properties that had been categorized as distressed in 1989 were HUD-held, as were 8 percent of the stressed properties and 6.5 percent
of the sound properties. The difference in the HUD-held status in 1995 is statistically significant at the 95 percent confidence level. In other
words, properties that were classified as distressed in 1989 were significantly more likely to be HUD-held in 1995 than were properties that
had been classified as sound.
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We began the computation with net cash flow, which measures a property’s capacity to meet
current expenses including debt service, and make deposits to its replacement reserve account.
We then reduce net cash flow by the amortized cost of remedying the unfunded backlog of
physical needs, which represents the annual cost of undertaking a repair program. This simulates
an owner’s likely attempt to spread the remedial costs over time by spreading the work over time
or by spreading payments by borrowing. Our final step in computing the backlog-adjusted cash
flow index is to add back a portion of a property’s excess vacancy loss to represent higher
revenues resulting from improved operations and physical condition. We present this
computation of the backlog-adjusted cash flow index below.

Annual Net Cash Flow

We begin with annual net cash flow, as computed in Chapter Three, by taking a weighted
average over the most recent three years (expressed in 1995 dollars per 2 Bedroom unit) of
revenues and expenses.

Annual Net Cash Flow (Weighted 3-Year Average) =
Total Revenue (Weighted 3-Year Average)

Minus Operating Expenses (weighted 3-year average, including expenses for
administration, operations and maintenance, utilities, taxes, and insurance)

Minus Mortgage Debt Service (Interest, Principal and Mortgage Insurance Premium
as required by mortgage)

Minus Replacement Reserve Deposit (using the greater of the property’s actual
deposit or an amount equal to 0.5 percent of the original mortgage)

Amortized Cost of Remedying the Unfunded Backlog of Physical Needs

At this step of computing the backlog-adjusted cash flow index, we account for a property’s
unfunded physical backlog. As explained in Chapter Two, a property’s unfunded backlog is its
total backlog less available resources from the replacement reserve, special reserves, and residual
receipts accounts. Properties whose resources exceed their total backlogs have no unfunded
backlogs.

Amortized cost of remedying the unfunded backlog =

Annual debt service on a loan amount equal to the unfunded backlog
(20-year term at 9 percent interest)

where Unfunded Backlog = Total Backlog Cost - Available Resources
(or O if resources exceed the total backlog)
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and where Available Resources =

Replacement Reserve Balance in excess of 2 years’ annual deposits
Plus Residual Receipts Account Balance
Plus  Other Reserve Account Balances (such as painting reserves)

Added Rent from Improving Vacancy Losses

In computing the backlog-adjusted cash flow index, we further modify net cash flow by adding
back a portion of the property’s excess vacancy loss. This represents the additional income that
would result if improved management and physical condition brought a property’s excessive
vacancy loss closer to the norm for the property’s assistance category.

This computation is based on the assumption that properties whose vacancy losses rank in the
highest 25 percent among properties in their assistance category will be able to reduce their
vacancy losses to the 75th percentile; that properties with vacancies between the median and the
75th percentile will be able to reduce vacancy losses to the median; and that all other properties
will continue with current, vacancy losses .2

Added rent from improving vacancy loss =

(1) For properties with vacancies in excess of the 75th percentile of vacancy losses for
properties in the same assistance category

Currentvacancy loss - 75th Percentile Vacancy Loss (for properties in the same
assistance category); i.e., reduce vacancy losses to the 75th percentile

(2) For properties with vacancies between the median and 75th percentile of vacancy
losses for properties in the same assistance category

Current vacancy loss - Median Vacancy Loss (for properties in the same
assistance category); i.e., reduce vacancy losses to the median

(3) For all other properties—No adjustent

The net result of these adjustments yields the backlog-adjusted cash flow index, which is a
modified version of net cash flow. A positive backlog-adjusted cash flow index indicates a
“sound” property that could meet ongoing operations and cover physical needs from reserves and
other internal funds. A property with a negative backlog-adjusted cash flow index (a cash flow
deficit) could not cover all ongoing operations and physical needs from internal funds. This

3 For unassisted properties, the top quartile of vacancy loss was 7.0 percent and the median was 4.5 percent; for older assisted properties, the
top quartile was 3.9 percent and the median was 2.2 percent; for newer assisted, the top quartile was 1.6 percent and the median was 0.9
percent.
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situation is not sustainable over time because the property is either falling behind in its financial
obligations (mortgage payments) or in physical condition. As we did in our study of the stock
in 1989, we have labeled properties with a small negative index (backlog-adjusted cash flow
index deficit of -$250 to $0) as “stressed”, and properties with a highly negative index (backlog-
adjusted cash flow index deficit <-$250) have been categorized as a “distressed.”*

Application of the Backlog-Adjusted Cash Flow Index

Exhibit 4-1 shows the result of applying the backlog-adjusted cash flow index to the full stock
of multifamily rental housing with HUD-insured (or held) mortgages. The mean value of this
index was highly positive for newer assisted properties ($888), intermediate for unassisted
($515), and close to zero ($5) for older assisted properties. This shows that newer assisted
properties, after covering ongoing operations, replacement reserve deposits, and payments to
amortize unfunded backlogs, would still have had available an average of $888 of cash flow per
unit. Similarly, unassisted properties, after covering ongoing operations and amortizing
unfunded backlogs, would still have had available an average of $515 of cash flow per unit. In
contrast, older assisted properties, with an average index of $5, could barely cover ongoing
operations and amortize their unfunded backlogs.

» Overall, nearly a quarter of properties were classified as “distressed”—they had
annual backlog-adjusted cash flow deficits of more than $250 per unit (backlog-
adjusted cash flow index < -$250). These properties’ financial and physical needs
outstripped resources available from revenues and reserves. Older assisted properties
were most likely to be classified as distressed (32 percent), compared with newer
assisted properties (15 percent) or unassisted properties (19 percent).

» At the other extreme, nearly two thirds of the stock was classified as “sound”—they
a had break-even or positive backlog-adjusted cash flow. These properties’ revenues
and reserves were sufficient to meet financial and physical needs. Over three
quarters of both unassisted and newer assisted properties were classified as sound,
compared with under half of older assisted properties.

* The remaining stock was classified as “stressed”—they had small annual backlog-
adjusted cash flow deficits of no more than - $250 per unit (backlog-adjusted cash
flow index between -$250 and $0). One fifth of older assisted properties were
stressed, compared with only 6 percent of newer assisted and 4 percent of unassisted
properties.

4 Clearly, the cutoff between distressed and stressed was arbitrary, and could be set at another point. Essentially any negative index is an
indicator that the property will potentially have trouble in the long run.

5  One could argue that a comprehensive measure would incorporate average annual unfunded accrual into the backlog-adjusted cash flow index

as well. We did test such a version of the backlog-adjusted cash flow index. As might be expected, the mean value of this alternative index
relative to the original dropped by $500 and the proportion of properties classified as “distressed” increased from 24% to 46%.
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Exhibit 4-1
BACKLOG-ADJUSTED CASH FLOW INDEX BY ASSISTANCE CATEGORY
(IN 1995 DOLLARS PER 2-BEDROOM EQUIVALENT)

Total Assisted
Total Older Newer
Unassisted Assisted Assisted Assisted
Total Properties 12,243 2,224 10,019 5,943 4,076
Percent of Properties 100% 18% 82% 499%P 33%°
Distressed® 24% 19% 26% 32%** 15%
<-$1,000 9% 10% 8% 10% 6%
-$1,000 to <-$500 8% 5% 9% 12% 4%
-$500 to <-$250 8% 4% 9% 11% 6%
Stressed? 12% 4040** 14% 20%** 6%
-$250 to $0 12% 4% 14% 20% 6%
Sound? 63% 78%** 60% 48%** 78%
$0 to < $250 12% 10% 13% 16% 8%
$250 to <$500 12% 17% 10% 9% 12%
$500 to <$1,000 15% 16% 15% 12% 20%
$1,000 to <$1,500 9% 17% 8% 6% 10%
$1,500 to <$2,000 5% 9% 5% 1% 10%
>$2,000 10% 9% 10% 4% 18%
Statistics on Backlog-Adjusted Cash Flow Index
Mean? $392 $515 $364 $5** $888
Standard Error 79 347 59 57 117
Median $275 $511 $199 -$25 $712

* Signifies that the differences between unassisted and assisted, or older and newer assisted, properties are statistically
significant at the 90% confidence level.

** Signifies that the differences between unassisted and assisted, or older and newer assisted, properties are statistically
significant at the 95% confidence level.
Significance test conducted.

b Older assisted properties represent 59% of assisted properties and 49% of the universe. Newer assisted properties represent
41% of assisted properties and 33% of the universe.

Note: Column sums may not add up to 100% due to rounding.
Source: Derived from 1995 Financial and Physical Condition Data.
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The backlog-adjusted cash flow index focuses on the financial capacity to meet current and
future expenses. It does not distinguish between properties that are, in fact, using available
resources to address their backlog of physical needs from those that do not. Exhibit 4-2
compares properties’ backlog-adjusted cash flow index with their backlogs of physical needs.

» For most properties, financial capacity to cover backlogs were in accord with
actual backlogs—properties were using available resources to deal phisical
needs.

- Most sound properties (64 percent) had low backlogs, and most low backlog
properties (80 percent) were sound.

- At the other extreme, most distressed properties (68 percent) had high or very
high backlogs, and most “high- and very-high-backlog” properties (72 percent)
were distressed or stressed.

» Forasignificant minority of properties, however, actual backlogs differed from
what would be expected based on their financial capacity.

- Fourteen percent of sound properties had high or very high backlogs. These
properties had the financial resources to address their backlogs with internal
property resources, but apparently were not doing so. This may indicate
management problems.

- A fifth of low-backlog properties were distressed ro stressed. While these
properties were generally keeping up with their repairs, they were apparently not
keeping up with other financial obligations.
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Exhibit 4-2
PHYSICAL BACKLOG BY BACKLOG-ADJUSTED CASH FLOW INDEX

Total By
Distressed Stressed Sound Backlog
Category
Low Total Properties 663 581 4,966 6,210
Backlog 0 0 0 0
(<$1,500 per unit) Row Percent 11% 9% 80% 51%
Column Percent 22% 39% 64%
Moderate Total Properties 283 350 1,700 2,333
Backlog 0 0 0 0
($1,500 to Row Percent 12% 15% 73% 19%
<$3,000 per unit) Column Percent 10% 23% 22%
High Total Properties 920 487 959 2,266
Backlog 0 0 0 0
($3,000 to Row Percent 39% 21% 41% 19%
<$7,500 per unit) Column Percent 31% 32% 12%
Very High Total Properties 1,101 89 144 1,334
Backlog 0 0 0
($7,500+ per unit) Row Percent 83% 7% 11%
Column Percent 37% 6% 2% 11%
Total by Distress Category 2,967 1,507 7,769 12,243
Column Percent 24% 12% 63% 100%

Source: Derived from 1995 Financial and Physical Condition data.

Characteristics of Distressed Properties

Characteristics of properties by their backlog-adjusted cash flow index category are presented
below in Exhibit 4-3 (tenant characteristics) and Exhibit 4-4 (property and neighborhood
characteristics):

» Distressed and stressed properties, compared with sound properties, had
proportionately fewer tenants with very low incomes. This finding reflects the
high percentage of sound properties that are newer assisted, which include more very
low-income tenants than do older assisted properties.®

6  Data on tenant characteristics are available only for assisted properties.
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» The proportion of white residents is highest in sound properties (61 percent),
lower in stressed properties (55 percent), and lowest in distressed properties (54
percent). Distressed properties had more households headed by Hispanics than
either stressed or sound properties.

Exhibit 4-3
TENANT CHARACTERISTICS BY BACKLOG-ADJUSTED CASH FLOW INDEX
FOR ASSISTED PROPERTIES

Stressed sound
Total Distressed (Index between - (Index >$0)
(Index <-$250) $250 and $0)
Total Properties 10,019 2,556 1,425 6,038
Percent of Properties 100% 26% 14% 60%
Race/Ethnicity
Hispanic? 11% 14% 8% 10%
Non-Hispanic 89% 86% 92% 90%
White? 58% 54%* 55% 61%
Black? 37% 42%* 40% 35%
Other 5% 4% 5% 4%
Household Size
1 Person? 43% 34%** 38%** 48%
2 People 24% 26% 25% 23%
3 People 17% 19% 19% 15%
4 People 10% 13% 11% 9%
5 People 4% 4% 4% 3%
Elderly Head of
Household Percent® 33% 24%** 23%** 38%
Household Income
Very low income? 78% 76%** 68%** 82%
Low income 20% 22% 31% 17%

*  Signifies that the differences between distressed and sound, or stressed and sound, properties are statistically significant at
the 90% confidence level.

** Signifies that the differences between distressed and sound, or stressed and sound, properties are statistically significant at

the 95% confidence level.

Significance test conducted.

Note: Column sums may not add up to totals due to rounding.

Source: TRACS.

a
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Exhibit 4-4
NEIGHBORHOOD AND PROGRAM CHARACTERISTICS BY BACKLOG-ADJUSTED CASH FLOW
INDEX CATEGORY MULTIFAMILY RENTAL HOUSING
WITH HUD-INSURED (OR HELD) MORTGAGES

Stressed
Total Distressed (Index Sound
(Index Less between -$250 (Index >%$0)
than -$250) and $0)
Total Properties 12,243 2,968 1,507 7,768
Percent of Properties 100% 24% 12% 63%
Assistance Category
Unassisted 18% 14% 5% 22%
Older Assisted 49% 65% 78% 37%
Newer Assisted 33% 21% 17% 41%
Sponsor Type
Non-Profit/Coop 18% 24% 23% 15%
Limited Dividend 40% 52% 60% 32%
For-Profit 42% 24% 18% 53%
Mortgage Start Year
Before 1970 5% 9% 7% 4%
1970-1979 55% 60% 73% 49%
1980 or later 40% 32% 20% 47%
Property Size
<50 units? 17% 23%** 18% 14%
50 to <99 units 35% 30% 25% 39%
100 to <199 units 36% 35% 46% 35%
> 200 units® 12% 12% 11% 12%
Mean Units® 115 112 117 115
Standard Error 3.9 7 8 5
Median 96 90 100 96
Average Unit Size
<2.25 bedrooms? 80% 76%** 66%** 84%
>2.25 bedrooms® 20% 24%** 34%** 16%
Mean Unit Size?® 1.7 1.8** 1.9%* 1.6
Standard Error 0.02 0.04 0.07 0.03
Median 1.8 2.0 2.0 1.7
Building Type
High rise? 26% 27% 10%** 28%
Walk up? 44% 40% 53% 44%
SF attached 31% 34% 35% 28%
SF detached 0% 0% 2% 0%
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Exhibit 4-4 (continued)
NEIGHBORHOOD AND PROGRAM CHARACTERISTICS BY BACKLOG-ADJUSTED CASH FLOW
INDEX CATEGORY MULTIFAMILY RENTAL HOUSING
WITH HUD-INSURED (OR HELD) MORTGAGES

Stressed
Total Distressed (Index Sound
(Index Less between -$250 (Index >$0)
than -$250) and $0)
Total Properties 12,243 2,968 1,507 7,768
Percent of Properties 100% 24% 12% 63%
Neighborhood Quality
Relative to City
Better than Average 36% 30% 35% 39%
Average 39% 38% 33% 41%
Worse than Average 23% 33% 30% 19%
Quality as Residential
Neighborhood
Excellent/Good 67% 53% 71% 72%
Fair/Poor 33% 47% 29% 28%
Property Rents/Local FMR
<0.5 4% 12% 1% 2%
0.5t0<1.0 51% 57% 79% 42%
1.0to<15 34% 26% 20% 40%
1.5 or more 12% 5% 0% 16%
Neighborhood Vacancy
<4% 45% 43% 41% 48%
4-7% 36% 41% 35% 35%
>7% 18% 16% 24% 17%

*  Signifies that the differences between distressed and sound, or stressed and sound, properties are statistically significant at
the 90% confidence level.

** Signifies that the differences between distressed and sound, or stressed and sound, properties are statistically significant at
the 95% confidence level.

& Significance test conducted.

Note: Column sums may not add up to totals due to rounding.
Source: Inspections, windshield survey, Census, HUD, market evaluations.

» Distressed properties had proportionately fewer single-person households or
households headed by elderly persons and more family households (again,
reflecting the difference between older and newer assisted properties).

» Distressed and stressed properties had slightly larger units (higher number of

bedrooms) on average than did sound properties. This is consistent with the
higher concentration of single and elderly households in sound properties.
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» Distressed and stressed properties, compared with sound properties, were more
likely to be older assisted and less likely to be newer assisted. Older assisted
properties accounted for 49 percent of the insured (or held) stock, but accounted for
65 percent of the distressed properties and 78 percent of the stressed properties. By
contrast, newer assisted properties accounted for 33 percent of the stock but only for
21 percent of the distressed properties and 17 percent of the stressed properties.

» Distressed and stressed properties tended to be located in neighborhoods that
were in worse condition than those in which sound properties were located and
were more likely than sound properties to be located in central cities.

» Distressed and stressed properties were more likely than sound properties to
have non-profit/cooperative or limited dividend owners and were less likely to
have for-profit owners. These findings are consistent with the fact that for-profit
owners predominate among newer assisted properties and non-profits are
concentrated in older assisted properties.

» Distressed and stressed properties were more likely than sound properties to
have rents below the local Section 8 fair market rent (FMR) levels. This is
consistent with the large proportion of sound properties that are newer assisted, many
of which have rents above FMR levels, and the large proportion of distressed
properties that are older assisted, many of which have rents below FMR levels.

» Distressed and stressed properties were less likely than sound properties to be
located in neighborhoods with tight rental markets (vacancy rates under 4
percent). However, the difference between property vacancy loss and neighborhood
vacancy varied little by distress category.

* Mean property size (number of units) was fairly even across distress categories.

» There were few differences in the types of buildings that were distressed versus
sound. However, stress was more common in walk ups and less common in high
rises.

Comparison of Backlog-Adjusted Cash Flow Index 1989 - 1995

Exhibit 4-5 compares the backlog-adjusted cash flow index in 1989 and 1995 for the multifamily
stock with insured or held mortgages. This exhibit is based on the comparison sample of 504
properties that were assessed for both years. In both years, 64 percent of the stock was sound and
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CHAPTER FIVE
MARKET POSITION OF ASSISTED PROPERTIES

All of previous analyses assumed that properties’ rents, assistance levels, and operations would
continue as in the past. In fact, the stock is in transition and HUD has already implemented a
number of initiatives that are moving assisted properties closer to market operations. These
initiatives include not only the MAHRAA “mark-to-market” program, but also market ceilings
on annual rent increases for assisted properties, rent ceilings on Section 8 contract renewals, and
preservation programs for many older assisted properties.

In this chapter, therefore, we conduct several market scenario analyses to examine how the
assisted stock would fare under market operation. Section 5.1 compares property financial
indicators (rents, vacancy losses, and operating expenses) with those of the local market and
conventionally financed properties. Section 5.2 presents a modified cash flow analysis assuming
properties operate at market-rate rent and operating cost levels. Section 5.3 extends this analysis
by applying a debt service coverage ratio to assess which portions of the stock could operate at
market rents either with or without mortgage write-off. This section also presents characteristics
of properties’ neighborhoods and residents based on properties’ ability to operate at market rents.

5.1 Property Finances Relative to Neighborhood and Industry Data

To help place the HUD stock into its broader market context, we compared properties’s rent
levels and vacancies with those of their local markets, and their operating costs with regional
industry data for similar building types. This section shows that:

» Older assisted properties tended to have lower rents, lower vacancies, but higher
operating costs than did conventional unassisted properties in similar locations and
similar building types.

» Newer assisted properties tended to have significantly higher rents, lower vacancies,

and higher operating expenses than did conventional unassisted properties in similar
locations and similar building types.

5-1










































































































































































































































