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Options for Owners – Hold, Sell, Preserve?

Section 515 Rural Rental Housing Loan Program

The 515 Owner’s Conundrum:

	Advantages of ownership
	Problems of ownership

	USDA is your helpful lender 
	Phantom income

	Government loan & tenant subsidies
	Low, fixed ROI

	Ongoing need for this type of housing
	Real estate equity locked up

	Access to USDA prepayment incentives
	Restricted use

	A mobilizing community of nonprofit/pubic body buyers
	Tax consequences of selling

	May have IOI management income from the project
	Prepayment or sale requires USDA approval


Preservation’s Goal:

Doing well by doing good – a valuable asset with a reasonable return providing a needed service

Important Recognition:

Preservation & prepayment is primarily about the controlled transfer of the 515 portfolio to a “next generation” of owners.  

Owners may go away, but USDA’s loan almost never will.  

As the continuing player, USDA’s primary consideration is the long-term sustainability of the projects, not the maximization of current owner return/profit.  

That said, USDA does make very reasonable, attractive preservation options available to owners.

Before proceeding

Consult with your tax attorney or CPA.

Consult with USDA.

	Jeff Deiss
	CA State Office
	530-792-5830
	jeff.deiss@ca.usda.gov

	Len Thompson
	Redding
	530-246-5244 x117
	leonard.thompson@ca.usda.gov

	John Weidemaier
	Yuba City
	530-673-4347 x121
	john.weidemaier@ca.usda.gov

	Rosemary Garcia
	Salinas
	831-757-5294 x105
	rosemary.garcia@ca.usda.gov

	Tony Garcia
	Modesto
	209-491-9320 x114
	antonio.garcia@ca.usda.gov

	Mike Carnes
	Visalia
	559-724-8732 x106
	mike.carnes@ca.usda.gov

	Judy Twilley
	Moreno Valley
	909-656-6800 x103
	judy.twilley@ca.usda.gov


Preliminary considerations:

Before deciding which strategy to adopt, owners should consider the following factors which significantly affect outcomes:

· Is the project eligible to prepay?  

· If the project is not “at-risk”, there is little authority to act – (though post-1989 projects do have some options).

· Are you willing to continue ownership in some form or another?

· How patient can you be?

· Is the project needed/viable?

· Those few projects that are truly obsolescent may be allowed to prepay and exit the program.

· What is the project’s FMV-as-is-unsubsidized & equity position?  

· Debt-reliant sales and incentives are capped based on the project’s appraised FMV-as-is-unsubsidized – i.e., as a conventional rental property without subsidy.

· How do project rents compare with market rents?  

· This is often more important that the project’s FMV.  Debt-driven sales and incentives are capped by the capacity of the project to pay for the equity/incentives using revenues at current market rents.  Note that this means that if a project’s current rent rates are equal to or greater than comparable market rents, equity/incentives will be small or nonexistent because the project has  no ability to pay for them.

· What is the project’s physical condition?  (Obtain a Capital Needs Assessment.)

· Equity/incentives are reduced dollar-for-dollar by deferred maintenance on the project.  “Deferred maintenance” is a judgmental figure for the cost of curable physical deterioration that should be corrected immediately.  (It denotes the desirability of immediate expenditures, but does not necessarily suggest inadequate maintenance in the past.)  Note that this means that if a project’s physical condition is poor, incentives will be redirected proportionally as a repair loan to address these needs, reducing the equity/incentive.

· Equity/incentives are further reduced by the long-term capital needs of the project – i.e., the need to increase transfer to reserves to assure long-term sustainability.  Note that this means that if a project’s physical condition or near-term capital needs are not adequately provided for, equity/incentives will be significantly reduced because the project must provide for these needs before paying incentives.

· Does the project have 100% tenant subsidy (RA/Section 8)?

· The project will have to support itself after the sale or incentive, and tenant subsidy is the revenue-engine.  To the extent that tenant subsidy is already in place, transactions can happen more easily.  Otherwise, tenant subsidy must be sought and obtained before closing.  Without 100% tenant subsidy, few deals work.  

· Is there a willing-and-able buyer?

· Does your willing-and-able buyer have cash or need financing?

· Buyers who must rely on the debt repayment ability of the project must limit their offer to what the project can afford to pay and offer as collateral.  

· Buyers who pay cash without burdening or encumbering the project can pay all they wish.  

· What are the tax ramifications of your strategy?

So, what’s an owner to do?  

Basically there are four main strategies:

	
	Strategy
	Authority
	Comment

	1
	Continue with the USDA debt & possibly change some of your membership
	RD Instruction 1965-B, §1965.63
	Straightforward with State Office approval 

	2.a
	Sell to a cash buyer who will assume the USDA debt
	RD Instruction 1965-B, §1965.65
	Unusual, but relatively straightforward with State Office approval

	2.b
	Sell to a buyer who needs financing and who will assume the USDA debt
	AN No. 3767(1965), dated 6/28/2002
	Requires National Office exception

	3


	Go into the prepayment process and accept one of its outcomes (incentives, sale, or prepayment)
	RD Instruction 1965-E


	A structured process with controlled outcomes involving National Office approval 


These four strategies can be broken down into the following options, which are discussed in more detail below:

1. Continue as is

a. Change membership structure

2. Sell as is

a. Sell to buyer with Cash
b. Sell to buyer with Financing
3. Apply for Prepayment and …

a. Continue with Incentives

i. ROI incentive – ((((
ii. Equity loan incentive

A. from USDA

B. from third-party lender

iii. Mixed ROI incentive & equity loan incentive

iv. “No-equity” ROI incentive

b. Sell with Incentives

c. Directed sale

d. Prepay

e. Post-incentive changes

i. Change membership structure

ii. Sell as is to buyer using for Cash

Detailed consideration of the options available to the 515 owner:

1. Continue as is.  

· Enjoy the more reasonable USDA policies.

· Your options are more limited if your project is not yet “at risk” to prepay.  

· The benefits of inaction:  Evaluate all your options before plunging forward.  Watch and learn from others.  Proceed when you are ready.

· Obtain an independent Capital Needs Assessment (it can be paid for from the reserve account) – which will be a critical component in the development of any sale or incentive.

· Use the time to get your project in good shape and better position for sale, eliminating problems that will reduce the allowable sales price or an incentives offer:  

· clear up deferred maintenance

· tighten up your operating budget

· make sure the reserves, taxes, & insurance are on schedule

· resolve any compliance issues

· Wait until the right buyer with the right financing surfaces.  

· If you have no equity, wait for a better real estate market (or for the T-Bond rate go up so as to maximize the potential “no-equity” incentive.

· Wait for an improvement in local market conditions.  

· Wait for legislative/judicial relief.  

a. Change membership.  Gradually shift ownership interests – among current owners, to heirs, to others, etc.  Let others worry about it, or position yourself to exercise the other options.  

· Reorganize the ownership entity and substitute general & limited partners to best take advantage of sale or incentive options.

· Likewise, reorganize for estate planning purposes.  

· Remove owners who are anxious to depart or unwilling to follow the game plan you are developing.

· Ownership changes of less than 100%, including substitutions of general partner, are readily approved at USDA’s State Office level.  

· Limited partners changes do not require USDA approval, though USDA should be informed.

· CASE STUDY EXAMPLE #1

2. Sell as is.   “Transfer & assumption” – without applying to prepay.

· When there is a willing and able buyer, you can enter into a purchase agreement.  This determines the timetable.  

· No need to apply for prepayment.  No tenant or public notices.  

· All project accounts are transferred to the buyer with the real estate – reserves, escrow, operating, & security deposit accounts.  Only excess reserves may be taken by seller.  

· USDA’s loan cannot be paid in full.  Instead, the USDA debt can be assumed by the buyer.  

· Since the USDA debt will continue, get USDA involved early on.   

· USDA must approve the sale:  

· USDA will not allow the buyer to place debt against the property in excess of its appraised FMV-as-is unsubsidized

· USDA will not allow post-sale rent levels to exceed comparable market rents.

· The project must be viable and sustainable (long-term capital needs provided for) under the new owner.

· To facilitate the transaction:

· USDA can agree to rewrite its loan on new terms – 1%, 50-year amortization, 30-year term 

· USDA can agree to subordinate its lien position to facilitate the transaction.

· The new owner must to agree to a new USDA restrictive use provisions 

· For-profit buyer – 20 years minimum (30 years for extra USDA concessions)

· Nonprofit/public buyer – remaining useful life of the project

· New owner will have the same ROI rate as the seller unless an exception is obtained.  

a. Cash sale.  Buyer pays cash for your equity & assumes USDA loan.  

· This is the simplest and easiest from USDA’s perspective – no exceptions or waivers are needed because the project is not burdened by any new debt.  

· This would be the common 9% tax credit scenario.  

· It could also work if the owner is willing to sell with a seller carry-back not secured by the 515 project or reliant on 515 project income.

· The problem with this approach is it’s not easy to find such a buyer.

· This scenario may work for donation or bargain sales to nonprofit/public bodies – where the value of the FMV charitable contribution offsets your capital gain liability.

· CASE STUDY EXAMPLE #2

b. Sale with financing.  Buyer gets financing for your equity & assumes USDA loan.  

· Not procedurally authorized under USDA’s regular authorities – because the project is burdened by new debt.

· “RD AN No. 3767(1065-B), dated 6/28/2002) – provides for an exception to USDA’s procedural prohibition.  

· Requires National Office approval.

· Equity limitation on how much may be financed – sets an upper limit on the sales price (unless the buyer is willing to pay more out-of-pocket)

· For-profit buyer – up to 90% of FMV-as-is-unsubsidized may be financed with a new 20-year restrictive use agreement

· For-profit buyer – up to 100% of FMV-as-is-unsubsidized may be financed with a new 30-year restrictive use agreement

· Nonprofit/public buyer – up to 100% of FMV-as-is-unsubsidized may be financed with a “remaining useful life” restrictive use agreement.

· Additional debt for project upgrades (not seller equity) may be added, but not in excess of the project’s FMV-as-improved-subsidized.

· Project revenue limitation on how much may be financed – also sets an upper limit on the sales price (unless the buyer is willing to pay more out-of-pocket)

· Comparable market rents set an upper limit on the revenue-generating capacity of the project.

· Project long-term capital needs & physical condition have a priority claim on project revenues.  

· “New terms” on the USDA debt can increase the project’s debt serve ability.  

· USDA can subordinate its lien to the new financing source, but total purchase financing debt cannot exceed the limits set forth above. Any sales price over this amount must come from buyer cash.

· This could be a common 4% tax credit & bond scenario.  

· This could be used with other third party equity sources – e.g., CalHFA, MHP, private lenders.

· USDA must develop an inter-creditor project servicing agreement with the third party equity financing source.  USDA’s 515 regulations will continue to be in effect, so we must be able to arrange this with the new funding source.

· CASE STUDY EXAMPLE #3

3a. Hold with incentives.  Apply to prepay, receive incentives, & retain ownership.

· See RD Instruction 1965-E, §1965.213(b)(1)

· The owner must be eligible to prepay – i.e., either be unrestricted (pre-1979 projects) or have an expired restrictive use agreement (1979-1989 projects). 

· The owner must demonstrate that they have the financial resources to prepay the loan. 

· This involves filing a formal application to prepay the USDA loan.

· This in turn activates a very structured sequence of events (“Pre-Trac”) that results in a specific incentive offer to the owner.

· Maximum incentives are calculated from owner equity based on the project’s appraised FMV-as-is-unsubsidized – i.e., as a conventional rental property without subsidy.

· Note that this means that if a project’s current FMV-as-is-unsubsidized is not much greater than the USDA debt, incentives will be very small.  

· (If USDA debt exceeds FMV, however, there is actually a special, generous incentive option – see 3.a.iv. below.)

· However, the appraisal may give a mistaken impression of the owner’s equity position.  

· Incentives are capped by the capacity of the project to pay for the incentives using revenues at current market rents.  

· Note that this means that if a project’s current rent rates are equal to or greater than comparable market rents, incentives will be small or nonexistent because the project has  no ability to incur the cost of incentives.

· Incentives are reduced dollar-for-dollar by deferred maintenance on the project.  “Deferred maintenance” is a judgmental figure for the cost of curable physical deterioration that should be corrected immediately.  (It denotes the desirability of immediate expenditures, but does not necessarily suggest inadequate maintenance in the past.)  

· Note that this means that if a project’s physical condition is poor, incentives will be redirected proportionally as a repair loan to address these needs, reducing the incentive.

· Incentives are further reduced by the long-term capital needs of the project – i.e., the need to increase transfer to reserves to assure long-term sustainability.  

· Note that this means that if a project’s physical condition or near-term capital needs are not adequately provided for, incentives will be significantly reduced because the project must provide for these needs before paying incentives.

· The ability of the project to pay for incentives may be increased by a reamortization of the USDA debt on new terms – 1%, 50-year amortization, 30-year term.

· In return for the incentive, the owner must agree to a new 20-year, restrictive use provisions.

· Ownership of the property is not generally transferred, so no third party buyer complications are involved.  Incentives are a deal between the owner & USDA.

· Public and tenant notices are required.  

· The incentives can be very attractive, but they do rely on the availability of USDA loan funds and Rental Assistance (RA) to pay for them.  Sometimes the owner must wait for USDA resources to become available.  At the outset of FY03, there is only a small waiting list for USDA loan funds, and no waiting list for RA.  USDA’s FY03 budget may include increased incentive funds (perhaps twice FY02’s budget).

· Incentive RA are less scarce than incentive loan funds.

· Tenants must be protected from rent overburden on all incentive offers.  USDA is required to put RA in place wherever rent overburden will occur as a result of the incentives.  So, this is one of the only sure (if possibly slow) ways of getting more RA.  

· Excess reserves may be withdrawn as part of the incentive offer.  

· Owners who apply to prepay can always withdraw their application and “sell as is” as outlined in the preceding step if a willing and able buyer surfaces.  

i. ROI incentive.  Increased ROI based on 100% of current as-is-unsubsidized equity.  

· See RD Instruction 1965-E, §1965.213(b)(3)

· This may be the BEST DEAL OF ALL.

· Does not require relatively scarce USDA incentive loan funds; only may need more RA.  So the wait for incentive funding is short (shorter).

· The incentive resets a reliable income stream (ROI) for the owner at a more realistic level.

· USDA provides RA to assure the revenue generating capacity of the project without tenant overburden.

· So it’s a near-guaranteed annual 8% ROI based on 100% equity position.  

· The increased ROI means the project now has value to the current owner.  Owner’s phantom income problem is overcome because the ROI is now much greater.

· The increased ROI means the project now has value to some potential buyers – either of the project as a whole or of an ownership interest.  The project becomes more saleable.  

· With increased ROI, the owner can afford to retain ownership and wait for the right buyer.  

· Disadvantage is that owner gets no large cash payment from equity.  

· CASE STUDY EXAMPLE #4

ii. Equity loan incentive.  Receive an incentive loan for 90% of current FMV-as-is-unsubsidized equity plus increased ROI on 10% of current FMV-as-is-unsubsidized equity

· See RD Instruction 1965-E, §1965.213(b)(1)

· Owners get a large percentage of their equity out of the project at once as cash proceeds from the loan.

A. USDA incentive loan 

· This seems to be the most commonly mentioned option.  

· There are a number of disadvantages associated with this option

· It relies on relatively scarce USDA equity loan funds and usually requires more RA too.  So the wait for incentive funding is long (longer).

· There is only a small increase in ROI, because the equity loan reduces the equity position to only 10% on which ROI can be paid.  Owner’s phantom income problem may not be overcome because the ROI is not much greater than before.

· The increased debt against the property means the project will probably have limited value to potential buyers.  It’s now a 90% leveraged project.  

· CASE STUDY EXAMPLE #5

B. Third party incentive loan 

· Basically the same concept as a USDA incentive loan, but the financing comes from a third-party source.

· Example:  One private lender will make equity incentive loans at 10-year Treasury Bond + 3.5%, 25 years.  

· The advantage of this approach is its speed.  

· By going to a third party, the owner does not need to wait for relatively scarce USDA equity loan funds (though RA may be needed).  

· There are a number of disadvantages associated with this option

· The cost of third party funds is greater than USDA’s 1%, 50-year incentive loan funds.  Since incentives are capped by the repayment ability of the project at comparable market rents, the size of the equity loan may be substantially reduced.

· Furthermore, after paying third-party debt service, the project may not be able to afford to pay even the small increase in ROI.  Owner’s phantom income problem may not be overcome.

· CASE STUDY EXAMPLE #6

iii. Mixed ROI incentive/Equity loan incentive.  

· It is possible to receive some blended combination of increased ROI and equity loan incentive.  For example, a 50% equity incentive loan with increased ROI on the other 50% equity (rather than the usual 90%-10% mix).

· This approach may be particularly useful if the owner needs to cash out a few owners, but the remaining owners are willing to continue if an increased ROI can be achieved.  

iv. “No-equity” ROI incentive.  Special case – increased ROI on 100% of “historical equity” position

· See RD Instruction 1965-E, Exhibit D, ¶II.B.2

· Unique option available to owners where there is no significant equity in the project – i.e., the USDA debt ( 90% of appraised FMV-as-is-unsubsidized.

· Incentive to keep apparent “basket case” projects in the program.

· An artificial “equity” position is calculated based on the last USDA appraised value of the project – typically from the time the loan was originally made.

· Increased ROI based on this “historical equity” position is authorized.  

· The ROI rate is 8% or the 30-year Treasury Bond Rate + 2%, whichever is greater.

· It may be a good idea to wait for the Treasury Bond rate to rise.  

· To allow the payment of this increased ROI, an exception is made to the usual capping of project rents at comparable market rates.  

CASE STUDY EXAMPLE #7

3b. Sell with incentives.  Apply to prepay, receive incentives, & simultaneously transfer ownership.

· See RD Instruction 1965-E, §1965.214(d)

· Essentially, the owner qualifies for some set of incentives as outlined above, and simultaneously transfers these to a new owner.  

· The incentive loans are actually made to the transferee who is acquiring the project.  

· Presumably all or most of the equity incentive loan funds serve as financing to pay the departing owner equity in connection with the acquisition.

· This approach only works if the buyer is willing to stand by until USDA incentive financing is ready. 

· This approach may be particularly useful if the transferee is an IOI entity of the current owner.  

· The old owners are able to exit with their equity, while their IOI owner takes over on a newly-established tax basis.

3c. Directed sale.  Apply to prepay, decline incentives, & be directed by USDA to sell to a nonprofit or public body.

· See RD Instruction 1965-E, §1965.216 & .217

· When an owner applies to prepay and declines all incentives, USDA frequently will require the owner to offer the property for sale to a nonprofit or public body at the project’s appraised FMV-as-is-unsubsidized for 180 days.  

· If a nonprofit or public body comes forward and is willing to buy the property for this price (even if it has no purchase financing lined up), the owner must accept the offer and wait for the buyer to obtain financing.

· The buyer may apply for 100% USDA financing (though this funding is very limited).  

· Disadvantages:

· Owner has no control over who the buyer is or over the timing of the sale.  

· Conceivably, a bona fide buyer could take a long time to arrange financing.

· Note that limited partnerships with nonprofit general partners are not included in this option, so tax credit buyers are excluded from participating at this stage.

· Advantages:

· It involves little work for the owner.  Just sit back and see what happens.  

· Ultimately the owner sells for 100% of project’s appraised FMV-as-is-unsubsidized.

· If seller fails to appear after 180 days, the owner may prepay without restrictions.  

3d. Prepay.  Apply to prepay, decline incentives, & avoid directed sale.

· See RD Instruction 1965-E, §1965.215(c)(1)(iii) or .218

· Threading the prepayment needle.  Only occurs if USDA determines the loss of the project will not adversely affect minorities or when a nonprofit/public body buyer fail to materialize within 180 days.

· Now owner is free to convert to conventional rates.  

· If there is a lack of affordable housing in the area, the current tenants (only) have to be assured affordable rents via a restrictive-use agreement.

3e. Post-incentive changes.  Hold with incentives, then…

· The project is no longer “at-risk” because acceptance of incentives comes with a new 20-year, restrictive-use provision. 

· However, for owners who have accepted incentives, there are always options.

i. Change membership.  Gradually shift ownership interest among current owners, to heirs, to others.

· Now that the project has been “incentivized”, it may be more or less valuable to some members.

· Some members may wish to depart, with the receipt of some share of the incentives.

· Other members may wish to transfer their incentive-enriched interest to heirs or sell it to others.  For instance, increased ROI from the project makes an ownership interest more attractive.

ii. Sell as is (post-incentive).  Buyer pays cash for your equity & assumes USDA loan.

· Just as members may be able to find buyers for their incentive-enriched interest, owners may be able to find buyers interested in their property.

· For instance, a project that has received significantly increased ROI may now be a very attractive investment for a buyer.  

· If the owner wants equity from the sale, the buyer will have to pay this with cash.  

· Because the project is no longer “at-risk”:

· The existing USDA debt may be assumed, but usually on “same terms”, not “new terms”.

· The project may not be sold using equity financing if it encumbers the project or relies on project revenues for repayment.  

· The buyer must be content with the ROI level of the current owner.  No increase in ROI is authorized for a new owner.

· The project is less likely to be of interest to the nonprofit affordable housing community.

· The project is unlikely to qualify for tax credits or other “preservation” financing.

· This approach may be useful if the transferee is an IOI entity of the current owner, so that there is less need to pay seller equity.  

· The old owners can exit, while their IOI entity is able to take over with a new tax basis.

A few parting comments on post-1989 projects

· See RD Instruction 1965-B, §1965.89

· Loans made after 12/15/1989 are not eligible to prepay.  

· Incentives are not available to these owners.

· However, these projects are not forgotten.

· After 20 year’s service, authority exists in USDA’s regulations for USDA to guarantee third party equity loans based on 90% of the project’s then-FMV-as-is-unsubsidized but not less than 30% of the project’s original appraised value.

· The loan may be paid for by an “occupancy surcharge account” administered by USDA.

· The details of this authority are sketchy and will probably only be worked out in 2009 or later.  

“Hold on tightly.  Let go lightly.” -- Croupier
Case Study #1:  “Making preparations for the future”

Case Study Apartments



Typical Owner, a California limited partnership

40-units





Built in 1983

Now approaching end of 20-year restrictive use agreement 

Average rent = $650 per month

Comparable rent in area = $750 per month

Annual ROI = $6,280

Excess reserves = none

Appraised FMV-as-is-unsubsidized = Unknown, may be around $2,500,000

USDA debt = $1,050,000

Project is in fair condition, with reserves on schedule, and no compliance problems.

Deferred maintenance = $40,000

Need to increase reserves contribution = $73 per unit-month

General partner explains USDA prepayment options and maps out a strategy.  Over the course of the next several years, the maintenance and reserve needs of the project should be addressed.  In the meantime, the project will continue normal 515 operations.  

Some of the limited partners just want out.  The GP agrees to buy out some of the LP’s for cash.  

Some of the LP’s convey their ownership interest to their children.

The GP looks into reorganizing itself or the ownership entity as a whole into a more favorable structure.

Case Study #2:  “The best of all possible worlds – an all-cash sale”

Case Study Apartments



Typical Owner, a California limited partnership

40-units





Built in 1983

Now approaching end of 20-year restrictive use agreement 

Average rent = $650 per month

Comparable rent in area = $750 per month

Appraised FMV-as-is-unsubsidized = $2,500,000

USDA debt = $1,050,000

Annual ROI = $6,280

Excess reserves = none

Project is now in good condition, with reserves on schedule, and no compliance problems.

Deferred maintenance = none

Need to increase reserves contribution = none

Affordability For All, a local nonprofit, is concerned about the imminent expiration of use restrictions.  They form a limited partnership, Affordability Ultra, a California limited partnership.  

Affordability Ultra successfully applies for 9% tax credits.  The sale of the tax credits is expected to generate $2,750,000.  With the proceeds, Affordability Ultra plans to acquire and upgrade the apartments.  

Typical Owner, LP and Affordability Ultra negotiate a $2,700,000 purchase price.   (Note that this price exceeds the FMV-as-is-unsubsidized, and may even exceed the FMV-as-is-subsidized.) 

The transaction will be structured as follows:

	Source of Funds
	
	
	Use of Funds
	

	USDA assumption
	$1,050,000
	
	USDA assumption
	$1,050,000

	9% tax credits
	$2,750,000
	
	Seller negotiated equity
	$1,650,000

	
	
	
	Upgrade work
	$600,000

	
	
	
	Transaction costs
	$500,000

	Total
	$3,800,000
	
	Total
	$3,800,000


Affordability Ultra applies at the local USDA office to assume the USDA debt on “same terms”.  

USDA is not overly concerned about the high sales price because no new debt or rent increase results.

USDA approves the sale at the State Office level without need for any exceptions or National Office approvals.

Affordability Ultra acquires the property and continues to operate it as a 515 project.

There is a new 20-year restrictive use agreement put in place by USDA (in addition to the tax credit restriction).

New owner’s annual ROI = $6,280 (unchanged from before)

Case Study #3:  “A transfer & assumption with new borrowing”

Case Study Apartments



Typical Owner, a California limited partnership

40-units





Built in 1983

Now approaching end of 20-year restrictive use agreement 

Average rent = $525 per month

Comparable rent in area = $750 per month

Appraised FMV-as-is-unsubsidized = $2,500,000

USDA debt = $1,050,000

Annual ROI = $6,280

Excess reserves = none

Project is now in good condition, with reserves on schedule, and no compliance problems.

Deferred maintenance = none

Need to increase reserves contribution = none

Affordability For All, a local nonprofit, is concerned about the imminent expiration of use restrictions.  They form a limited partnership, Affordability Ultra, a California limited partnership.  

Affordability Ultra successfully applies for 4% tax credits and $1,200,000 of tax-exempt bonds.  The sale of the tax credits is expected to generate $600,000.  With the proceeds, Affordability Ultra plans to acquire and upgrade the apartments.  

Typical Owner, LP and Affordability Ultra negotiate a $2,550,000 purchase price.   (Note that this price exceeds the FMV-as-is-unsubsidized, and may even exceed the FMV-as-is-subsidized.) 

Appraised FMV-as-improved-subsidized = $2,800,000

The proposed transaction will be structured as follows:

	Source of Funds
	
	
	Use of Funds
	

	USDA assumption
	$1,050,000
	
	USDA assumption
	$1,050,000

	Tax exempt bonds
	$1,500,000
	
	Seller negotiated equity
	$1,500,000

	4% tax credits
	$   750,000
	
	Upgrade work
	$   600,000

	
	
	
	Transaction costs
	$   150,000

	Total
	$3,300,000
	
	Total
	$3,300,000


Affordability Ultra applies at the local USDA office to assume the USDA debt on “new terms”.  

USDA notes the sales prices exceeds FMV-as-is-unsubsidized ($2,550,000 vs. $2,500,000); however, if the owner is willing to pay the surplus from the 4% tax credit proceeds, USDA is agreeable.

The post-closing debt against the property will equal $2,800,000 – 100% of the appraised FMV-as-improved-subsidized.  USDA can approve this provided the new owner will sign a 30-year restrictive use agreement.  This is no problem, since the 4% tax credits will impose a restriction anyway.  

The $1,500,000 tax exempt bond will place an additional debt service cost on the project – about $219 per unit-month (assuming 5.75%, 30 year terms).  This means the rent must increase from $525 per month to $744 per month.  USDA can approve this since rents will still stay below comparable market rents ($750 per month).

USDA agrees to subordinate its deed of trust to the tax exempt bond financing.   

USDA approves the sale with National Office concurrence under the authority of AN No. 3767.  

Affordability Ultra acquires the property and continues to operate it as 515 project.

New owner’s annual ROI = $6,280 (unchanged from before)

Case Study #4:  “Apply to prepay & get the increased ROI incentive”

Case Study Apartments



Typical Owner, a California limited partnership

40-units





Built in 1983

The project has now reached the end of its 20-year restrictive use agreement and is eligible to prepay.

Average rent = $650 per month

Comparable rent in area = $750 per month

Appraised FMV-as-is-unsubsidized = $2,500,000

USDA debt = $1,050,000

Annual ROI = $6,280

Excess reserves = none

Project is now in good condition, with reserves on schedule, and no compliance problems.

Deferred maintenance = none

Need to increase reserves contribution = none

Typical Owner, LP applies at the local USDA office to prepay their loan.  

Tenants and local authorities are notified that a prepayment application is being considered.

USDA calculates what incentives can be offered to the owner to avert prepayment.

In consultation with the National Office, and in accordance with USDA’s MFH Incentive Calculation Worksheet, USDA makes the following offer:

1. USDA will provide 100% RA for the project.

2. To improve cash flow, USDA will reamortize its existing loan at 1%, 50-year amortization, 30-year term.

3. USDA will allow rents to rise to comparable rent rates in the area ($750 per month).

4. This will allow the project to pay increased ROI ( $64,306 per year (instead of $6,280 per year). *

*  Note that this offer is less than an 8% return of current equity:

	Current project value
	$2,500,000
	appraisal-FMV-as-is-unsubsidized + reserves balance

	USDA debt
	-$1,050,000
	

	Recalculated equity
	$1,450,000
	

	Rate of return
	x              8%
	

	Increased annual RTO
	$     116,000
	


USDA cannot offer $116,000 per year because this would cause rents to exceed the $750 per month, the comparable rent rate in the area.  If the difference between project rents and comparable rents were greater, a larger ROI would have been offered.  

The owner accepts the increased ROI incentive and signs a new 20-year restrictive use agreement.

Case Study #5:  Equity incentive loan from USDA

Case Study Apartments



Typical Owner, a California limited partnership

40-units





Built in 1983

The project has now reached the end of its 20-year restrictive use agreement and is eligible to prepay.

Average rent = $650 per month

Comparable rent in area = $750 per month

Appraised FMV-as-is-unsubsidized = $2,500,000

USDA debt = $1,050,000

Annual ROI = $6,280

Excess reserves = none

Project is now in good condition, with reserves on schedule, and no compliance problems.

Deferred maintenance = none

Need to increase reserves contribution = none

Typical Owner, LP applies at the local USDA office to prepay their loan.  

Tenants and local authorities are notified that a prepayment application is being considered.

USDA calculates what incentives can be offered to the owner to avert prepayment.

In consultation with the National Office, and in accordance with USDA’s MFH Incentive Calculation Worksheet, USDA makes the following offer:

1. USDA will provide 100% RA for the project.

2. To improve cash flow, USDA will reamortize its existing loan at 1%, 50-year amortization, 30-year term.

3. USDA will allow rents to rise to near comparable rent rates in the area – $721 per month.  (There is no need to go any higher in order to afford the incentive package in this case.)

4. This will allow the project to afford a $1,200,000 equity incentive loan based on 90% of the FMV-as-is-unsubsidized. *

5. USDA will also pay increased ROI based on the other 10% of FMV-as-is-unsubsidized equity ( $20,000 per year (instead of $6,280 per year). **

*  Incentive loan calculated as follows:

	Current project value
	$2,500,000
	appraisal-FMV-as-is-unsubsidized + reserves balance

	
	x            90%
	

	Discounted FMV
	$2,250,000
	

	USDA debt
	-$1,050,000
	

	Equity incentive loan
	$1,200,000
	


**  Increased ROI calculated as follows:

	Current project value
	$2,500,000
	appraisal-FMV-as-is-unsubsidized + reserves balance

	USDA debt
	-$1,050,000
	

	Equity incentive loan
	-$1,200,000
	

	Recalculated equity
	$    250,000
	

	Rate of return
	x              8%
	

	Increased annual RTO
	$     20,000
	


The owner accepts the equity incentive loan and increased ROI incentive.  It’s a short wait for funding, but USDA comes through.  The incentive offer is closed and the owner signs a new 20-year restrictive use agreement.

Case Study #6:  Equity incentive loan from third party lender

Case Study Apartments



Typical Owner, a California limited partnership

40-units





Built in 1983

The project has now reached the end of its 20-year restrictive use agreement and is eligible to prepay.  

Average rent = $650 per month

Comparable rent in area = $750 per month

Appraised FMV-as-is-unsubsidized = $2,500,000

USDA debt = $1,050,000

Annual ROI = $6,280

Excess reserves = none

Project is now in good condition, with reserves on schedule, and no compliance problems.

Deferred maintenance = none

Need to increase reserves contribution = none

Typical Owner, LP applies at the local USDA office to prepay their loan.  

Tenants and local authorities are notified that a prepayment application is being considered.

USDA calculates what incentives can be offered to the owner to avert prepayment.

Although a $1,200,000 USDA incentive loan and increased ROI could be offered (see Case Study #5 above), there is now a long waiting list for USDA equity loan funds.  

The owner decides to seek an equity loan from a third-party lender instead.  

A third-party lender is willing to make an equity loan subject to USDA’s concurrence.  

The terms of the third-party equity loan are:  7.5%, 25 years.  

In consultation with the National Office, and in accordance with USDA’s MFH Incentive Calculation Worksheet, USDA makes the following offer:

1. USDA will provide 100% RA for the project.

2. To improve cash flow, USDA will reamortize its existing loan at 1%, 50-year amortization, 30-year term.

3. USDA will allow rents to rise to comparable rent rates in the area – $750 per month.

4. This will allow the project to afford a $654,335 equity incentive loan.  The debt service associated with this $654,335 loan will cause rents to rise by $100 per month to the $750 per month level.  

5. There is no room to pay any increased ROI because this would cause rents to rise above comparable market rents.

6. USDA agrees to subordinate its deed of trust to the third-party lender.  

The owner accepts the $654,335 equity incentive loan and signs a new 20-year restrictive use agreement.

Case Study #7:  An owner with no equity

Case Study Apartments



Typical Owner, a California limited partnership

40-units





Built in 1983

The project has now reached the end of its 20-year restrictive use agreement and is eligible to prepay.  

In this case we’re dealing with a weak market.  

Average rent = $450 per month

Comparable rent in area = $450 per month

Appraised FMV-as-is-unsubsidized = $1,000,000

USDA debt = $1,050,000

Annual ROI = $6,280

Excess reserves = none

Project is now in good condition, with reserves on schedule, and no compliance problems.

Deferred maintenance = none

Need to increase reserves contribution = none

Typical Owner, LP applies at the local USDA office to prepay their loan.  

Tenants and local authorities are notified that a prepayment application is being considered.

USDA is skeptical.  Is the owner really able to prepay when the debt exceeds the FMV of the property?  The owner demonstrates they have the wherewithal to cash out USDA.

USDA calculates what incentives can be offered to the owner to avert prepayment.

Because there is no equity in the property now ($1,000,000 FMV vs. $1,050,000 debt), USDA considers the request based on the appraisal made 20 years ago in connection with the loan’s original approval:

Last appraised value of the project prior to prepayment request = $1,570,000

Treasury Bond rate at time of prepayment application = 3.4%

T-Bond rate + 2 = 5.4%

Since the standard 8% ROI rate is greater, 8% is used in calculating new ROI.  

In consultation with the National Office, and in accordance with USDA’s MFH Incentive Calculation Worksheet, USDA makes the following offer:

1. USDA will provide 100% RA for the project.

2. To improve cash flow, USDA will reamortize its existing loan at 1%, 50-year amortization, 30-year term.

3. USDA will allow rents to rise to $525 per month.  Note that this is above comparable rent rates in the area ($450 per month).

4. This will allow the project to pay increased ROI ( $41,600 per year (instead of $6,280 per year). *

*  The increase ROI is calculated as follows:

	Historic project value
	$1,570,000
	USDA’s last appraisal prior to the prepayment request

	USDA debt
	-$1,050,000
	

	Recalculated equity
	$   520,000
	

	Rate of return
	x              8%
	

	Increased annual RTO
	$     41,600
	


The owner accepts the increased ROI offer and signs a new 20-year restrictive use agreement.
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