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Possibilities for Preservationists
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Preservation:  Possible

Section 515 Rural Rental Housing Loan Program

The Preservationist’s Conundrum

The median age of USDA Rural Development’s 515 portfolio in California is over 16 years old.  

A large number of 515 projects are now or soon will be eligible to prepay.  By 2010, over 70% of California’s 515 portfolio – an estimated 280 projects – will be “eligible” to prepay. 

Preservation’s Goal:

Assuring that California’s affordable rural rental housing portfolio continues to provide needed affordable housing – whether under  current or new ownership.   

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.  

Don’t panic.  Notwithstanding any owner’s interest in prepaying and converting to market, this is not a very likely outcome.  USDA’s prepayment process places significant constraints on owner options.  

Negotiate a deal that works.  Preservation buyers have a significant negotiating advantage.  Sellers can only sell through a USDA-directed process.

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

USDA makes very reasonable, attractive preservation options available to owners or buyers.

Nearly all preservation transfers require USDA Administrator exception authority.  As more and more transactions happen, the limits of exception authority will be better understood.  

USDA contacts

Because of the complexities involved, preservation servicing is being handled in the State Office and by six senior MFH specialists statewide.  

	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, preservationists 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.

· 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.

· Will the project have lower O&M costs under new ownership? 

· Reduced RE taxes, elimination of owner return can provide budget savings that can help pay  acquisition costs.

· 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 the owner interested in applying to prepay? 

· An application to prepay may actually be helpful because it can unlock USDA incentives & RA.

· Where will you obtain 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.  

· Consult with USDA as early as possible!

· USDA has developed an Excel spreadsheet to help analyze whether a deal structure is viable.  

Equity Financing Strategies

There are many financing strategies that may work.  No one strategy has yet emerged as being clearly the best.

1.  USDA Rural Development

a.  Owner applies for prepayment, receives incentives, and transfers the property with some or all of the incentives used for the transaction.

b.  “Innovative approaches” – USDA provides equity financing for transfer without a prepayment application

2.  4% tax credits and tax-exempt bonds

3.  9% tax credits

4.  Tax-exempt bonds

5.  CalHFA

6.  HCD

a.  MHP

b.  Serna grant

7.  Third-party financing

USDA’s existing debt

USDA’s 515 loan will remain with the property in all preservation transactions.  

· To facilitate the transaction:

· The 515 loan can be assumed on new terms – 1%, 50-year amortization, 30-year term 

· The 515 loan can be subordinated to new equity financing to facilitate the transaction.

· Junior liens and residual receipts loans may be allowed.

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

· For-profit buyer (e.g. nonprofit limited partnership) – 20 years minimum (30 years for extra USDA concessions)

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