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ALTERNATIVES TO CONVENTIONAL MORTGAGE FINANCE SYSTEMS

Introduction

The housing finance programs which have been instituted in
developing countries usually employ conventional mortgage financing
techniques. Typically, these programs offer level payment mortgages
with high down payments and below market interest rates. The
limitations of conventional housing finance systems are summarized in
Exhibit 1. In essence, these limitations are the result of dealing
with a disorganized system by conventional means. Luw and even middle
income househalds frequently do not meet the criteria established “or
lending. These criteria are based on those emplioyed in more developed
economies and may not be appropriate in a less developed country. In
order to devise housing finance programs that will reach a broader
spectrum of the population, alternatives to the traditional mortgage
finance systems should be considered.

Oown Payment Requirements

In a number of couatries it ippears that unrealistically high
down payments are required. Down payments of 40 percent, 50 percent
or 60 percent of the value of the housing unit frequently ara paid.
In many cases, the 1loans being given tn private sector borrowers
relative to the value of the dwelling are so low as to reduce the
usefulness of mortgage credit. In addition the required down payments
are beyond the financ- al capacity of a large portion of the households
requiring housing. Loan to value ratios are inordinately low because
of regulations which do not appear to be supported by delinquency and
foreclosure experence and because of the Jow interest rates senerally
charged on mortgage loans.

It is likely that in many countries low loan to value ratios are
employed to ration credit. As an dlternative means to achieve the
same end, mortgage lenders could relate interest rates to loan to
value ratics. For example, a 60 percent loan might bear an interest
rate of 10 percent, a 70 percent loan 12 percent end an 80 percent
loan 14 percent.

The reduction of down payments to more reasonabie levels would
make housing affordable to a larger segment of the population. The
Towering of down payment requirements without greater risk expusure to
the mortgage lender could be accomplished through government
guédrantees or insurance of mortgage loans or through requiring a
co-guarantor on any loan in excess of, for example 80 percent, of the
value of the property purchased. A program of this type could reduce
or eliminate the risk to the mortgage lending institutions. Under a
government loan guarantee or insurance program a fee should be charged
for the gquarantee or insurance sufficient to cover acministrative
costs and expe:ted losses under the program.



EXHIBIT 1

LIMITATIONS OF CONVENTIONAL
FINANCING SYSTEMS

HIGH ELIGIBILITY
REQUIREMENTS

CONSTRAINTS ON HOUSEHOLD
ACCESSIBILITY

A. HIGH DOWN PAYMENT (LOW LOAN-
TO-VALUE RATIO)

B. COLLATERAL REQUIRED TO BE
IN THE FORM OF MARKETABLE

ASSETS

C. REQUIREMENT OF EVIDENCE CF
ESTABLISHED TENURE,
USUALLY FEE TITLE

D. AN ADEQUATE INCOME AT A
SPECIFIED LEVEL

E. REGULAR EMPLOYMENT AND
INCOME FOR A REQUIRED TIME

ra

. TENURE IS NOT ESTABLISHED.

INSUFFICIENT CASH SAVINGS.
SAVINGS HELD IN THE FORM
OF TANGIBLE ASSETS

ASSETS USUALLY NOT IN THE
FORM ACCEPTABLE TO
CONVENTIONAL LENDERS SUCH
AS CATTLE, JEWELRY, AND LAND

USUALLY SQUATTER'S RIGHTS,
TRIBAL SYSTEM

AVERAGE HOUSEHOLD INCOMES
BELOW THE SPECIFIED LEVEL

ERRATIC OR SEASONAL EMPLOYMENT
PATTERN, INCOME PATTERN AND
SELF EMFLOYMENT




The risks of making higher loan to value ratio loans would be
reduced by the operation of the market itself. Where housing costs
are gscalating at a rapid rate, the increase in housing prices reduces
the risk exposure of the lender. Exhibit 2 graphically represents the
impact of appreciation in house prices on a lender's risk exposure.
In the example, a housing unit costs $1,000 today and a 20 percent
down payment is required while housing prices are increasing at a rate
of 10 percent per year. As the exhibit shows, the loan tu value ratio
declines rapidly. After only two years, the outstanding balance on a
20-year 80 percent mortgage at an interest rate of 10 percent is only
about 64 percent of the market value.

An alternative to cash down payments which could be considered
is the value of the borrower's labor. For example, in the Building
Together Project in Bangkok, Thailand it was found that many families
eligible for the project could not meet the minimum down payment of
$13,000 on the 855,000 homes in the project. The Government Housing
Bank adopted a shadow price for the people's labor of B6 per hour.
Since each family committed 1500 hours of labor, the total value of
the Tlabor counted towiard the down payment was B89000. Thus the
families were required to pay only 84000 in cash, whict surveys had
indicated was within their ability to pay. If a family had more
savings accumulated, they could reduce the amount of financing
required. The BY000 credit would reduce monthly payments under the
terms of financing for the project (12% interest over 15 years) by
Bl08 per month, or 3.5% of the average household income of 33,100.

Adequacy of Collateral

When tie security pledged against a loan s considered
inadequate, the lender will frequently demand additional collateral or
a co-guarantor. Traditionally this collateral must be money or
financial investments such as a contract savings account. Many low
income families do not hold such acsets. In many developing
countries, wealth is maintained in nonmonetary form. fattle, jewelry,
building materials, automobiles, and equipment may constitute the
majority of a poor family's assets. A system could be devised in
which these tangible assets could be accepted as security for the
mortgage loan. The borrower would assign the goods to the lender
until a set amount of payments had beecn made. At this time the lender
would release his claim on the goods.

The incentive to pay the mortgage promptly may be intensified if
the family's means of livelihood, such as a taxi or equipment used in
home industry, were at risk. Assets such as Jewelry, which have
cultural and social as well as monetary value, when pledged as
security for a mortgage loan could alsc offer a substantial incentive
to pay. Tne acceptance of alternative forms of collateral could help
to lower the barriers to 2:cess to mortgage credit €ar many low ‘income
nouseholds.

-1e



EXHIBIT 2

The Impact of Appreciation in Housing Prices
on the Risk Exposure of Mortgage Lenders

Rate of Appreciation - 10%, per year
Mortgage Loan-- 20 year maturity,
10% interest rate, 20% down payment
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Land Tenure

———

A major impediment to the efficient and widespread provision of
mortgage credit in developing countries is the existing system of land
tenure. The issue of }and tenure is particularly relevant to housing
finance because a mortgage, by definition, is a claim against real
property. Therefore, the propective borrower must possess some legal
rights to real property if he is to avail himself of mortgage credit.
Most conventional housing finance programs require that the borrower
have a freehold interest in the property to be pledged as security for
a mortgage loan and be able to provide the necessary documentation to
estabiish that interest. Freehold ownership is regarded as providing
the greatest security of tenure. However, a leasehold estate, or
ground lease, if it is for a sufficiently long term, let us say 30, 40
or 50 years, may be considered equally secure, especially if the
leasehold is inheritable and the lease includes an option to buy
provision.

Securing a legal and secure claim to the land for the benefit of
low income households, by whatever l.gal means, is one of the most
important functions of government housing authorities. The tenure
issue is especially critical to the upgrua.ng of squatter settlements
and the development of new low income housing projects.  Security of
tenure is one of the most intensely perceived neads of settlers. A
desire common to households everywhere is to build a home on a piece
of land they can call their own. In addition, security of -tenure is a
very important stimulus to a household's investment of time, money and
effort in constructing permanent dwellings on the 1land they occupy.
It is understandable that houscholds occupying land from which they
could be evicted with little notice are less than fuliy motivated to
invest their limited resources in building or improving their houses.

It is commonly agreed that the key to releasing the instinct to
build 1is the security of tenure to land. The controversy arises over
what form that tenure should take, what financial requirements should
be imposed, and what restrictions, if any should be placed on the land
conveyed to settlers. If housing finance systems are to function
effectively in reaching lower income households, who are the least
likely to have secure tenure in land, housing finance agencies must be
flexible and innovative in structuring mortgage instruments which are
consistent not only with the requirements of the mortgcge lender and
the low income household's ability to pay, but with the prevalent
system of land tenure operating in the country,

Granting of Freehold Estates in Government Lands

n some countries, such as Hong Kong, a large proportion of the
land i. owned by the government. In other countries, such as the
Republic of Korea and Japan, government land banks have been created
with land held in reserve for future needs. In stil] other countries
where the majority of urban land is in private hands, the government
can acquire land for public use only by exprorriation. In those cases



where the government already owns the land it has been argued that the
financial value of the land is of 1little relevance. Since the
government did not pay for the land, it can be given away, sold or
leased at minimal costs to low income settlers. However, in terms of
the net fiscal position of the housing authorities, the revenue Jlost
by not selling or leasing the sites should be considered the
equivalent of costs incurred in those cases where the authorities have
had to purchase land for housing project.

The granting of freehold ownership of government land to low
income households presents several problems. In the case of squatter
settlements, the granting of legal title to the land is to acquiesce
to an illegal action and, in fact, reward people for the illegal
seizure of land. Such a move by the government could actually result
in an acceleration of the growth of squatter settlements.

The issue of land tenure is very complex in many developing
countries. In many countries the system for iand registration or
recording’'s primitive at best. For example, in Indonesia it is almost
impossible to ascertain the boundaries of a tract of land and the
rights of the various owners, creditors, tenants, heirs and other
claimants. Even if a system of land registration is established, the
prodolem may not be resolved. It would be a lengthy and costly
undertaking to register the claims of al] land in areas where
customary or Muslim law have provided the framework for land
distribution for centuries. The passage of Tlaws requiring the
registration of land titles will not necessarily alter the behavior of
families accustomed to traditional land Taws. A possible solution
would be the use of a form of title insurance in which conflicting
claims would be adjuducated, title vested in the most Tikely owners
and insurance provided against other claimants. Such a system has
been used in Singapore.

Another problem is that freehold ownersnip, unless it is
specifically restricted by the deed, imparts the right of alienation.
A family in a squattar settlement could reap an immediate cash
windfall by selling its plot of land or apartment and renting it back
or meving on to another squatter settlement. Even it the deed states
that the grantee cannot sell the land for a specified length of time,
enforcement of this condition would be difficult. In some Korean and
Hong Kong housing projects it is recognized that this typa of
technically illegal activity is common.

How can this problem be avoided? One possibility is to defer
the issuance of title until the grantee builds a dwelling on the lot.
However, this alternative may only defer the sale. Another
alternative is to establish concurrent ownership with the local
housing authority. 3oth of thesa alternatives would reguire
enforcement to be effective. The cost of enforcement and the
t1kelihood that such restrictions cannot be enforced effectively cast



doubt on the efficacy of any legal restraints to prevent the sale of
this land.

Another possibility would be to grant title to the entire tract
to an owner's association, cooperative or some other organized
community entity with each member uwning an undivided interest in the
entire tract proportional to the value of his individual parcel. This
solution has been employed in the Building Together Project in
Bangkok, Thailand. This"condominium" type of structure would require
a high degree of cohesiveness and community organization within the
settlement. It has been suggested that in those countries where the
communal form of ownership is an integral part of the culture, that
communal  ownership would be readily accepted by residents.
Legislation protecting the rights of residents could reinforce
customary practices.

Perhaps the most critical problem of granting title is
financial. Urban land in most developing countries is extremely
costly. The tvpical low income household could not afford to purchase
the land, much 1less build a home on it. For example, let us assume
that a family earning $60 per munth is offered a lot valued at $1000.
The family can pay $100 as a cash down payment. I[f we assume that the
family could afford to pay $12 per month, or 20 percent of its monthly
income, as a mortgage payment and that the interest rate is 10
percent, it would take almost 10 years for the family to pay for the
lot alone. .

At the other end of the spectrum, the government could give the
land to the family. This course of action is commonly employed in
many developing countries. The long run implications of the wholesale
giveaway of gcvernment lands can be serious. The first consideration
is the financial implication for the housing authority. If the
opportunity cost of giving away public lands is disregarded, a
significant source of funds for future land acquisition and
development would be Tost. The relevant issue is not whether or not
the governmert had to nay for the land, but the value of the Jand on
tne marketplace today.

Another potentially negative aspect of a free land program is
that the settlers have less of a commitment to invest in the property.
The temptation to sell the land off and make an immediate nigh profit
would indesd be great, and perhaps irresistable.

The best course of action seems to lie between the two extremes.
One alternative wouls be to value the land at less than the current
market value. Since land values may be artificially inflated due to
speculation, valuation at below market price may be a valid
alternative. The ,rice which is set for the land should be adequate
to cover administrative costs and also contribute to the cost of
providing services.



A method of valuation which could be used is to establish 2 fair
market rent for the land and discount it at a cost of capital pegged
to the rate the government pays for its fundw. I[f $1000 Tot wused in
the earlier example could be leased for $75 per year if land were
readily available and the land market functioned efficiently. If the
fair return on land is 10 percent, the value today would be $750. The
difference of $250 between the “fair® value and the current market
price 1is due to disequilibrium between supply and demand, speculation
and market imperfections. Financing of the purchase of a lot at its
fair market value could be accomplished by using what is called a lot
or site loan. The lot loan could be in the form of a mortgage, where
the household is granted title and the lender has a lien on that
title, or an installment contract, in which the lender, in this case
the housing authority, retains title to the land until either the full
contract is paid off or the lot 1loan is converted tu a permanent
mortgage when the family builds its home. A lot loan is usually a
balloon payment loan. The loan is anortized as if it were to be paid
off over a long period ot time, say 25 or 30 years, but payment in
full is required at the end of a short period, say 3 to 5 years.

Exhibit 3 presents an example of a lot financing scheme. The
"fair market value" of the lot is $750, and the family can make a $75
(10 percent) down payment, the principal of the loan is $675. If the
loan were amortized over three years at 10 percent, the monthly
payment would be $21.78, or over 36 percent of the family's monthly
income. However, if a balloon payment Tot loan were used, with the
$675 amortized over 25 years the payment would be only $6.13 per
month. At the end of three years, the family will still have an
outstanding principal balance of $653.54. If the family is not
prepared to buiid at this time, the loan could be renegotiatad at the
current rates, terms, and conditions for similar loans.  However, it
is suggested that the amortization period for the renegotiated loan be
reduced by the time elapsed from the first lot loan. [n this example,
three years have elapsed so that the term on a renegotiated loan would
be 22 years, not 25.

If at this time they are prepared to build a permanent dwelling
on the Tlot they would take out a mortgage loan for the remaining
balance on the land plus the cost of construction, and the family's
equity 1in the land could be used as the down payment on the mortgage.
Let's say that at the end of three years the value of tha land has
increased by 20 percent to $900. Therefore, the family has $246.46 in
equity in the land. If the mortgage lending institutions require a 20
percent down payment, the equity in the land would support 3 loan of
$§1232 with no additional cash required. At the time the mortgage loan
is taken down, the lender would have a claim against both the land and
the improvements.



SXHIBIT 3

FINANCING LAND PURCHASE

I. VALUATION AT FAIR MARKET VALUE

Current Market Price $1,000
Fair Market Rent §75/year
Fair Return on Land 10%

Capitalized Value of Land $750

II. FINANCING WITH A LOT LOAN AND A PERMANENT LOAN
Al THe END OF THREE YEARS

Value §750
Down Payment §75
Amortization Period 25 years
[nterest Rate 10%
Balloon Payment Due 3 years
Monthly Payment $6.13
Qutstanding Balance on Lot Loan at the End

0° Three Years: $653.54
Appreciation in Lot Price 20%
Current Market Value of Lot $900
Equity in Lot $246.46

III. LOAN WHICH COULD BE SUPPORTED WITH:

No Additional Down Payment §1,232
$100 Additional Down Paymant $1,732
$200 Additiona: Down Payment $2,232



Granting of Leasrhold Estates in Govermment Lands

An alternative to freehnld ownershir which could be seriously
considered is the ground lease. In urban areas where land costs are
prohibitively high, the ground lease may be the most reasonable
alternative for providing security of tenure to low income residents
and at the same time reducing the opportunity cost to the housing
authority.

A ground lease is a long term Tzase on land which can have an
option tu purzhase incorporated intc its provisions. The ground lease
has a number of attractive features. First, it greatly reduces the
cash requirement "up front" while giving the lessee possession of the
land ana security of tenure. This is one reason why ground leases are
popular among commercial developers in the United States. Second, the
ground lease provides the lessor, in this case, the housing authority,
with cash flow to finance other investments. Third, tne ground lease
gives the housing authority more control over the use of the Tana than
outright freehold conveyance.

If a ground lessee wizhes to take out a loan to finance the
construction or improvement of his house, the mortgage instrument
would not differ significantly from that used for a mortgaca on a
freehold estate. The mortgagee must require that the leasaehold be in
force and not be subject to any prior lien or éncussrance which could
cause the leasghold interest to be terminated and that the remaining
term of the lease rot be less than the term of the mortgage. In the
United States, !rnders generally require that the Tlease have a
remaining term of at least five years more than the term of the
mortgage. '

Private Lands

In countries where most of the 1land for low income housing
development 1is in private hands, the government must balance the
interests of the low income households who will receive the Tland
against the interests of the landowners. The acquisition of private
land by the government or housing authority may be difficult unlass
they have the right to expropriate the land--the right of eminent
domain. Even in those countries where the government has the right of
eminent domain, it must compensate the landowner for the vdalue of his
property. In many instances, the high cost of urban land virtually
precludes land acquisition on a large scale. The full costs cannot be
passed on to the low income recipients and, f they are not, the
goverrment will rapidly exhaust the funds available for land assembly,

Alternatives to cash payment to the landowner should be
considered. In  many countries there is a stiff tax on the
"speculative" increase in land values when property is sold. Instead
of purchasing the 1land at a negotiated price, the housing authority
could compensate the landowner at a price well below market value, but
not tax any increment over the original cost of the land. Such a

-10-



FXHIBIT 4
TAX EXEMPT LAND PURCHASE

THE VALUE OF THE LAND WHEN
ACQUIRED BY THE
LANDOWNER WAS

$200,000

THE CURRENT MARKET
VALUE IS $1,000,000

[

HOUSING AUTHORITY
PAYS MARKET VALUE
OF $1 MILLION

- LANDOWNER PAYS A 50% TAX
ON THE $800,000 GAIN

LANDOWNER REALIZES
$600.00GC IN CASH
(1,000,000-400,000 TAX)

GOVERNMENT RECEIVES
$400,000 IN TAXES

HOUSING AUTHORITY RECEIVES
ITS SHARE OF TAX THROUGH
THE REGULAR BUDGETING
PROCESS

L

—

HOUSING AUTHORITY
PAYS BELOW MARKET
VALUE PR/\CE OF
$600,000

LANDOWNER PAYS
NO TAXES

LANDOWNER REALIZES
$600,000 IN CASH

GOVERNMENT
SAVES $400,000, BUT
GENERATES NO TAX

‘REVENUE

HOUSING AUTHORITY

RECEIVES THE FULL

BENEFIT BY SAVING
$400.000 OF RESOQURCES

|

THE NET EFFECT ON THE

TOTAL GOVERNMENT BUDGET
IS THE SAME

-11-



scheme could be attractive to landowners, particularly those who had
inherited their property. The example shown in Exhibit 4 will
illustrate this situation. The landowner acquired a tract of land for
the equivalent of $200,000. The market price of the land today is the
equivalent of $1,000,000. If a 50 percent tax is imposed on the gain
of $800,000 in land value, the landowner would net only $600,000. If
the housing authority purchased the land and paid the landowner a tax
exempt $600,000, the landowner would be as well off as if he had sold
the Tand for $1 million and the housing authority would have reduced
its costs by 40 percent. The net cost to the government as a whole
would not be reduced by this approach since the Tost taxes would equal
the reduction in price. However, unless the tax revenue were
specifically allocated to the housing authority, not all of the tax
revenues would be realized for housing. The policy at issue in this
case is whether tax revenues generated by a land speculation tax
should go to the general budget or be channeled into housing. In
other words, should housing subsidize other sectors of the economy.

The government could also exchange property with the private
landowner.  This alternative would not involve any outlay of cash at
the time the land is acquired, but may merely defer expenditure to the
time when the 1land traded to the current landowner is required for
development. At this time land prices may have increased to such an
extent that any benefit gained from the land exchange could be offset
by the incremental expenditure required.

In the case of raw land, the government could "joint venture" a
project with the landowner. The ]andowner would contribute the land
and the government would install the infrastructure. Well serviced
land can command a much higher prica than raw land. When the
installation of the infrastructure has been completed, the landowner
could be allocated a parcel of the improved land proportional to the
value of the raw land contributed plus a fair return on his
investment. Thus, the landowner would possess a smaller, but much
more marketable, parcel of land and the government would not have tied
up needed cash in land acquisition. Exhibit § presents an example of
a joint venture scheme.

Programs should also be evaluated which encourage the 1landowner
to put the land to residential use rather than holding it off the
market or permitting illegal squatter settlements on it. Once again,
the government could employ a "“carrot and the stick" approach.
Developing the land or upgrading existing squatter settlements should
be financially attractive to the landowner and/or he should be faced
with the implied threat of losing his property or paying a high
"non-use" tax if he does not comply.

-12.



EXHIBIT 5

JOINT VENTURE WITH
PRIVATE LANDOWNER

Landowner owns 20 hectares of raw
(unserviced) land with a current
market value of $i million.

Landowner contributes land to the project.
Conveys title to land to housing authority
and executes contract to receive improved

lots.

Housing Authority improves and subdivides land into
3,000 lots with a market value of $2,750 per lot.

Housing Authority allocates 400 lots to landowner which
recovers. tis capital investment of $1,000,000 plus 2 10%
return ($1,100,000)

Financial Impact on Housing Authority: $1 million in land cost
saved "up front"; $1.1 million foregone when land is improved.

However, if the lots allocated to the landowner were to be sold
to low income families at below market prices, lost funds from

conveyance to lardowner are reduced.

-13-




A ground lease scheme might be appropriate in cases where a
landowner 1leases or grants rights to his land instead of selling it
outright. A lanaswner could be cffered a p'an whereby if he Jleases
parcels of land i existing or potential tunants and subordinates that
lease to any mortgage for construction o upgrading taken out by the
ground lessees, the government wilj provide services to the land,
which will be paid a% least in part cy the Tlessees. Ground lease
payments could be deferred for several years until the lessees have
been able to at Teast begin construction of their homes. In squatter
upgrading areas, ground lease payments could be deferred until the
upgrading process i3 well undar way. The government could establish a
formula for rents which would provide the landowner with a fair income
stream. Because the landowner's interest is "at risk" it may be
possible to utilize him as a servicer of the mortgages to the families
living on the land. The Tlandowner could be compensated for his
services as the collection agent. The primary appeal to the landowner
would be that upon the cxpiration of the lease, the improved land
would revert to the landowner to be sold at the then prevailing market
prices. The prospects of substantial appreciation in the value of his
land as it is developed at no cost to himself might prove appealing to
the landowner,

Communal Lands

Communal lands present a different set of problems for riortgage
lenders. Since “he individual borrower does not own a specific parcel
of land, the mortgage lender does not have the land for security on
the loan. In western countries, successful forms of communal
ownership are the condominium and cooperative, However, 1landers
require compliance with a fairly extensive set of rules and
regulations before they will grant such loans. ™ 8ecause the value of
the security pledged by an individual borrower is dependent on the
overall design, maintanance and management of the project, mortgage
lenders must be assured that the preject is organized in a fashion
that would insure the preservation and enhancement of property values.
Condominium mortgages are viable instruments if all of the safeguards
are imposed and the comnunity organization carries out its
obligations. In developing countries, it may be difficult to organize
groups effectively unless they already have an existing bend.

Summary of Tenure Issues

In summary, security of tenure is essential to successful Tow
income housing projects and the financing of these projects. This
security can be provided in many forms. The optimal form 1is that
which is consistent with the social and cultural patterns of the
country, is most affordable to the recipient households, provides the
housing authority, the government or the private landowner with a
reasonable return and offers the mortgage lender adequate security for
‘the Tloan. Housing finance agencies should not insis: on freehold
ownership when it is beyond the means of low income households without
deep government subsidy or is difficult to obtain because of legal

* See Appendix for an example of government agency underwriting
criteria used in the United States .



barriers. Housing policy should include a rational system of
providing land terure to low income households through the passage of
legislation and the astablishmant of lenaing practices which protect
the rights of tenants and landawners alike.

Housing Affordability

A major constraint on the operation of an efficient housing
finance system is the relationship between the cost of the a0using
available and the financial capacity of households. If a national
housing finance system is to function effectively, serving social
goals and being responsive to public needs, it must provide 1loans in
some relationship to the financial capacity of the country''s
citizens.

For example, assume that the average income for urban households
‘1 @ country is estimated at $1500. Exhibit 6 shows the value of
Fusing units that can be afforded on a relatively unsubsidized basis.
Fr down payments of 10 percent to 40 percent of the purchase price
a d loan terms of 15, 20, 25 years. This affordability analysis is
besed on several further assumptions: (1) an interest rate of 12
pe "cent per annum; (2) monthly payments, (3) 25 percent of a
household's annual income is allocated to housing payments; and (4)
an annual household income of $1500.

The exhibit shows that the maximum selling price the average
housenold could afford under the foregoing assumptions ranges from
52893 for a 10 percent down payment and 15 year term to $4945 for a 40
percent down payment and 25 year term. The table also indicates that
housing affordability is more a function of the amount of the down
payment than the term of the loan.

A more rational approach to looking & housing affordability may
be based on ebsolute levels of down paywent rather than percent of
selling price. Exhibit 7 provides the same information as the
previous table. but provides for down payments of $500, $1000, and
§1500. It should be remembered that $1500 represents a savings
accumulatior of approximately one year's income. The exhibit shows
that afferdable housing units range from $3104 for a 15 year term and
aISSOO down payment, to $4467 for a 25 year term and a down payment of
$1540.

The exhibit also provides an additignal piece of information.
This is the relationship of the selling price of the home to the
annuai earnings of the employed worker. It is a generally accepted
rule of thumb that the value of a home should not be more than 2.5 to
3 times the purchaser's annual income. As the table indicates, under
the assumptions given, the selling price to annual income multiple
ranges from 2.1 to 3.0.
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EXHIBIT 6
AFFORDABILITY OF HOUSING
THE MAXIMUM PRICE AFFORDABLE BY THE

AVERAGE URBAN HOUSEHOLD
BASED ON DOWN PAYMENT

Assumptions:

*Interest rate of 12%

*Monthly payments

*25% of annual income tor mortgage payment

*1980 average urban household income of
$1500 per year

Term to e EerggnE go!n_PaXTent _________
Maturity 10% 20% 30% 40%
15 2893 3255 3720 4340
20 3153 3548 4054 4730
25 3297 3709 4239 4945
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EXHIBIT 7
AFFORDABILITY OF HOUSING
THE MAXIMUM PRICE AFFORDABLE BY THE

AVERAGE URBAN HOUSEHOLD
BASED ON AMOUNT OF DOWN PAYMENT

Assumptions:
*Interest rate is 12%
*Monthly payments
*25% of annual income for mortgage payments
*1980 average urban household income of
51500 per year

Temto | DOWN_PAYMENT
Maturity $500 51000 $1500
15 $3104 $3604 54103
(2.1) (2.4) (2.7)
20 $3338 $3838 54338
(2.2) (2.6) (2.9)
25 $3467 53967 54467
(2.3) (2.6) (3.0)

Note: The numbers in parenthesis ( ) indicate the
multiple of housing price to annual income.
For example, with 3500 down payment and a
term of 20 years, the selling price is 2.2
times the average annual income of $1500.
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This type of affordability analysis has major implications fcr
housing finance. First, it indicates that if national palicy is tc be
effective in providing housing solutions, the housing units which are
to be constructed must fall within a realistic affordability range.
Under the foregoing analysis, private housing finance systems can be
expected to provide housing finance for units costing from 2.5 to 3.5
times annual household income. In some countries present housing
policy is to produce housing units in the public housing sector with a
ccs” beyond the means of even middle income families.

Alternative Mortgage Payment Plans

Providing alternatives to traditional mortgage lending
instruments in the areas of down payments, collateralization, land
tenure, and planning for affordable housing will help to remove a
number of the impediments to the operation of an efficient mortgage
system. However, the primary constraint on the widespread use of
mortgage credit is the inability of a large proportion of the
ponulation to meet required mortgage payments. The fixed interest,
level payment method of amortization frequently results in loan
repayment patterns beyond the capacity of all but the middle and upper
income segments of the population. Mortgage payment plans can be
structured so that paymants begin at a low level and increase over
time. Plans can also be devised which fit a family's income pattern.
Such plans would require more acministration than the traditional
level payment 1loan. Borrowers would have to be educated about the
payment pattern and would have to understand that payments will change
over time at regular intarvals. Employzes of the lending agencies
would also have to understand the various typas of loans and be able
to use tables and calculators to determine the payments and balances
outstanding. Loan administration costs may increase if alternative
mortgage instruments are used.

The financial impact of alternative payment plans should also be
considered. Graduated payment plans assume that a borrower's income
will increase over time at a rate high enough to reduce the impact of
high mortgage payments on a household's budget. Marginally employed
Tow income borrowers may not realize such increases. In these cases,
the graduated payment 1lan may not be the best system. The financial
impact on the lending agency is another factor. Graduated payment
plans reduce the cash flow and the cost recovery to the lending agency
in the early years of :he loan.

Alternative mortage instruments are Just what that term
implies -- alternatives. They can be used in combination with
traditional loan payment plans. The objective of alternative payment
systems s to allow more low income households to qualify for a loan.
[t is the decision of the policy makers whether the costs of such
programs are Jjustified by the benefits of reaching more low inccme
families through formal credit systems.
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Graduated Payment Mortgage

One possible alternative is the use of a graduated payment
mortgage. This mortgage incorporates an increasing level of payments
over time. Payment increases can be based on a constant monetary
increment or a constant rate of growth. The graduated payment
mortgage 1is appropriate because of real income growth and the
inflation existing in most economies. For example, if price increases
in construction are estimated at 15 percent per year, and the general
inflation is at least 15 percent per year, a graduated payment
mortgage with effective payment growth rates ranging from
approximately 2.5 percent per year to 5.0 percent per year would be
conservative.

Let us examine the use of a graduated payment mortgage on a
property which sells for $2500. The mortgage requires a 10 percent
down payment, $2,250 will be financed over 20 years of monthly
payments. Interest rates of 8 percent, 10 percent, 12 percent, and 15
percent are considered. Two types of payment graduation plans are
analyzed. The first is a constant dollar annual increase for ten
years and then a level payment for the remaining ten years. The
second is a constant annual percent increase of 2.5 percent per year
for the first ten years followed by level payments for the final ten
years. The results of this analysis are presented in Exhibits 8
through 11. These exhibits demonstrate that not only does the
graduated payment mortgage reduce the payments required in the early
years of a loan, but it permits the lender to charge more rational
interest rates without eliminating lower income households.

Exhibit 12 relates the level payment and graduated payments at a
12 percent interest to monthly household income levels, assuming that
the family initially earns $90 per month ($1080/year) and can afford
to spend 25 percent of its monthly income on mortgage payments. [t is
also assumed that annual family income increases at a rate of §
percent per year,

As shown in Exhibit 12, a family income growth rate of 5 percent
per year will cause the burden of the housing payment to fall rapidly.
With an income growth of 5 percent the ratio of monthly payment to
monthly income falls from 24.4 percent when the loan is originatad to
21.1 percent in the fifth year and 18.4 percent in year ten. By the
twentieth year the monthly mortgage payment consumes only 11.6 percent
of gross monthly income. The required rate of increase in household
income appears reasonable in the context of the current econcmies of
many developing countries.

When the concept of the graduated payment mortgage is introducad

. Tuto a project, families become eligible for loans who could not have
qualified under a level payment plan. In addition, the 1lender can
charge higher and somewhat more realistic interest rates. The use of
the graduated payment mortgage at interest rates more consistent With
world financial markets than those charged by many mortgage lenders

-19-
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Monthly Payment $

EXHIBIT 8

Relationship Between Level Payments and
Graduated Payments with a Constant Annual
Dolar increase atinterest Rates
of 8% 10%, 12%, and 15%

35...
I"'T ----------- 15% graduated payment
i
——
- |
30 _— '_—%—‘_._._._.._._._. _._._._.-15% Ievel paj ment
g
N _r'-!- - ——————--12% graduated payment
-
|
25— e e 12% level payment
___j-'-r- 5."“5 ......................... 1()96 QﬂTﬁ(fLHatEHj FNB&NTEEHTT
——'10% level payment
o0 i ,_1—'_’ 8% graduated payment
;_4_,—’_'—2 8% level payment
15 [ l T l I N8 1
1 3 § 7 9 11 20
YEAR
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EXHIBIT @

PAYMENT PATTZ2N FOR A
GRADUATED PAYMENT MORTGAGE
WITH A CONSTANT ANNUAL INCREASE
FOR TEN YEARS FOLLOWED BY
LEVEL PAYMENTS FOk TEN YEARS

Principal = $2,450
Term = 20 years
Payments = Monthly

Graduated Payment Required at Interest Rates of:

'
|

|

Year
8% 10% 12% 15%
1 $§16.45 $19.13 $22.00 $26.61
2 16.86 19.61 22.55 27.27
3 17.27 20.09 23.10 27 .94
4 17.68 20.57 23.65 28.60
5 18.10 21.05 24,20 29.27
6 I 18.51 21.52 24.75 29.93
7 18.92 22.00 25.30 30.60
8 19.33 22.48 25.85 31.26
9 19.74 22.96 26.40 31.93
10 20.158 23.44 26.95 32.59
11-20 20.56 23.92 27.50 33.26
Increase in
Monthly Payment S .4 S .48 $§ .55 S .66
Years 1-10
Increase in
Annual Debt Service$ 4.92 $ 5.76 $ 6.60 $7.92
Years 1-10
Level Payment 12 g2 $21.71 $24.77 $29.53

Required
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Monthly Payment $

35...
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EXHIBIT 10
Relationship Between Level Payments and
Graduated Payments with a
Constant Annual Growth Rate of 2.5%
at Interest Rates of 8%, 10%, 12%, 15%

rmmmmmm=15% GPM
!.--—'
-
-
IS e 15% level payment
==
!-'-!__ I it 12% GPM
— ]

——
|

e e P e __12% level pay
I..__.l . | g....-........-.....lo% GPM

15

-—-.-.-- ARRELELRELRIIEN Y e te ettt e et anen seneneeas 1 O% Ieve' payment
8% graduated payment
8% level payment
1 ! l T 7
1 3 5 7 9 M 20
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EXHIBIT 11

PAYMENT PATTERW FOR A
GRADUATED OAYMENT MORTGAGE
WITH A CONSTANT ANNUAL GROWTH RATE OF 2.5%
FOR TEN YEARS FOLLOWED BY LEVEL PAYMENTS
FOR TEN YEARS

Principal = 52,250
Term = 20 vaars
Payments = Monthly

Graduated Payment Required at Interest Rates of:

Year 8% 10% 12% 15%

] §16.26 §18.93 §21.79 26.38

2 16.66 19.40 22.33 27.06

3 17.08 19.89 22.89 27.72

4 17.51 20.38 23.46 28.41

5 17.95 20.89 24.05 29.12

6 18.39 21,47 24.65 25.85

7 18.85 21.95 25.27 30.59

8 19.33 22.50 25.90 31.36

9 19.8]1 23.06 26.54 32.14

10 20.30 23.64 27.21 32.95

11-20 20.81 24,23 27.89 33.77

f et yment 518.82 521.71 524.77 529.63
|
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EXHIBIT 12

Graduated Payment and Level Payment

E Relaied to Income Available
> Principal = $2,250 | Intial Monthly Income = $90
‘; Term = 20 Years } Ee;g:&t c?f Mﬁni;lt'iy hcome
Interest Rate=12% | . e for Varigage -
% | | Payment =25%
= 60- / Income Avalable for
E /. Payment at 5% Annual
_ 7/ Growth
% 50 /
o /
§ a //
< E% 40 ////
2P .
88,1 7
Sl P g —c Y
E DL Level Payment
20 1 I l ]
= 5 10 15 20
Year of Loan
Year 1 2 3 4 5 10 20
Graduated Payment  $22.00 22.55 23.10 23.65 24.20 26.85 27.50
Required
Level Payment 2477 24.77 24.77 24.77 24.77 24.77 24.77
Required

Income Available 25%  22.50 23.63 24.81 26.04 28.72 36.65 59.70

of Monthlv liicome,
5% Anrriual Growth Rate
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increases the volume of mortgage credit available, provides credit to
more lower income families, and reduces the interest rate subsidy
elenient.

Under a graduated payment mortgage Toan to value ratios may be
high compared to traditional loan to value ratios used by mortgage
lending institutions in developing countries. Nevertheless, the loans
appear to be adequately secured given the rate of housing price
increases occurring in most urban areas. Assuming property values
increase only 3.5 percent per year, a loan which tegins at a 90
percent loan to value ratio will never have a loan to value ratio
higher than 90 percent. Lenders can be protected from default loss in
the early years of a mortgage by the use of mortgage insurance,
- additional collateral or a pledged savings account.

The Pledaed Savings Account Mortgage

The pledged savings account mortgage is designed to reduce the
risk of making high "loan to value ratio loans and at the same time
lower the monthly payments required. The pledged account mortgage s
a graduated payment mortgage in which funds are drawn from the pledged
savings account to make up the difference between the graduated
payment and the level payment. The pledged savings account mortgage
can be integrated into the contract or savings for housing schemes
employed in many countries.

Exhibits 13 to 16 present the results of an analysis of the use
of a pledged account for a mortgage on a $2500 property. The property
is to be financed with a 20 percent ($500) down payment which will be
drawn from the pledged savings account and 20 years of monthly
payments. The difference between the graduated payment and the level
payment required to amortize the Joan over the 20 year term is
withdrawn from the accumulated savinys of the borrower. The analysis
has assumed that the borrower has deposited funds with the savings
institution and receives a § percent annual interest rate on a savings
deposit compounded quarterly. Only a portion of the 20 percent down
payment of $500 which has been accumulated in the savings account s
cash to equity, in other words, a traditional cash down payment. The
balance is maintained in the savings account to be drawn down to
reduce the monthly payments to the borrower. As the exhibits show,
the use of the pledged savings account raises the loan to value ratio
above 80 percent. In the case where the contract rate on the mortgage
is 8 percent the loan amount is $2,198.67 or 87.95 percent of the
property value. In the case where the contract interest rate is 13
percent, the Toan amount is $2,331.68 or 93.27 percent of the value of
the property.

The amount of savings which must be pledged against tne loan
after the deduction of the cash down payment to equity rangss from a
low of $198.67 for the 8 percent mortgage to a high of $331.68 for the
15 percent loan. The total cash wnich the borrcower must accumulate
remains leve! at $500. Therefore the borrower, by accumulating 3500,

-25-


http:2,331.68
http:2,198.67

is able to make a higher loan to value ratio Toan than they would be
able to if they used the $500 for a cash down payment. At the same
time they are able to reduce the amount of the monthly payment
required. As the exhibits show, the monthly payments in the first
year are reduced by 20 percent thus extending credit to a larger
proportion of low income households.

In *re analysis presented, the graduation plan used is the
constant Jollar annual growth. A constant annual percent growth can
also be employed. In many cases the constant monetary increasea is
more easily understood and accepted by the borrower than the constant
percent increase.

The lending institution benefits from the use of the pledged
savings account mortgage in several ways. The risk to the lender of
extending a high loan to value ratio loan is decreased by the pledged
savings account. The lending institution also is able to maintain
savings balances which it might not otherwise have been able to
attract through savings plans not tied to housing. The lender also is
able to incease its lending volume by making a loan which it would not
have granted under a level payment loan plan. Another advantage to
the lender is that the pledged account can be employed to make up
delinquent payments. In the examples given, a lender has almost 11
wOnths of payments accumulated in the savings account at the
origination of the loan. The lender may also find the pledged account
plan attractive because the effective yield on the loan is higher than
the contract rate. In the examples given, the effactive yields are 23
to S1 basis points (1 Basis Point = .01 percent) above the stated
contract rate.

The pledged savings account facilitates the achievement of
several objectives of housing finance agencies. [t increases
mobilization of savings, thereby expanding the volume of funds
available for mortgage lending. It permits high loan to value ratio
Toans to be made to borrowers while reducing the payments required,
therefore increasing the number of low income families who can qualify
for a loan. Since the pledged savings account also provides the
lending institution with more attractive yields, the lender may be
able to charge lower contract rates.

The Variable Rate Mortgage

The variable rate mortgage provides another alternative to the
fixed rate, fixed term mortgage. [t is appropriatea in countries
experiencing interest rate fluctuations which make fixed rate loans
costly to the lending institution, but which are not severe enough to
require indexing. Using the variable rate mortgage, the interest rate
which the home buyer pays varies according to some automatic index or
is changed by administrative determination. cxamples of rates which
might be wused are the cost of funds to the mortgage Tlending
institution, the cost of government debt, or the interest rate on new
mortgages of a comparable quality and term. Frequently, limitations
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EXHIBIT 13

PLEDGED SAVINGS ACCOUNT

Loan Information:

Property Value $2500
Loan Amount £2198.67
Loan Rate 8%
Loan Term 20 years

Payment Information:

Amount Financed $2,000.00
Total Interest $2,215.06
Total P & I $4,413.73
Total Savings Withdrawals$ 242.76
Total Net Payment $4,170.97

--MONTHLY PAYMENTS --

Down to Equity
Down to Savings
Total Down
Graduation Method

-- YEAR-END BALANCES -~

$301.33
$198.67
$5C0.00
Constant Dollar

SAV NET LOAN SAV NET

YR P&1 WD  pMT BAL BAL BAL LTV
11839 3.68 1471 2152,19  165.49  1986.70  0.795

2 18.39  3.31 15.08  2101.87  134.82  1967.05  0.787
301839 2,94  15.45 204736 106.80  1940.56  0.776

4 1839  2.57 15.82  1988.33  81.60  1906.73  0.763

5 18.39  2.21 1618  1924.40  59.38  1865.01  0.746

5 18.39  1.84 16.55  185%5.16  40.3¢  1814.82  0.726
7018.39 147 16.92  1780.18  24.67  1755.50  0.702
8 1839 1.10  17.29  1698.97  12.58  1686.39  0.575

9 18.39  0.74 17.65  1611.02 4.28 160675  0.643
10 18.3%  0.37 18.02  1515.78 0.00  1515.78  0.606
M2 18:29 000 1825 1300.91-  0.00  1300.91- 0.520-
0.00 0.00  0.000
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EXHIBIT 14

PLEDGED SAVINGS ACCOUNT

Loan Information:

Property Value $2500.00 Down to Equity $267.24
Loan Amount $2232.76 Down to Savings $232.76
Loan Rate 10% Total Down $500.00
Loan Term 20 years Graduation Method Constant Dollar

Payment Information:
Amount Financed $2,000.00

Total Interest
Total P & I 19

Total Saving Withdrawals § 284 4F218u0) Aq pazizoyne jou
Total Net Payment
*sax

--MONTHLY PAYMENTS--

SAV

NET

$2,938.42
£5,171.

Sy gditm sasodand epuefedoad ao
L1o119nd 105 pasn aq o IOV ddy 1

-- YEAR-END BALANCES -- ¢ SPIa1y
Ied[onu ul suolyry ufiexoy uiery o3 1o

8or0 I0 ‘19 juauwrdinly ' aeson
IR Pal WD-:,-aL PMT 10 310dx> "oy odurul} o1 30V v °§W

1 21.55 4.31 17.24 2195.82 193.89 2001.92 J.801

) (gﬁmpua[ 10
2 21.55 3.88 ]7.67,5“0“&1&’59.;990 IE.IQZn%?nw (:] %Etﬂ'& vy 799
3 21.55 3.45 18.10 3818958uea 1) (AJ6bd suolsas. g M794
4 21.55 3.0F°4 18.53 SULFIHCRS Ino 48159 oL WG4, 5AAV 1P 786
5 21.55 2.5989A ]a'ggs;ueugggg'soss'e N .HGQAQ& oL l%% 01774
6 21.55 2.15 19.39 1944 .29 47.27 1897.02 0.759
7 21.55 1.72 19.52 1877.13 ¢TBIPs1ad 18ampIW 193 739
8 21.55  1.28°A 2025 7A@1Yy AR oL BpE 39V 0.
9 21.55 O.BSSSA 20.68 &sak;u,;@e vIo 15,_9]_—1'3‘5‘97'%—.299 T $ 686
10 21.55 0.43 21.12 1630.46 0.00 1630.46 0.652

11- (suweagdoad soyooaeu
on 21.55 0.00  21.55 1830y d4oxo 508:8§ JusulS3Rotdo mbpb12-
.xeq':;oo.tgo ‘suostxd asijod .109- 9oddr 000

Teueuyy fue apwoad 10 adwpe 10

*sax Suurex; spumoad og, *099 °*098 ¥yYJd °*o

LL3xadoad

pazifruoneu pajeradordxs 10y sisumo

*5ax 93esuadwos of, *(8)029 *°°8 VVJI °q

-"E !-
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Loan Information:

Property Value

Loan Amount
Loan Rate
Loan Term

EXHIBIT 15

PLEDGED SAVINGS ACCOUNT

Payment Information:

Amount Financed

Total Interest

Total P& I
Total Saving Withdrawals § 329.93

. Total Net Payment

--MONTHLY PAYMENTS--

$2500.00
$2270.01

12%
20 years

$2000.00
$3728.74
$5998.75

$5668.82

Oown to Equity
Down to Savings
Total Down
Graduation Method

-- YEAR-END BALANCES --

$229.99
$270.01
$500.00
Constant Dollar

SAV  NET LOAN SAV NET
YR P&l WD PMT BAL BAL BAL LTV
1 24.99 5.00 20.00  2240.91  224.92  2015.59  0.806
2 24.99 4.50  20.50  2208.12  183.23  2024.88  0.810
3 24.99 4.00 21.00  2171.16  145.15  2026.01  0.810
4 24.99 3.50  21.50  2129.53  110.9¢  2018.63  0.807
5 24,99 3.00  22.00  2082.61 80.71  2001.90  0.801
6 24.99 2.50 22.50  2029.74 54.83  1974.91  0.790
7 24.99 2.00 23.00  1970.16 33.53  1936.63  0.775
8  24.99 1.50  23.50  1903.03 17.09  1885.94  0.754
9 24.99 1.00  23.99  1827.39 5.81  1821.58  0.729
10 24.99 0.50  24.49  1742.15 0.00  1742.15  0.697
M, 2.99 0.00  24.99-  1646.10- 0.00  1646.10- 0.658-
0.00 0.00  0.000



Loan Information:

Property Value

Loan Amount

Loan Rate
Loan Term

PLEDGED SAVINGS ACCOUNT

Payment Infnrmation:

Amount Financed

Total Interest

Total P & I
Total Saving Withdrawals $§ 405.28
Tota. Net Payment

--MONTHLY PAYMENTS--

EXHIBIT 16

$2500.00

$2331.68
15%

20 years

$2000.00
$5037.11
$7368.79

$6963.50

Down to Equity
Down to Savings
Total Down
Graduation Method

-~ YEAR-END BALANCES --

$168.32
$331.68
$500.00
Constant Dollar

. l;.%.\30«

SAV  NET LOAN SAV NET
YR P&l WD PMT BAL BAL BAL LTV
1 30.70 5.14  24.5  2311.65  276.29  2035.36  0.814

2 30.70 5.53  25.18  2288.40  225.08  2063.32  0.825

3 30.70 4.91  25.79  2261.42  178.30  2083.12  0.833

4 30.70 4.30  26.40  2230.10  136.22  2093.87  0.838

5 30.70 3.68  27.02  2193.74 99.14  2094.60  0.838

6  30.70 3.07  27.63  2151.54 67.35  2084.19  0.834

7 30.70 2.46  28.25  2102.55 41.19  2061.36  0.825
*8 30.70 1.84  28.86  2045.69 21.00  2024.70  0.810
9 30.70 1.23  29.48  1979.69 7.14  1972.56  0.789
10 30.70 0.61  30.09  1903.08 0.00  1903.08  0.761

M 30.70 0.00 30.70  1814.15- 0.00  1814.15- 0.726-
0.00 0.00  0.000



are placed on the extent to which the interest rate may be adjusted
upward over the life of the mortgage and the amount of the adjustment
which may occur in any single adjustment period. The variable rate
mortgage does not necessarily increase the financial capacity of the
home buyer in affording the mortgage finance except as it may induce
mortgage lenders to make loans under economic conditions which would
prohibit them from making long-term fixed rate loans.

The variable rate mortgage may be of either of two types; the
variable interest rate may be implemented through changing the 1. ~thly
or annual payment required or through leaving the monthly or annual
payment constant while changing the maturity of the mortgage. Exhibit
17 provides an example of the variable payment type of mortgage. The
exhibit shows a varjable rate mortgage in the amount of 1,000 with a
term of 20 years, monthly payments, and an interest rate 1 percent
higher than the index rate. In developing countries, the index rate
may be a central bank rate or an administratively determined rate.
The exhibit shows the first ten years of the life of the loan. It
also shows the index rate per year, the mortgage rate per year, the
monthly payment, and the loan balance at the end of each year. The
column entitled "Monthly Payment" indicates that with the variation in
interest rates, the payment ranges frem a low of 9.65 per month to a
high of 13.04 when interest rates have reached the level of 15
percent. The year end balance has decreased from 1000 at the
beginning of the period to 778.50 at the end. The rate of
amortization 1is a variable depending upon the level of interest rates
and when they occur in the 1ife of the loan.

The variable rate/variable payment mortgage has several
advantages in the mobilization of housing finance funds. These
include:

1. It allows lenders to make long-term loans even when
future interest rate and inflation conditions appear
somewhat unstable.

2. The variable rate/variable payment loan maintains a high
level of cash flow to the mortgage lending institution
allowing them to pay competitive interest rates for funds
and raise funds for new lending activity.

3. The variable rate/variable payment mortgage provides
some hedge against inflation. When inflation tends to be
high, interest rates increase. At the same time, the
monetary value of workers compensation also increases, thus
the real repayment of debt is maintained within the
approximate affordability constraints of the home purchaser.

-3]-



Amount of Loan
Term
Interest Rate

Monthly Payments

EXHIBIT 17

VARIABLE RATE/VARIABLE PAYMENT
MORTGAGE

1,000
20 years

% over Index

Index Mortgage Mcnthly Year End
Year Rate Rate Payment Balance
1 9.0% 10.0% 9.65 983.45
2 10.0% 11.0% 10.30 967.21
3 11.0% 12.0% 10.95 951.03
4 10.5% 11.5% 10.63 931.80
5 10.0% 11.0% 10.33 909.18
6 11.0% 12.0% 10.91 886.10
7 12.0% 13.0% 11.48 862.17
8 13.0% 14.0% 12.03 836.396
9 13.0% 14.0% 12.03 807.98
10 15.0% 16.0% 13.04 778.65
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The disadvantage of the variable rate/variable payment 1loan is
that the purchaser cannot forecast the level of cash flow required to
service his mortgage; those on long-term fixed incomes may find the
maintenance of their mortgage difficult. The second disadvantage is
that the variable rate/variable payment mortgage requires greater
accounting apparatus than do simpler types of mortgages. This
mortgage may be less understandable, both by lenders and buyers, than
a simpler approach. Finally, the variable rate mortgage cannot easily
adjust to massive changes in interest rates or runaway inflation.

An alternative form of the variable rate mortgage can be
employed where the monthly or yearly payment for the mortgage remains
constant, but the number of payments required is adjusted to account
for interest rate fluctuations. When interest rates rise, the number
of payments is increased; when interest rates are full, the maturity
of the loan is shortened. Exhibit 18 provides an example of the first
four years of the variable rate mortgage with a constant monthly
payment of 9.65. In this example, the amount of the loan is 1,000 and
the original term 20 years. If at the end of the first year interest
rates have risen to 10 percent for the index rate and 11 percent for
the mortgage rate, the maturity of the loan must be extended to 24.85
years. The remaining balance of the loan at the end of the second
year is 975.43, At the beginning of the third year, mortgage interest
rates have risen to 11.5 percent. The maturity of the loan jumps to
30.25 years and the amortization occurring during the third year is
extremely small. The balance of the loan drops from 975.43 to 971.61.
At the beginning of the fourth year the mortgage rate has risen to 12
percent. At an interest rate of 12 percent the interest alone on the
unamortized balance is 9.72 whereas the monthly payment is only 9.65.
Therefore, there is no maturity which will allow the payment to pay
of f the loan and the variable rate/variable maturity mortgage breaks
down.

The advantages of the variable rate/variable maturity mortgage
are that (1) it maintains the accounting income of the financial
institution and 1in an accounting sense allows the payment of
cempetitive interest rates, and (2) the cash required frem the
borrower remains constant over the Tlife of the 1loan, increasing
affordability and allowing for cash planning. The disadvantages of
the variable rate/variable maturity loan are substantial. First, the
loan does not provide increased cash flow to the lending institution
during periods of increasing interest rates. Therefore, cash is
unavailable for the payment of higher interest rates for savings or
borrowed funds. Second, the mortgage is very limited in  its
flexibility. Interest rates may only increase modestly before the
varieble maturity becomes infinite and the adjustment ceases to
Operate. The variable rate/variable maturity loan also shares the
disadvantage of the variable rate/variable payment loan in that the
accounting and bookkeeping are more difficult and the loan may be
somewhat confusing to both lenders and borrowers.
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VARIABLE RA

Amount of Loan
Monthly Payment

Interest Rate

EXHIBIT 18

TE/VARIABLE MATURITY
MORTGAGE

$1,000
9.65

1% over Index

Original Term 20 Years
Index Mortgage Remaining Year End
Year Rate Rate Years Balance
1 9.0% 10.0% 19.00 983.45
2 10.0% 11.0% 24.85 975.43
3 10.5% 11.5% 30.25 971.81
4 11.0% 12.0% Interest Exceeds Payment

-34-



The Renegotiable Rate Mortgage

The renegotiable rate mortgage can be regarded as a version of
the variable interest rate mortgage. Like the variable rate mortgage,
the renegotiable rate mortgage allows for the adjustment of mertgage
terms as economic variables change. It enjoys the advantage of
requiring fewer adjustments than the variable rate loan. However, in
periods of rapid economic change, this may also be its major
disadvantage. The renegotiable rate mortgage is based on a lTong-term
amortization, with a fixed interest rate for a shorter period. For
example, the mortgage amortization may be based on a period of 20
years, however, the loan interest rate will be renegotiated evary five
years. At the five year anniversary period, the loan is examined and
the interest rate is changed to coincide with current gconomic
conditions. Normally at this time, the borrower has the opportunity
to prepay the mortgage without penalty of any type, or he may accept
the new interest rate and continge the mortgage in force.

The method and amount of interest rate adjustments should be
clearly understood by the lending institution and by the borrowers
when the loan is originated. Because interest rates are reneaotiated
at predetermined intervals the accounting and bookkeeping requiremnents
for the lending institution are Jess than those of the typical
variable rate loan.

An example of the renegotiable rate mortgage is provided in
Exhibit 19. The mortgage 1is in the amount of 1,000, has monthly
payments, a term of 20 years, a rollcver period of 5 years and an
interest rate at the time of origination of 10 percent. The interest
rate is adjusted to 11 percent for the period from the sixth through
the tenth years. The 11 percent interest rate applies to the
beginning balance of 898.02 which was outstanding at the end of the
five year period. The loan for the sixth to the tenth year will be
based on an interest rate of 11 percent and an amortization schedule
of 15 years resulting in a monthly nayment of 10.21. The interest
rate is again adjusted at the end of the tenth year and at the end of
the fifteenth year. The loan is designed to fully amortize over the
original term.

rates and other economic developments allowing it to pay a competitive
rate for funds and maintain the flow of mortgage credit. The
disadvantages of this loan are that it does not provide as quick an
adjustment to changing economic conditions as the variable interest
rate loan and it is somewhat more difficult to understand and maintain
than the fixed rate fixed term Toan.
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EXHIBIT 19

LOAN ANALYSIS FOR
RENEGOTIABLE ROLLOVER MORTGAGE

BEG ENO INT MONTHLY REMAINING
MONTH MONTH , RATE PAYMENT BALANCE
1 60 0.100% 9.65 898.02
61 120 0.110% 10.21 740.97
121 180 0.120% 10.63 477.51
181 240 0.130% 10.87 0.00
The Rate of Return on the Loan is 10.6415%
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The Shared Appreciation Mortgage

One of the newest innovations in home financing is the shared
appreciation mortgage (SAM) . [t allows the home buyer to obtain a
below market mortgage rate in return for a share in the appreciated
value of the home purchased. The future share of the equity could be
purchased by an institutional investor such as an 1insurance company,
pension fund or social security fund, or by the government itself.
The equity investor pays the mortgage lender the difference between
the monthly payments at the market interest rate and the payments at
the below market rate charged on the loan. The larger the share of
the future home value sold, the Tower the interest rate that can be
charged on the loan. Like the renegotiable rate mortgage, there is a
predetermined date at which the home owner must pay the equity
investor his share of the equity in the home. The home owner raises
the funds by selling or refinancing the home.

An example will help to illustrate how a shared appreciation
mortgage works. A family with monthly income of $100 (31200 per
annum) could afford payments of $25, assuming a maximum ratio of
mortgage payment to gross income of 25%. If the current mortgage
interest rate is 12% on a 20 year mortgage, the family's income could
support a Tloan of $2270. The family nas $700 for a down payment.
Homes available in a housing project are selling for $3500. The
family is unable to raise the additional down payment required to
qualify for a mortgage to purchase a home. Property values in this
housing project are expected to increase at a 10% annual rate over the
next five years. Therefore, the value of the home at the end of 5
years is expected to be $5637.

The Housing Authority is willing to pay the difference between
the $25 per month the family can afford the $30.83 payment required to
amortize an 80% ($2800) loan on the house in return for a 25% share of
the $2137 increase in property value at the end of 5 years. The $5.83
investment required per month for 60 months will return $534.25 at the
end of 60 months. The yield on the annuity would be 16.24%.

At the end of the fifth year the family would either sell the
home to pay the housing authority the $534.25 or refinance. Assume
that the home is refinanced at a 12% interest rate for the remaining
term to maturity of 15 years. The amount to be refinanced would be
the outstanding balance on the loan of $2568.81 plus the $534.25 owed
to the housing authority for a tota] of $3103.06. The monthly payment
would be $37.24. IF the family's income had increased over the five
year period at a rate of 9% per year, the new payment would be less
than 25% of their monthly income. If the family has accumulated
savings over the five years these savings deposits could be applied
towards the required payment to the Housing Authority.

-37-



The SAM is based on the assumption that property values wiil
increase 1in the future. In most urban areas property values increase
at a rate at least equal to the rate of inflation in a country. The
equity investor in a shared appreciation mortgage is speculating on
future inflation and assumes the risk that the projected increase in
value will not be realized. The shared appreciation mortgage is
complex and would require a substantial amount of research and
planning before it could be implemented. However it opens a new
possibility for the solution of the housing affordability problem.

Flexible Lozn Plans

The discussion to this point has concentrated on relatively
large long term mortgages. In many cases, the uncertainty of a
family's income makes the assumption of Tlarge long term debt too risky
an undertaking. For many low income families a small loan with a
three to five year maturity is more appropriate to their debt bearing
capacity. Such loans would be applicable in sites and services, core
housing, and upgrading projects where construction is extended over a
long period and is done in stages.

The level payment, graduated payment and variable rate mortgages
can be applied to short term as well as long term loans. However,
they have one drawback in common. A1] three types of mortgages are
based on the regular monthly (quarterly, semiannual or annual) payment
of a set amount. The difficulty with utilizing such instruments for
low income families is that in many cases employment is not regular.
Inccme streams from seasonal or intermittant employment do not come in
lTevel flows. Therefore, when it is assumed that a family can afford
to pay 20 percent to 30 percent of its average monthly inccme on
housing, the payments thus derived may be more than the gross earnings
of a family in those months when incomes are low and inadequate during
those months when inccmes are high. As a result, families may fall
behind in their payments during the 1low income months, causing
increased administrative and collection costs.

The regular payment plar is not sacrosanct. It is utilized by
lenders around the world because payments can be easily computed,
bookkeeping and administrative costs are reduced and institutions can
predict their cash flows with some degree of accuracy and, as a
result, can plan expenditures and investments. The certainty of a
fixed payment also permits the borrower to plan his budget. In the
case of the family with seasonal or intermittant inccme, it would be
desired that in those months in which their income is high, they would
put away the payments required during the months that family incomes
will be low. However, in the case of low income families, other needs
are so pressing that even the most well intentioned of borrowers may
fail to make adequate provision.
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Commercial banks in highly developed countries have recently
introduced the concept of the customized loan geared to the income
pattern of the borrower. The borrower establishes the payment
schedule which best fits his income pattern when he applies for the
loan. He can alter this schedule as his situation changes. The only
constraint 1is that the loan be fully paid off upon maturity. The
Customized lToan has been popular among workers whose income s
seasonal, such as teachers, construction Workers, and people receiving
their income form agriculture, tourism and other seasonal industries.

The customized loan is most applicable for short to intermediata
term lending. Therefore, it could be utilized for construction,
building materials, or home improvement loans. The primary difficulty
with any non-conventional +an has been the difficulty of determining
payments. Loan amortization tables do not provide for a great deal of
flexibility and innovation. But in 1980 this problem is not as great
as it has been in the past. For a nominal amount, a lending
institution could purchase a programmable calculator or small computer
which could prepare an entire customized payment schedule in a matter
of minutes. Severail axamples will illustrate the potential of a
customized Tcan plan. In each case we will assume that the annual
income of the borrower is $840 and is constant for the life of the
loan. The emount borrowed is $700 and the term of the loan is five
years. The Tloan is evaluated at interest rates of 10 percent, 12
percent, 15 percent and 18 percent.

The annual income of the applicant of $840 results in anm average
monthly income of $70. As shown in Exhibit 20 an average income at
this level would qualify the family for either a level payment or a
graduated payment loan under the rule of thumb of 25 percent of
monthly income at even the highest interest rate of 18 percent.

There appears to be no problem with the family's ability to meet
the financial obligations imposed by this 1loan. However, i€ the
family's income pattern within a year 1is seasonal or intermittant,
there may be some difficulty in meeting fixed monthly obligations.

Two family income patterns are shown in Exhibit 21. In the
first case the family's income is seasonal. In the second case the
family's income is intermittant. Most of the family dincome in the
second hypothetical case is received from a family member working
abroad. Unless the family is able to accumulate funds during the high
inccme months, it will be unable to meet its obligations during the
low income months. As a result the family may be chrenically
delinquent on its payments.

By using a customized 1loan payment pian, the 1loan can be
structured so that the payments would be manageable. A skip-payment
plan would permit the family to make payments in the months in which
they had high income and Skip payments in the months in which they had
low income. The skip payment plan would be appropriate for the family

which has seasonal income or receives reqular payments frcm abroad.
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A.

EXHIBIT 20

MONTHLY PAYMENT
REQUIRED TO AMORTIZE A LOAN

OF $700 OVER FIVE YEARS

Level Payment

~ % of Average
Interest Rate Payment Monthly Income
10% $14.87 21.2%
12% $15.57 22.2%
15% $16.65 23.8%
18% $17.78 25.4%

B. Graduated Payment with 5% Annual Payment Growth Rate
P AYMENT

Int Year 1 Year 2 Year 3 ] Year & Year 5
: % of % of % of | % of % of
[ Rate 3 i Income| 3 Income 3 [Income 3 | Income. 5 Income |
L 109 13.589" 19.4 | 14.27] 20.4 14.95( 21.4 15.76) 22.5 16.58 | 23.7
12% 14.25? 20.4 | 14.96] 21.4 15.68] 22.4 16.53| 23.6 17.39| 24.8
r—_——u———i———-———————'——— ———————— — c— c—— e—— —— —
15% 15.29}) 21.8 | 16.05| 22.9 16.861 24.1 17.70] 25.3 18.58| 26.5
— LT
18% 16.36] 23.4 17.18i 24.5 18.04; 25.8 18.94; 27.1 19.89) 28.4
! l

~AN_



EXHIBIT 21

HYPOTHETICAL INCOME PATTERNS
FOR A FAMILY EARNING $840 PER ANNUM

INCOME PATTERN

CASE 1: CASE  2:
Seasonal Level with
Periodic
Month §:$}¥;aag;§eiragrking
Abroad
January 40 130
February 40 30
March 40 30
April 40 140
May 40 30
June 100 120
July 100 30
August 100 100
September 100 30
October 100 140
November . 100 30
December 40 30
Total
Annual Income 840 840
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EXHIBIT 22
SKIP PAYMENT LOAN

Principal = $700

Origination Date 5/01/80
First Payment Due 6/15/80

SEASONAL INCOME - Family makes payments only in the six months

when income is $100. INTEREST RATE

10% 129 15% 18%
Number of Payments 30 30 30 S0
Number of Payments per year 6 6 6 6
Amount of Each Payment $29.07 $30.28 $32.14 $ 34.03
Annual Debt Service $174.42 $5181.68 $192.84 $204.18
Total Annual Debt Service 20.8% 21.6% 23.0% 24.3%

(as a percent of total
annual income)

Total Payments $872.10 $908.40 $964.20 $1,020.90

Total Interest $172.10 $208.40 3$264.20 $§ 320.90
Maturity Date - 11/15/84 11/15/84 11/15/84 11/15/84

LEVEL INCOME WITH PERIODIC REMITTANCES - Family member working abroad
Family makes payments only in the months when remittances are received,

INTEREST RATE

10% 12% 15% 18%
Number of Payments 25 25 25 25
- Number of Payments per year 5 5 5 5
Amount of Each Payment $35.53  $37.15 § 39.65 $ 42.23
Annual Debt Service 177.65 185.75 198.25 211.15
-Tatal Annual Debt Service 21.1% 22.1% 23.6% 25.1%
(a percent of total annual
income)
Total Payments $888.25 $928.15 $991.25 $1,055.75
“Total Interest $188.25  $228.15 $291.25 $355.75

Maturity Date 4/15/85 4/15/85 4/15/85 4/15/85
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EXHIBIT 23

SUMMARY OF ALTERNATIVE PAYMENT PLANS

A. 10 PERCENT INTEREST RATE

SKIP PAYMENT

Level Graduated -
Payment Payment Seasonal Remittance
Number of Payments 60 60 30 25
Annual Debt Service $178.44 $163.08 to $174.42 $177.65
$198.96
Annual Debt Service 21.2% 19.4% to 20.8% 21.1%
(as a percent of annual 23.7%
income)
Total Payments $892.20 $901.80  $872.10  $888.25
Total Interest $192.20 $201.80 $172.10 $188.25
Maturity Date 5/85 5/85 11/84 4/85
B. 12 PERCENT INTEREST RATE
Level Graduated SKIP PAYMENT
Payment Payment Seasonal Remittance
Number of Payments 60 60 30 25
Annual Debt Service $186.84 $171.00 to $181.68 $185.75
$208.68
Annual Debt Service
(as a percent of annual 22.2% 20.4% to 21.6% 22.1%
income) 24.8%
Total Payments $934.20 $945.72 $908.42 $928.15
Total Interest $234.20 $245.72 $208.40 $228.15
Maturity Date 5/85 5/85 11/84 4/85

-43-



EXHIBIT 23
SUMMARY OF ALTERNATIVE PAYMENT PLANS

(CONT'D)
C. 15 PERCENT INTEREST RATE
Level Graduated SKIP_PAYMENT :
Payment Payment Seasonal Remittance
Number of Payments 60 60 30 25
Annual Debt Service $199.80 $183.48 to $192.84 $198.25
$§222.96
Annual Debt Service )
(as a percent of 23.8% 21.8% to 23.0% 23.6%
annual income) 26.5%
Total Payments $999.00 $1,013.73 $964.20 $991.25
Total Interest $299.00 $313.73* §264.20 $291.25
Maturity Date 5/85 5/85 11/84 4/85
D. 18 PERCENT INTEREST RATE
Level Graduated SKIP PAYMENT
Payment Payment Seasonal Remittance
Number of Pzvments 60 60 30 25
Annual Debt Service $213.36 $196.32 to $204.18 $211.15
$238.68
Annual Debt Service
(as a percent of 25.4% 23.4% to 24.3% 25.1%
annual income) 28.4%
Total Payments $1,066.80 $1,085.11 $1,020.90 $1,055.75
Total Interest $366.80 $385.11* §320.90 $355.75
Maturity Date 5/85 5/85 ’ 11/84 4/85

*
Includes negative amortization.
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The pattern of payment is established when the borrower applies for
the loan. Therefore, the borrower and the lending institution know
exactly when the cash flows will occur. The skip payment 1loan is
illustrated in Exhibit 22. The financial requirements for level
payment, graduated payment and skip payment plans are summarized in
Exhibit 23. As the exhibit demonstrates, the financial burden on the
family is least under the skip payment plan at all interest rates,

The lesson to be learned from this brief discussion 1is that
housing finance institutions do not have to be Timited to traditional
financing instruments, terms, and payment plans. The use of
customized loan payment systems for families whose income patterns are
not suitable for level payments within a year will permit a 1larger
number of families to qualify for financing without increasing risk to
the lender. In fact, the tailored loan plan may actually decrease
delinquencies and collection costs.

Conclusions

The use of alternative mortgage instruments having maturities,
amortization schedules or interest rate adjustments which are
different from those presently in use will not increase the basic
stock of capital available for investment in housing. However, to the
extent that present housing finance mechanisms may provide barriers to
those desiring to participate, these barriers can be lowered in order
to make housing and housing finance available to wider spectrum of the
population and increase the economic activity associated with
development and building. In  analyzing alternative mortgage
instruments which may be available, those charged with developing
financing mechanisms should carefully evaluate these as to their
applicability in the actual circumstances of their country. These
instruments should be evaluated based on at Tleast the following
considerations:

(1) Is the nature of the mortgage instrument consistent with
the economic conditions of the country?  For example, lTong-term
fixed-rate instruments without adjustment clauses make sense in only
the most stable economies.

(2) Are the cash flow characteristics of the mortgage
instruments designed to support the cash flow of the financial
institutions and allow them to pay competitive and necessary rates for
obtaining funds?

(3) Do the terms offered the home purchaser allow him the

maximum possible participation in the housing finance area given the
limitations of his real income?
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(4) Do the financial instruments allow for the cultural and
lifestyle patterns which exist in the area? If seasonal income
exists, does the payment mechanism teke this into account? If
financial institutions are poorly developed are mechanisms available
for dealing with borrowers and collecting payments?

(5) Are the financing instruments designed to recover the real
cost of funds?

(6) Are the financing instruments to be used within the
administrative and technological capability of those who will be
charged with their use? Mortgage lending processes developed in
western  countries are based on high technology should not be
unthinkingly applied to less sophisticated financial systems requiring
manual processing.

Thoughtful consideration of the alternative approaches to
household financing can increase housing availability to the populace,
increase the size and strength of financial institutions, and spur
economic growth and development.
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APPENDIX

INDIVIDUAL CONDOMINIUM/
PLANNED UNIT DEVELOPMENT (PUD) PROPERTIES

HOME MORTGAGE UNDERWRITING GUIDELINES

The Federal Home Loan
Mortgage Corporation
Washington, D.C., U.S.A.
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Il. INDIVIDUAL CONDOMINIUM/
PUD UNIT PROPERTIES

An individual condominium or PUD property
Possesses some of the characteristics of a single
family Property within a subdivision, byt also con-

mon elements or property, condominiym or PUD
documents defining and possibly restricting the yse
of the unit or common elements, mandatory home-
owners association membership, management of the
project and the annual Operating budget. As a re-
sult, the individyal condominium or PUD demands
a different and more complex analysis by lenders,
attorneys, appraisers and underwriters. The purpose
of the following guidelines is to set out in broad
terms the considerations which FHLMC feels should
be given in the course of the loan analysis.

Definitions, (B) Legal Documents, (@ Mandatory
Homeowners Associations, (D) Appraisal.

A. Definitions

Condominiym—a condominium is 3 form of real
property, recognized by federal laws, byt actually
made possible by condominium laws in each of the
50 states, Guam, Puerto Rico, and the Virgin Islands.
Since these laws, which set forth the legal criteria
of the documents establishing the condominium,

FHLMC defines 3 condominium ynit as “a one fam-
iiv dwelling which fa) is a part of real property,
which has heen subjected to 3 recorded Declara-
tion of Condominium Ownership (or a Master Deed
or a similar instrument) Pursuant to the Condomini.
um for Horizonta| Property or Unit ownership) Ac:
of the jurisdiction in which the Property is located;

a specified residentia] unit, together with an un-
divided pro rata Interest in appurtenant real estate,
and any improvements thereon fcommon ele-
mentsi”. A condominium unit may be part of a
high-rise building, attached row houses, or even 3
single-family detached residence, but in every case,

Planned (Unit Deve/opment—FHLMC defines a
Planned Unit Development (PUD) as, 3 parcel of
land which contains common property owned and
maintained by 4 homeowners association, corpora-
tion or trust, for the benefit and use of individual

severabie membership of each individual unit owner,
with mandatory assessments. The common croperty
and iMmprovemnents thereon are such that they en-

FHLMC)” Units within a PUD, as defined, are class;-
fied into two Categories by FHLMC: ra) A PUD unit
is a 1-4 family dwelling, located in 3 Planned Unit
Development,” and (b) “a DeMinimis PUD unit js 3
14 family dwelling, located in a Planned Unit De-
velopment, in which the common property is rela-
tively insignificant in terms of its inflyence upon the
enjoyment of the premises, or has little or no erfect
upon the valye of the property securing the PUD
unit mortgage.” Although the FHLMC definition
is focused on the homeowners association and not
based on the Zoning classification, this does not
mean that the underwriter is not concerned about the
zoning classification. |t is possible that PUD zoning
is obtained subject to the developer meeting certain
conditions, such as donating school of park sites,
dedicating streets, maintaining certain density, or
completing the entire project within a specified
period of time. |f these conditions are not complied
with, lenders may find that they have loans upon
Aon-conforming PUD units in a 20 acre tract in the
center of a 400 acre industriaj site,

Common Elements—The oroperty remaining arser

subtracting the individual units described in :he Dec-
laration of Ownership. In condominium these

unit owners in common, and typicaily in a PUD oy
an association, corporation or trust for the benefit of
the unit owners, The common elements of 3 con-
dominium generally include land, parking facilities,
recreational racilities, apartments for yse by cus-
todians or Managers, commercial area, walls, halls,
lobbies, stairs, elevators, and if central, the mechani.
cal and electrica| systems. Terraces and balconies are
generally inciuded with exclusive or restriced usein
the common elements, byt may be owned in fae ov
the individuaj unit owner. The common eiements or
property of a PLD include the land and improve-
ments thereon, which are owned oy the home-
owners association, corporation or tryst. Condomin-
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ium state law may require that a certain formula be
used for determining the percentage of ownership
of the common elements, but if it does not, one of
the following methods, or a combir.ation thereof,
is generally established by the documents for com-
puting the ownership percentage: (1) original value
method——ratio of the criginal value of all units to
-the original value of the unit; (2) size—ratio of the
total living area of all units to the living area of the
unit; (3) unit—ratio of the total number of units to
the number 1.

Although the matter is covered by both the con-
dominium and PUD warranties required by FHLMC,
it is emphasized that all common elements, whether
they include open green areas, recreation facilities
or the land, must be owned by the association free
and clear of any encumbrances. The underlying doc-
uments must not permit the mortgaging or leasing of
common areas without the approval of a substantial
majority of the individual unit owners or first mort-
gagees.

Declaration of Ownership (also known as Dec-
laration, Master Deed, Pubiic Deec, or CC&R’s Con-
ditions, Covenants and Restrictions)—The legal doc-
ument establishing the condominium regime. The
Declaration will generally include the legal descrip-
tion of the property, description of the individual
units, description of the common elements, sched-
ule of percentage of unit ownership in the common
elements, provision to create an owners association
and the bvlaws of the association, anc' miscellane-
Cus provisions setting forth the unit owners’ rights
to sefl, mortgage, rent, insure, remodel, decorate, or
dissolve. The underwriter must be aware that in
most jurisdictions the Condominium Act sets out
certain basic guidelines for the Declaration and as-
sociation bylaws, and provides for inclusion in these
documents varying protections for both mortgagee
and mortgagor. !n most areas there is no similar
control for the establishment of PUD associations:
thus the PUD documents (articles of incorporation
or the association/trust instrument, or the byvlaws
and regulations of the Planned Unit Development)
are limited only by the creative imagination of the
developer and iegal counsel. Lenders must, there-
fore, be fuily cognizant of all the provisions of PUD
and association documents to insure that such pro-
visions are, in fact, workable and equitable to all
concerned. It cannot be assumed that all declara-
tions and bSvlaws were drafted competently and
adequately o insure a viable project. Equity can be
an important underwriting consideration as the risk
Of a project’s failure increases substantiaily if aither

-A3-

the developer or the unit owner is treated unfairly
or believes himself to be treated unfairly.

Annual Operating Budget—Estimate of annual
charges for administrative expenses, operating ex-
penses, repairs and maintenance, fixed expenses, and
replacement reserves, to maintain the project, in-
cluding replacement of those common elements that
must be replaced on a periodic basis, in a manner
adequate to protect its marketability. The under-
writer must be alert for unrealistic budgets.

B. Legal Documents

The ownership of an individual condominium/
PUD unit is subject to the rights, benefits and re-
strictions contained in the condominium or PUD
documents and state law and regulations. Since such
rights, benerits and restrictions affect the use of the
property, and thus its marketability and value, the
lender, appraiser and underwriter must be famiiiar
with the provisions contained in or conditions estab~
lished by the documents and created by law and
regulations.

The FHLMC Sellers’ Guide/Conventional Mort-
gages contains a series of warranties which Sellers
must make with respect to condominium and PUD
loans sold to the Corporation. A Seller can make the
warranty, or request a specific waiver of a warranty,
only after the recorded documents setting up the
PUD association or condominium regime have been
examined by a competent attorney. The intent of
the warranties is to insure that equitabie protection
is provided to Soth buyer and lender. The under-
writer must be familiar with these warranties as
FHLMC needs assurance that nothing in the under-
lying documents abrogates or interferes with its
normal legal rights as a mortgagee, and is equally
concerned that every unit owner has a iull, propor-
tionate voice in the activities of the association and
is not bound to unknown or arbitrary obligations
assessed without a majority consensus of the unit
owners,

Experience has pointed out the potential perils of
certain provisions contained in the documents, such
as long term or excessively costly recreation leases,
“sweatheart” management contracts, misrenresenta-
tion of amenities or completion date, or method of
changing or amending the bylaws. To insure that
the project is a viable project, FHLMC requires that
70% of the properties be sold before it will purchase
a loan. As FHLMC does not buy loans secured by
vacation or recreational properties, it requires that
80°% of the units in the regime or project be occu-
pied by unit owners as their primary year-round
residences. The condominium and PUD warranties



required by FHLMC are set forth in the FHIMC
Sellers’ Guide/Conventional Mortgages. For infor-
mational purposes these warranties are summarized
below:

Seller warrants that by virtue of (i) the condo-
minium or PUD documents, (ii) a written agreement
in favor of all mortgagees of units in the project with
the homeowners association of the condominium
or the PUD association, corporation or trust; (iii)
state law; or (iv) a combination thereof:

1. A first mortgagee, upon request, is entitled to
written notification from the homeowners associa-
tion of any default in the performance by the indi-
vidual unit mortgagor of any obligation under the
condominium or PUD documents which is not cured
within sixty (60) days. Seller further warrants that
(a) such request has been made by Seller, (b) at the
time of delivery of the loan to FHLMC, Seller has
received no notice of any such outstanding default,
and (c) subsequent to the FHLMC purchase of the
loan, Seller, as Servicer, will notify FHIMC of any
notice of such derault, as prescribed in the Servicers’
Guide.

2. Any first mortgagee who obtains title to a unit
pursuant to the remedies provided in the mortgage,
or foreclosure of the mortgage, or Deed (or assign-
ment) in Lieu of Foraclosure, shall be exempt from
any “right of first refusal.”

3. Any first mortgagee who obtains title to a unit
pursuant to the remedies provided in the mortgage,
or foreclosure of the mortgage, shall not be liable
for such unit’s unpaid dues or charges which accrue
arior to the acquisition of title to such unit by the
mortgages,

4. Unless at least seventy-five percent (75%) of
the first mortgagees (based upon one vote for each
first mortgage owned), or owners (other than the
sponsor, developer, or builder) of the individual con-
dominium or PUD units have given their prior
written approval, the condominium owners associa-
tion shall not be entitled to: (@) by act or omission,
seek to abandon or ‘erminate the condominium
regime; (b) change the pro rata interest or obliga-
tions of any individual unit ior (i) purpose of levying
assessments or charges or allocating distributions
of hazard insurance proceeds or condemnation
awards, or {ii) determining the pro rata share of
ownership of each unit in the common elements;
{c} partition or subdivide any condominium unit;
(@) by act or omission seek to abandon, partition,
subdivide, encumber, sell, or transfer, the common
elements. The granting of easements for public utili-
ties or for other public purposes consistent with the
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intended use of the common elements by the con-
dominium project shall not be deemed a transfer
within the meaning of this clause; or (e) use hazard
insurance proceeds for losses to any condominiym
property (whether to units or to common elements)
for other than the repair, replacement, or recon-
struction of such improvments, except as provided
by statute in case of substantial loss to the units and/
or common elements of the condominiym project,
and in the case of PUD projects, the Planned Unit
Development association, corporation or trust shall
not be entitled to: (a) by act or omission seek to
abandon, partition, subdivide, encumber, sell or
transfer real estate or improvements thereon which
are owned, directly or indirectly, by such associa-
tion, corporation or trust for the benefit of the units
in the Planned Unit Development {“Planned Unit
Development common property”). The granting of
easements for public utilities or for other public
Purposes consistent with the intended use of such
property by the Planned Unit Development shalil not
be deemed a transier within the meaning of this
clause; (b) change the method of determining the
obligations, assessments, dyes or other charges
which may be levied against a Planned Unit Devel-
opment unit owner; (¢) by act or omission change,
waive or abandon any scheme of regulations, or en-
forcement thereor, pertaining to the architectural
design or the exterior appearance of units, the exte-
rior maintenance of units, the maintenance of party
walls or common fences and driveways, or the up-
keep of lawns and plantings in the Planned Unit
Development; (d) fail to maintain Fire and Extended
Coverage on insurable Planned Unit Oevelopment
common property on a current replacement cost
basis in an amount not less than one hundred per-
c2nt (100%) of the insurabie vaiye ‘based on current
replacement cost); or ‘e) use hazard insurance pro-
ceeds for losses to any Planned Unit Development
common property for other than the repair, replace-
ment or reconstruction of such improvements.

5. First mortgagees shail have the right to examine
the books and records of the condominium owners
association or the condominium project, or of the
Planned Unit Development association, corporation,
trust, or any entity which owns the common prop-
erty of the Planned Unit Development,

6. Condominium and/or PUD association dues or
charges include an adequate reserve fund for main-
tenance, repairs and replacement of those common
elements or common property that must be renlaced
on a periodic basis, and such charges shall be pay-



able in regular installments rather than by special
assessments.

7. If a condominium loan, all taves, assessments
and charges, which may become liens prior to the
first mortgage under local law, shall relate only to
the individual condominium units and not to the
condominium project as a whole. If a PUD loan,
. the first mortgagees of units in a Planned Unit
Development may, jointly or singly, pay taxes or
other charges which are in default and which may
or have become a charge against any Planned Unit
Development common property, and may pay over-
due premiums on hazard insurance policies, or
secure new hazard insurance coverage on the lapse
of a policy, for such property and first mortgagees
making such payments shall be owed immediate
reimbursement therefor from the Planned Unit De-
velopment association, corporation or trust. Entitie-
ment to such reimbursement is reflected in an agree-
ment in favor of all first mortgagees of units in a
Planned Unit Development duly executed by the
Planned Unit Development association, corporation
or trust, and an original or certified copy of such
agreement is possessed by the Seller.

8. No provision of the condominium or PUD
documents gives a unit owner, or any other party,
priority over any rights of first mortgagess of con-
dominium or PUD units pursuant to their mortgages
in the case of a distribution to unit owners of insur-
ance proczeds or condemnation awards for losses to,
or a taking of condominium units and/or common
elements, or to a taking of PUD common property.

Seiler further warrants:

9. If a condominium loan, all amenities (such as
parking, recreation. and service areas) are a part of
the condominium regime and are covered by the
mortgage at least to the same extent as are general
common elements. All such amenities are fully in-
stalled, completed and in operation for use oy unit
owners, If such amenities are not common or special
elements under the condominium regime, but are
part of a Planned Unit Development of which the
condominium project is a part, such an arrangement
is acceptable provided that the warranties applicable
to Planned Unit Development units are also satisfied,
or waivers ootained. If a PUD loan, all PUD common
property which is regarded as part of the value of
the unitin a Planned Unit Development for purposes
of the appraisal upon which the mortgage loan is
predicated {such as parking, recreation, and servica
areas) are fuily installed, completed and in operation
for use by Planned Unit Development unit owners.
Planned Unit Development unit owners have a rignt
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to enjoyment of the PUD common property and
such property is owned in fee or in an acceptable
leasehold estate by the Planned Unit Development
association, corporation or trust. The PUD common
property was conveyed to the Planned Unit Devel-
opment association, corporation or trust unencum-

utilities or for other public purposes consistent with
the intended use of such property by the Planned
Unit Development.

FHLMC reserves the right to reject any condo-
minium or PUD unit mortgage if FHLMC shall deter-
mine, in its sole discretion, that the number of units
in the condominium regime or in the Planned Unit
Development is insufficient to support the common
elements or PUD common property and improve-
ments thereon.

10. The condominium regime or PUD has been
created and is existing in full compliance with re-
quirements of the jurisdiction in which the condo-
minium or PUD project is located and all other
applicable laws.

11. Seventy percent (70%) of the units in the
condominium regime or Planned Unit Development
have been sold to bona fide purchasers who have
closed or who are iegally obligated to close. Multiple
purchases of units by one individual are to be
counted as one sale when counting the number of
sales within a condominium regime or Planned Unit
Development, to determine if this sales requirement
has been met. FHLMC may reduce this seventy per-
cent (70%) sales requirement to fifty-one percent
(51%) for those projects where Seller can document
to FHLMC's satisfaction adequate reasons for such
a waiver. Analysis of this sales requirement must be
based upon the number of units that can exist with
no further additions and which can support the
common elements and amenities oromised by the
developer, and included in the appraisal, without
causing unusually high monthly assessments. In
analysis of this requirement in a multi-phase condo-
minium or PUD project, in which sections or ghases
are established by the condominium or PUD docu-
ments, and under a common homeowners associa-
tion, a section or phase may be combined with other
completed, sold and occupied sections or phases.

A developer’s construction phasing is not appro-
priate in determining the sections or phases, unless
such phasing is consistent with the documents.

12. In a new or newly converted condominium
or Planned Unit Development project, at least eighty
percant (80%) of the units sold in the condominium
regime or PUD project have been sold to individuals



for use as their Primary year-round residence; in an
existing condominium or PUD project, at least eighty
percent (80%) of the units in the regime or project
are occupied by ynijt owners as thejr primary year.
round residences.

13. If the condominium or pPypD is leaseho!d
estate, the condominiym unit or PUD unit lease is a
'ease of the fee, and the provisions of the lease
comply with the requirements of the FHIMC Sellers
Guide/Conventionaj Mortgages anplicable to Multi-
family Mortgage Leasehold Requirements. In addi-
tion, such lease dres not contain any provision for
an increase (or increases) in the ground rent (lease
Payment) earlier than ten (10) years after the maturity
date of the Note and Mort age., If any Planned Unit
Development common pr serty is on 3 leasehold
estate, the lease of the Planned Unit Development
common property is a lease of the fee and the pro-
visions of the lease comply with the FHLMC Muoi::.
fami'y Leasehold requirements.

- Any agreement for professional Mmanagement
of the condominium regime or the Planned Unit

15. Any proposa| or plan pursuant tg which the
condominium regime js subject to additions or
€xpansion (e.g. so-called “phasing” or “add-ons*)
complies with the following limitations: ra) unit

ium for Ma-zer Deed); (b) the conditions whereby
any change in sych percentage of undivided interest
in common elements May take pilace are fully de-
scribed in the Declaration or Master Deed, together
with 3 description of the real Property which will
become subject to the condominiym regime, if such
alternative Percentage interest becomes effective;

such “multi-phase’” or "add-on” plan more than
Seven years arter the date the Declaration lor Master
Deed) becomes effective. The minimum number of
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16. The condominium owners association has
agreed to give FHIMC notice (c/o Servicer at Sery-
icer's Address) in writing of any Joss to, or taking of,
the common elements of the condominium project,
if such loss or taking exceeds $10,000.

NOTE: The Seller/Servicer must comply with all war-

C. Manda tory Homeowners Association

Despite the differences in various condominium
and PUD projects, there js 3 common factor which
is of major concern. Every ynit owner has a manda-
tory membership in, thys a financial obligation to, 3
homeowners association which has certain responsi-
bilities under the provisions of the underlying decla-

appraisers and attorneys, not just the fact that the
project rnay be 3 condominium or aPuUD. Itis quite
possible for a single-family, detached dwelling syb-
division, which is not classified or zoned as a PUD,
to fall within the FHLMC definition bacause the
owners are bound into 3 master homeov ners asso-
ciation with extensive managament and miintenance
obligations. In the same sense, the term “DeMinimis

lity. This interrelationship is at the
heart of the Project analysis.
It is important to be aware that the physical im-

Development, and may be subject to a PUP owners
association which assumes some or all of che condo-
minium assor .ation functions. There are large proj.
ects where the developer has, for quite va| id reasons,



established condominium regimes that cover only
the living unit structures and the land they stand on,
while all green areas, parking and s*reet areas have
been deeded to a master PUD association for repair
and maintenance. T'iere is nothing inherently wrong
in any of these approaches, but the underlying docu-
mentation must be very carefully drawn to protect
. both mortgagee and mortgagor.

D. Appraisal

The relatively rapid rise of condominiums and
PUD projects to a position of major importance in
many housing markets has presented new problems
for the real estate appraiser. The traditional ap-
proaches to an estimate of market value are not
wholly adequate or necessarily relevant, as the influ-
ence of the homeowners association creates entirely
new market factors. The fee simple title to a parcel
of real estate which formerly bestowed upon the-
owner an inviolable “bundle of rights” may now dis-
tribute those rights among the owner and one or
more legal entities in any number of different com-
binations. The Cost Approach is an exercise in futility
in the appraisal of a single condominium unit, and:
the role of the association requires analysis very
akin to that used in the Income Approach of an
apartment :omplex.

In recognition of these new considerations, FHLMC
has published its “Individual Condominium/PUD"
Appraisal Form (FHLMC 465 8/74) (Exhibit Il) as a
“first generation” attempt to adequately cover the.
appraisal process. !n cooperation with the aprraisal
profession and the lending industry, the forn was—
designed to set out those factors peculiar to and
critical for the valuation of any project where owners
are subject to a mandatory homeowners association.
Sellers are required to submit this appraisal form
with each condominium or PUD loan. This form has
been designed to permit the appraiser to provide
adequate information on the neighborhood, project
site, project improvements, and subject unit in a
manner so as to permit rapid review of the data.

Neighborhood Analysis—As with all other types

of properties, location is a fundamental concerm- .

relative to the value and long term iending aspect
of a condominium or PUD unit. FHLMC does not
consider the racial composition of the neighborhood
to be a relevant factor, and it must not be considered
in the appraisal report or analysis of any section of
the appraisal report. In addition, federal laws and
regulations, including those of the Federal Home
Loan Bank Board, make it unlawful to consider the
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racial composition of a neighborhood in making
loan decisions.

As a general proposition it is unlikely that in a rural
location either condominiums or PUDs would be
built or be acceptable for long-term, high-ratio loans.
In suburban locations, showing a healthy growth
pattern and built-up 25-75%, PUDs and condo-
miniums are normally desirable and usually suitable
for long-term, high-ratio loans. In an urban area
over 75% built-up, it is most likely that condo-
minium conversions would occur, or property wculd
be assembled for building new high-rise condo-
miniums or PUDs. Provided there is no evidence of
property deterioration in the neighborhood, st *h
locations should be acceptable for long-term, high-
ratio financing.

Generally, condominium conversions have been
best received in those neighborhoods in which new
residential construction is limited, and in which the
neighborhood presently offers a mix of resident.al
housing of existing single family homes which are
appreciating in sales price and rental units which are
increasing in rent. It generally is desirable that the
conversion units be priced significantly below single
family housing in the area. !t is imperative that the
rental history of a converted building be studied, 1s
an unsuccessiu! rental project will not be successful
as a cordominium project.

The appraisal should show the age and the price
range of condominiums and single family properties
in the neighborhood. If the property under analysis
falls outside the predominant range, it is necessary
to determine that its price rarige and age will 1ot
adversely affect its marketability.

The neighborhood rating grid provides ratings for
those items considered to be of importance to pur-
chasers when selecting a home. These ratings offer
a basis of comparison of subject neighborhood to

“other similarly priced neighborhoods relative to the

amenities of the neighborhood, as well as the com-
patibility of the type of improvements and general
appearance of the properties within the block and
within the neighborhood. Any rating below average
may indicate an adverse effect on long-term market

- value-in the area, which should be recognized when

underwriting loans and setting loan terms.

Summary oi Neighborhood Analysis—The under-
writer should always relate the loan-to-value and

"théTéan term to the security under consideration in

its neighborhood and its sales price. i the appraisal
report indicates that the property at its sales price
makes sense in the neighborhood and reflects a
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sound value, reasonakbly estimated remaining eco-
nomic life, improving or stable neighborhood trend,
and ratings of average or above for the neighbor-
hood, a high loan-to-value ratio, long-term loan is
reasonable, as it may be assumed that amortization
will keep up with or exceed depreciation. |f prop-
erty values are fairly stable byt some signs of weak-
nesses are noted, the loan term and/or loan-to-valye
should be reduced. In other words, when consider-
ing maximum loans, look for market strength over a
long period of time,

Project Site Analysis—For a condominium or PUD
project to qualify for maximum financing, its site
must be of a size, shape and topography generally
acceptable in the market area and must have com-
petitive public utilities, street improvements, and
amenities. The sizé of the sjte should be sufficient
to enable the completed project density to be equal
to or less than that of competitive projects. An article
dealing with site density was published in “The U.S.
Savings and Loan News,” July and August, 1972,
authored by John L. Schmidt, A.l.A., and his conclu-
sion was that good land Planning suggested the
following density schedule for apartments and con-

dominiums:
Townhouses 10 units/acre
4-Plex units 20 units/acre
Carden

14 units/acre’
20 units/acre
30 units/acre

nits/acre

2 story (no covered parking)
3 story (no covered parking)
3 story over covered parking
Midrise—4-10 stories
Highrise

Variances significantly over these densities should
be carefully considered and commented upon as to
long range acceptability. Conversely, the effect of
an increase in the proportionate amount of an indi-
vidual unit owner’s share of the operating and main-
tenance costs should be carefully reviewed if the
density of a project ‘saries substantially below these
figures.

Frequently, the argument is made that site density
exceeding these limits js common and acceptable to
the area. It is suggested that if
and the demand for housing greatly exceeds the
present supply, this condition may be temporarily
acceptable. However, when supply and demand
come into balance, in al| likelihood, those projects
that have lesser density, better site
recreational facilities, will se|| at a competitive ad-
vantage over the others.

Bad planning usually catches up with a project,
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100 units/acre and up:~~"

this condition exists -

planning and -

and once bad planning is in place it s generaily
impossible to cure, resulting in functiona| obsoles-
cence which cannot be overcome. Loans are long
term, and the long-term outlook must be considered.
Close-in and downtown properties often support a
higher density, as the need for parking may be less
because of public transportation and proximity to
work centers, and frequently there is a parking stryc-
ture or underground parking in the apartment buyild-
ing itself,

The appraisal indicates the zoning classification.
If the improvements under consideration do not
conform to this zoning classification, the under-
writer must determine the effect on the market-
ability and long-term lending, e.g. if not conforming,
can the improvements be rebuilt in event of destruc-
tion by fire or other causes?

Utilities must be typical, or they are not competi-
tive. If public sewer, water, electricity or gas are
expected and not available, this creates an adverse
condition which may affect the marketability. Com-
munity ~nd/or public well and septic facilities should
meet FHA minimum standards, and be generally ac-
ceptable by area residents; such facilities should be
owned by the unit owners or owners association,
and not leased from others.

The on-site improvements should be consistent
with those of competitive projects. Properties should
front on publicly dedicated and maintained hard-
surfaced streets. |f fronting on private streets, the
installation and construction of such streets should
meet the specifications for publicly owned streets,
as at a future data the owners may wish to dedicate
the streets to the public authorities. The width of
the streets and driveways must be sufficient to serve
the amount of the traffic generated by the size of
the project, provide adequate ingress and egress,
and serve emergency vehicles. Adequate charges for
maintenance of private streets must be included in
the project operating budget and reserve fynd.

In a large project it may be difficult for the ap-
Praiser to rate the site topography; however, the
completed grading can materially affect the appear-
ance of the entire project. The topography may

- result in steep grades for streets or driveways, or

steep slopes in certain areas, causing possible
erosion. Conversely, the developer may have han-
dled the topography in such a manner as to provide
for gradual winding streets, cul-de-sacs, and view
lots. -As topography affects the valye and market-
ability, the underwriter should be aware of the
topography and drainage and flood conditions in
the project. To meet the Federal regulations, the
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owner, should be assigned, or else the number of
mited by the Bylaws. Spaces
should be provided for guest parking and facilities
for loadi- 3, unloading and delivery.

The i dequacy, condition and stage of complete-

bear a reasonable relationship to the number and
sales price of individual units. if the recreationaj
facilities have been completed for the entire project,
and the total number of sections/phases has not
been completed, the underwriter muyst determine
that the completed number of units, plus those
under construction, is adequate to meet the operat-
ing costs of the recreational facilities, |t may be that
the remaining sections/phases wil| never be com-

pleted, and so the resulting excessive monthly assess-

FHLMC will not purchase a loan secured on an indj-
vidual unit in 3 Project in which these items are
leased. This does not apply to projects in which the
ground is leased at 3 fixed rental for a term ending
not earlier than ten vears after the maturity date
of the mortgage, or in which membership in the
recreational facilities js optional and not mandatory.

Conversions—if the building is in the process of
conversion or recently converted, the appraiser and
the lender are faced with another problem. The
conversion of existing apartment units to condo-
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ing costs. Success of these conversions depends
upon the age, condition and design of the original
units, and upon the skill of the developer in produc-

surrounding neighborhood.

In addition to the general condominium precepts,
lenders and appraisers should consider the following
questions in considering a condominium conversion:

a. Are the units suitable for long-term owner
Occupancy? Tenants on a rental basis may
tolerate problems that unit owners will not.
Closet and storage space, room size, sound-
proofing and parking are some areas which
must be considered from an owner’s point of
view instead of 3 tanant’s,

b. Have the improveme.nts and mechanical ele-
ments been upgraded? |n older buildings, a
mere cosmetic treatraent js not adequate. The
plumbing, electrical ang heating systems should
be modernized and have 3 reasonable life
éxpectancy of 1€ to 15 years. The roof and

C. Is there reasonable probability the conversion
will be successfy|? Before the Declaration is
recorded, the developer should have some
indication of market acceptance, both from
tenants already living in the building and from
outside sales, A condominium that ends up
half owner-occupied and half on a rental basis
has serious problems from ;3 management and
association standpoint.

d. Is the conversion plan logical and workable?
In a project with a number of buildings, the
developer may convert one building at 3 time,

Pared to stand as an independent regime,
either by itself or with the buildings converted
earlier. It myst contain an adequate number

not used by the remaining apartment buildings.
€. Isthe Budget reasonable and adequate? Usually
there is an operating history of the apartment
Project upon which to base the association
Budget. Except for rea estate taxes, it should
provide a good guideline for a minimum asso-



appraisal must state whether the property is or is
not located within a HUD identified special flood
hazard area. .

The underwriter should note the comments of
the appraiser relative to any anparent easements or
encroachments, and their effect, or that caused by
any adverse conditions, upon market value.

Summary of Project Site Analysis—From this re-
view, the underwriter should be able to visualize
the project site, its size, its utilities, its on-site im-
provements, and its favorable and adverse features.
It should be possible to determine if those items
having an effect upon the marketability, and thus
on the long-term lending value, have been properly
considered by the lender in setting the terms of the
loan.

Project Improvement Analysis—in the appraisal
of an individual condominium/PUD, the appraiser
must be familiar with the total project, as a condo-
minium/PUD project can be described as a self-
governing community within a neighborhood. Buyers
are attracted to a project because of its location,
general appearance, unit size and mix, recreational
facilities, amenities, and occupants. Outside of re-
tirement and recreation areas, buyers can typically
be: classified into groups: (1) young married or single
adults under 35; (2) mature married or single adults
35 and over; (3) young family under 35 with children;
(4} mature married or single adults with children,
and (5) retired married or single aduits over 65.
These groups could be further broken down into
smaller segments, such as the “swinger,” “luxury
family,” “empty nester,” “‘growing family,” etc., but
these five classifications in a feasibility study should
be surficient to provide the developer with adequate
information to plan project amenities and building
types.

The FHLMC appraisal form provides the under-
writer a quick overview of the project improve-
ments, i.e., the type of project, its age, stage of com-
pletion and sales status, estimated absorption time
for the unsold units, building components, security
features, and common elements. Relate these items
to the sale price of the individual unit.

Realize the importance of the estimated absorp-
tion time for the unsold units, not only in a con-
verted building, but also in a new project. The de-
veloper must pay the proportionate share of the
Budget for these unsold units, their maintenance
and utilities, and the real estate taxes, insurance
premium, and mortgage payments. These items rep-
resent a considerable sum, and if the market cannot
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absorb the unsold units within a reasonable time,
the developer may be forced to rent these units.
Tenants, with some exceptions, generally do not give
the same care to a property as the owners, and thus
can cause deterioration in the property which can
start a blight on the project. FHLMC will not pur-
chase loans in a project, unless at least 80% of the
units sold in the condominium regime or PUD
project have been sold to individuals for use as their
primary year-round residence.

The project rating grid provides ratings for those
items which affect the overall livability and design
of the project. It is to be expected that these items
would be superior to those of a rental unit, as a
tenant is more likely to accept, on a short time
basis, poorer design, construction or planning.

One of the most frequent complaints by the unit
owners in a condominium or PUD project is the
lack of or inadequate soundproofing in the building.
In the appraisal form, the appraiser must describe
the vertical and horizontal soundproofing and its
adequacy.

The items described in the project improvements
should be related to the individual budget items
when reviewing the Annual Operating Budget. The
material used in the exterior walls will affect the
charge for painting and maintenance; the adequacy
of the insulation will affect the charge for the heat-
ing and air conditioning; if the heating and air con-
ditioning. are individual units, are utility charges
erroneously included in the Budget, or if central
units, have the charges been omitted from the
Budget? The number of employees necessary for
maintenance of the site and the improvements can
be related to this description. In order to arrive at
any reasonable conclusion as to the accuracy of the
Budget, the underwriter must have analyzed the
project improvements.

This analysis will also indicate to the underwriter
the monthly housing costs to the borrower of items
which are not covered by the monthly unit charge
of the Budget. Many purchasers of condominium/
PUD units are first-time purchasers, and unaware of
the rapid increase in utility and fuel costs, or charges
for interior maintenance and the costs of operating
a project.

The number of parking spaces and their location
to the units is also of prime importance. Perhaps in
an urban location served by good public transporta-
tion, a ratio of one or less parking spaca to a-unit
might be acceptable. However, in a suburban loca-
tion, or in more expensive units, this ratio must in-
crease. Parking, if not owned by the individual unit



ciation assessment, keeping in mind that unit
owners may demand a higher degree of service
than tenants.

Few unsuccessful rentai projects are successful as
condominium conversions. if a number of units in
a converted building have been sold to tenants, it
is a good indication of market acceptance of the

project as a condominium or PUD project.
~ Subject Unit Analysis—This section of the FHLMC
Appraisal Report is designed to allow the appraiser
to present a word picture of the individual unit, in-
cluding unit location, size, room list, special equip-
ment and parking. The rating grid and comments
section provide adequate space to comment upon
favorable or unfavorable features, which affect liva-
bility and marketability of the individual unit.

The value of the individual condominium or PUD
unit consists of not only the value of the individual
unit, but also of the common elements. The over-
all value is influenced by the individual monthly
assessment, the quality of the maintenance of the
common elements, the management group and its
quality of management and enforcement of rules
and regulations, and the condominium documents.
No matter how good the physical characteristics of
the  project, poor management or enforcement of
rules and regulations, and harsh or unrealistic re-
strictions in the condominium documents can ad-
versely affect the marketability of the project. With-
out being familiar with these items, the appraiser
cannot complete his estimate of value, nor can the
underwriter complete his analysis.

Summary of Project Improvements and Subject
Unit—The review of these sections should indicate
to the underwriter the physical characteristics of the
Project and the individual unit, while the rating
grids or comments reflect any detrimental or favor-
able aspects of the improvements. The underwriter
should relate the effect of these items upon the
marketability and livability of the property to the
amount, ratio and term of the loan under considera-
tion.

Valuation Analysis: Cost Approach——FHLMC does
not consider the cost approach to be appropriate in
the appraisal of an individual condominium or PUD
unit. The value of an individual unit includes not
only the cost of the individual unit, but also a pro-
portionate share of the cost of the common elements
or recreational facilities of the entire building or
project. It is unrealistic to attempt to allocate the
proportionate share of the cost of these common
elements.
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Market Data—in the appraisal of a condominium/
PUD unit, the market data comparison approach
provides the best and only reliable approach to
value. The appraiser should use comparable sales
of similar property located in the subject project,
or in comparable projects in close proximity to
the subject property. If comparable properties are
selected within the project in which subject unit is
located, generally only a few basic models are
offered: hence, except for adjustments due to the
time of sale, nit location or fixtures and equipment,
the variances will be minor. In a project in which
resales are occurring, the sales prices of the resold
units are the most reliable indicators of value.

However, in the initizl sale of a unit, the sales
price may be affected by the marketing technique
of the Seller. FHLMC, therefore, requires that in ap-
praising a unit in a new or newly converted project,
the appraiser must select at least two comparcble
sales outside the subject property. In selecting sales
outside the subject project, the appraiser should
attempt to obtain sales of units having size and prices
similar to subject unit, and being located in a project
having a like number and mix of units and common
elements, including parking and recreational facili-
ties, comparable to subject project. Obviously, a
20 unit project will not have the same recreational
or common element facilities as a 200 unit project,
and the social and economic characteristics of the
buyers also may be different. Not only must the ap-
praiser reflect adjustments for these physical, social
and ecorvmic differences, but the appraiser must
also be familiar with the legal differences, i.e. those
contained in the Declaration. These differences, such
as who owns the swimming pool or the recreational
facilities, can materially affect the valuation.

The appraiser must also be familiar with the
Operaing Budget, amount and status of the replace-
ment reserves, capital contributions or any other re-
serve fund, special assessments, and the relationship
of monthly assessments to the Operating Budget
and competitive projects. In an established condo-
minium or PUD where the homeowners association
has been organized and is operating by the owners
themselves, there are fewer problems for the ap-
praiser. The market data approach is the basic cri-
terion for the value estimate, and there is an operat-
ing history to use as a guide. The appraiser must
know, however, hew the owners are organized and
must be aware of the association responsibilities and
the cost of them to each owner Monthly assess-
ments may vary widely in closely comparable devel-
opments, and the Budget items have to be analyzed



to discover the reason for these variances. Whether
larger assessments are due to more extensive ameni-
ties or services provided by the association, or are
merely a result of less effective management, can
have a direct bearing on the final appraised value.
The appraiser cannot make a competent appraisal,
uniess these items of the comparable property sales
transaction have been related to the subject prop-
erty, and the underwriter or lender cannot make a
proper analysis unless the appraiser has done a com-
petent job.

Income Approach—The typical purchaser of a
condominium unit does not buy a condominium/
PUD unit as an income producing property. If the
appraiser considers this approach applicable, the
gross rent multiplier technique should be used. The
underwriter should relate the economic market rent
‘to the total monthly housing expenses, as it is un-
likely that a typical owner would aver a long period
of time pay a housing expense in excess of an eco-
nomic market rent of a similar property.
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Summary of Valuation Analysis—Cenerally, the
market value of a property is supported by a recon.
ciliation of the three approaches to value, i.e. cost,
market data, and income. This reconciliation is nor
an averaging technique, but a reasoning process. In
arriving at the market value of an individual condo.
minium/PUD unit, this reconciliation is simpler as
the cost approach is not applicable, and the income
approach is unreliable as the market gives it little
consideration; therefore, the market comparison ap-
proach is the most meaningful market value indi-
cator. This market value of the individual condo-
minium/PUD unit includes the proportionate share
of the common elements and recreational facilities,
the management of the project, the validity of the
budget and its replacement reserves, and the limita-
tions of use, as outlined in the Declaration. The
underwriter must relate each of these elements of
market value to the amount, term and ratio of the
loan.



EXAMPLES OF REPRESENTATIVE CONDOMINIUM/PUD PROJECTS

The following examples are shown to illustrate some of the more common forms of condominium regimes
and Planned Unit Developments along with their homeawners association functions. These examples are not
intended to be all inclusive, but are presented only to give the underwriter an understanding of the basic
organization forms in order to intelligently analyze the many variations.

The lender’s basic considerations of a project, particularly at the construction stage, are vital for intelligent
lending on condominiums and PUDs. These include construction details, location, site planning, amenities
and market acceptance, which are subject to the usual, long-standing methods of analysis and feasibility
study. In the formative stages, however, the lender is not just concerned with these items and the sale of the
individual units, but also at what point in the sales program the homeowners are able to carry the association
budget without an excessive increase in the monthly assessment over the figure originally estimated and
furnished to prospective purchasers. Given good site planning in an established residential area, a subdivision
of detached single family houses may be just as viable and marketabie if only 100 units are built and sold
instead of the original 500 planned, but this may not be true of a condominium or PUD project, when the
common area and amenity package is planned to accommodate and be paid for by 300 individual unit owners.
Thus, the lender must make a close examination of the budget for the association in order to determine this
break-even point, and realistically evaluate the builder’s timetable for sales and construction. Substantial
developer support for the association expenses can be expected for some time during the early phases of a
project, but obviously the developer cannot guarantee to make up budget deficits indefinitely if units fail to
sefl and the project comes to a halt far short of the break-even number.

A key factor in the budget analysis is the size and cost of the amenity recreation package. Some 300 unit
projects include only modest pools and bathhouses to serve each 50-100 units, in separate phases or groups
of units. This approach makes the association viable on a lower number of sales than one that calls for on.
very large and extensive recreation facility intended to serve the 300 units. Satisfaction of FHLMC’s 70% sale
requirement will be very different for these two development plans. The examples illustrate FHLMC's
approach to the different situations.

EXAMPLE 1—CONDOMINIUM, SINGLE REGIME, SINGLE PHASE

Crestwood Villas

Development Plan—33 buildings containing 132 Quadrominium units, private streets, and a small recreation
facility which is located in the center of the project.

Legal—Declaration sets up a single condominium regime, giving each unit owner a pro rata undivided interest
of .7575% (1/132) in the common elements, and an equivalent vote in the Crestwood Villas Homeowners
Association.

Assessment—_Each unit assessment is $20 per month, the annual association budget is $31,680. The association
maintains all common elements, landscaping, and the swimming pool and bath house, including insur-
ance. Villa Court is part of the common area.

Undenvriting—The entire project is considered a single phase, and the Seller must certifv to compliance with
the FHLMC condominium warranties. All common areas and facilities must be in and operating at time
of submission of loans to FHLMC. FHLMC expects 52 units (70%) to be sold when it begins purchasing
loans in the project, hut may reduce that figure to 67 units 157%) if the rate of sales indicates excellent
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market acceptance. The association budget must be adequate for all purposes, including those peculiar
to the geographical area (heavy snow removal expense in northern areas, higher exterior maintenance in
hot, humid climates, etc.).

NOTE: Example | will apply to any high-rise or large single-building condominium project.

EXAMPLE II—CONDOMINIUM, SINGLE REGIME, MULTIPLE-PHASE (ADD-ON)
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Crestwood Condominium

Development Plan—92 condominium townhouses in entire tract. Phase | contains 17 units, Phase 1l wil
contain 32 units and Phase Iil, 43 units. Phase il will be started upon substantial sellout of Phase I, and
indication of market acceptance of various models. Phase 11l to start upon sellout of Phase | and at least
50% of Phase . Recreation facilities may be either (1) a small pool in each phase, or (2) a larger pool
and modest clubhouse to be located on the northwest corner of Phase I, and built as Phase I is completed
and Phase Ii! begun,

Legal—Declaration sets up initial regime coincident with Phase | tract, and each unit owner has a pro rata
interest of 5.882% (1/17). Declaration also includes Phases || and Il as additional property, which may
be added to the regime with a resultant reduction in each unit owner's oro rata share to 2.040% (1/49)
upon completion of Phase Il, and to 1.087% (1/92) after Phase ill. All unit owners are members of the
Crestwood Townhouse Condominium Association, which has responsibility for Phases 1, Il and {1} as they
are added to the regime.

Assessment—Each unit assessment is $35 per month with an ultimate budget of $38,640. The association
maintains all common areas and recreation facilities as they are added to the condominium regime.
Crestwood Avenue is a dedicated street, but the other paving is part of the common area. From date of
model opening, sellout time for Phase | is estimated to be 4 months, Phase Il to be 8 months, and
Phase 11l to be 14 months.

l/nderwriting—The Seller must comply with the FHLMC condominium warranties. The key to FHLMC's sale
requirement in this project will depend upon the final recreation facility arrangement and the adequacy
of the association budget.

If a small pool is provided in each phase, Phase | could be considered on its own if (1) there is
adequate access to dedicated streets, and the 17 units are sited in such a way as to be a cohesive and
easily defined grouping, (2) the tract is in a well established area of compatible development and iree of
possible land use changes in the event Phases Il and 1!l are not built, (3) the estimated budget of $7,140
is adequate to support the project, and (4) the common areas are in and operating. FHLMC approval of a
section this small would probably be predicated upon an almost total sellout of the 17 units as any lesser
number could not be self-sustaining without a significant increase in the monthly assessments,

" If the developer chooses to provide the single, larger pool facility sometime after commencement of
Phase 1, the sale requirement will be based on the 49 units in Phases | and . In addition, the 49 units
must support the costs of the common areas and amenities, and if they do not, FHLMC approval will be
deferred until sufficient units in Phase I1] are sold to meet such costs. Again, the common areas should
be completed around the units sold and the pool facility in operation,
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In the case of very large projects, Sellers should bear in mind that no additions to the project may be
made aiter seven years from the recording date of the original declaration.

EXAMPLE 11— CONDOMINIUM, MULTIPLE REGIME

Development Plan and Sketch identical with preceding Example 1.

Legal—Each phase is a separate condominium regime with its own association (Crestwood Condominium
Association |, Crestwood Condominium Association 11, etc.). Unit owners in Phase | will have a 5.882%
(1/17) pro rata interest in that regime, Phase |l owners a 3.125% (1/32) interest in the Phase II regime,
Phase lil owners a 2.325% (1/43) interest in the Phase |l regime, and these percentages will not change
as the project is completed. In addition, all unit owners will be members of a master association,
<restwood Townhouse Owners Association. If a small pool is built in each phase, it will be a part of the
individual regime, but a single larger facility will be deeded out as a separate parcel to the master
association.

Assessment—Unit assessments are again $35 per month, but each regime has its own budget. Each regime is
responsible for maintenance and hazard insurance on the common element improvements, including
any pools. For the sake of economy, however, the master Townhouse Owners Association is responsible
for street maintenance and landscaping, and if a large single recreation parcel is built, will own and
maintain it. An appropriate portion of each $35 assessment will go to the master association.

Underwriting—The underwriting considerations in this arrangement are similar to those outlined in Example 1I.
Moreover, all unit owners must be represented in the master association, and the various duties of the
several associations be clearly defined. Assessment levels will depend upon the needs of the master
association, as well as the individual condominium associations. If the recreation parcel is owned by the
master association, it must be free-and clear of incumbrances and the association budget must provide
for real estate taxes and insurance premiums.

EXAMPLE IV—PUD, DeMINIMIS

Crestwood Estates

Development Plan—93 single family detached houses and all streets are publicly owned and dedicated.

Legal—Owner receives fee title to the lot which is large enough to coniorm to standard R-1 zoriing. Each
owner must belong to the Crestwood Estates Association which holds title to the six small islands in each
cluster, and a strip of ground along the south edge of the tract.

Assessment—The monthly assessment is S5 per month. The association is responsible for mowing the grass
in the area owned by the association, and for trash pickup for all units.

Underwriting—The Seller should rr.quest classification as a DeMinimis PUD by submitting FHLMC Form 488
and required exhibits to the FHLMC Regional Office. In this example, the request would be approved as
the property owned by the f.omeowners association is minimal and contributes little to the value of the
individual PUD unit. All owners must belong to the homeowners association, but its functions are
minimal, and if it fails to perform, the mowing and trash pickup can be easily taken over by individual
owners. Although a Planned Unit Development, appraisals and undenwriting are done as customary
single-family houses. The Seller does not have to certify to the FHLMC PUD warranties.
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EXAMPLE V—PUD, MULTIPLE PHASE (INCLUDING CONDOMINIUM)

=i

BESTWOSD

Crestwood Subdivision
(Planned Unit Development)

(3) Crestwood Villas (Condo)
132 Quacrominium Units

(4) Crestwood Patio Homes (PUD)
160 Townhouse Units

(5) Recreation Area
(Pool, Tennis Courts, Etc.)

(1) Crestwood Estates (PUD)
93 Single Family Detached Units
(2) Crestwood Condominium
I—17 Townhouses
I1—=32 Townhouses
I1l—43 Townhouses

92 Townhouse Units
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Development Plan—477 total dwelling units in 378 buildings. Models will be built and sales will begin simul-

taneously in each Section. The central recreation area, costing $500,000 is to be started and completed
in one year after models are open. Crestwood Avenue, installed by the city, is a connector to other traffic
arteries. Mayfield Street, installed by the developer, will dead-end at subdivision boundary until extended
by the city in about five years. Access to Section 4 will be through Phase 11 of Section 2 until that time.
Crestwood Avenue, Mayfield Street, and all streets in Section 1 are dedicated and publicly maintained.
No Section has individual recreation facilities as the recreation area in Section 5 will serve the entire
project.

Legal—Each Section will be set up as a PUD or condominium, as indicated by the key. Section 2 condominiums

will have three separate regimes with a Section master association, and each of the three regimes will
include only the common elements of the structures and the land they cover. Section 3 is a single-phase,
single-regime condominium with the regime covering the entire tract. Section 4 has its own PUD associa-
tion and each unit owner holds title to a 20’ x 40’ lot. Section 1 is a PUD, and the only common area is the
southerly strip of land along the subdivision property line and the small islands in each unit cluster. All
owners in the four Sections must belong to the Crestwood Subdivision Master Homeowners Association,
which owns all of the recreaticnal area in Section 5, the private streets and land, except that covered by
the structures in Section 2, and the land owned by the unit owners in Section 4.

Assessment—
Monthly Passed on to Responsibility of Responsibiiity oi
Section Amount Master Association Section Association Master Association

1 $10.00 $ 5.00 Trash pickup for each unit— Recreational facility main-
mowing commaon areas tenance

3 22,50 5.00 Maintenance of all common Recreational facility main-
areas, exterior of units, and tenance
streets

2 35.00 20.00 Each condo regime has indi- Maintenance of recrea-
vidual homeowners associa- tional facility, common
tion, with its own budget area, landscaping, -and
and responsibility for build- maintenance of streets
ing structural maintenance,
and repairs to exterior and
common elements within the
structures. Section 2 has a
Master Homeowners Asso-
ciation, having no budget,
but functions to represent
unit owners on the board of
ttie Crestwood Subdivision
Master Association

4 35.00 35.00 No budget and no specific Maintenance of recrea-

functions, except to repre-
sent unit owners on the
board of the Crestwood Sub-
division Master Association,
and transmit assessment to
the Master Association

tional facility, exterior of
the units and common
area, landscaping and
maintenance of the streets

Undenwriting—This is a complex, but not far fetched, example. All of the underwriting considerations outlined

in the previous examples are applicable. However, as all Sections are interdependent, there are further
considerations, as a marketing failure in any one Section can have severe implications for the other-three-
Sections.

The Seller must certify compliance with the FHLMC PUD warranties for loans delivered in each of
the four Sections, and also compliance with the FHLMC condominium warranties for loans delivered in
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Sections 2 and 3. Because each Section represents different types of dwelling units and associatior
responsibilities, separate condominium/PUD appraisal reports are required on each, including thei:
respective budget analyses. In addition, a separate budget and project analysis on the subdivision as :
whole must also be submitted. Estimates of separate marketing and sales rates are essential to a deter-
mination of the success of the project as a whole. As outlined above, no single Section can stand alone,

First, look at the Crestwood Subdivision Master Homeowners Association’s pro forma annual budge!

of $102,780, which is roughly allocated:

Recreational facility maintenance $28,620
Sections 2 and 4 common area and street maintenance, landscaping 45,360
Section 4 units exterior maintenance 28,800

A rock bottom figure of $15,000 is estimated for the recreational facility costs, including insurance, taxes
and upkeep, with incremental increases as the number of users grows. At the projected monthly assess-
ment of S5 per unit, sale of 250 units is required to support this rock bottom budget of the recreational
area. The budget for maintenance of the common areas and streets in Sections 2 and 4 is almost directly
proportionate to the nursber of units buiit and sold, except for basic management and administration
costs. It is estimated that these costs, plus the maintenance of the original streets necessary for the project
opening, amount to $18,000 per year, and that subsequent increases to this estimate will be supported
by the number of additional units as sold. Sections 2 and 4 are needed to fund this oortion of the Master
Assnciation budget, with a monthly assessment of $15.00. Similarly, if the exterior maintenance of the
units in Section 4, which is also proportionate to the total sold, is estimated at $5,000 per year, the sale of
28 homes in Section 4 is necessarily based upon a monthly assessment of $15.00 per unit per month.
Based upon this analysis of the budget, FHLMC’s minimum sales requirement is sales of 250 units in the
project, of which at least 28 must be in Section 4, and another 72 in either Sections 2 or 4.

Apart from purely financial aspects, the documents governing this Master Association must be clusely
examined to make sure all members are fairly represented in the activities of the association in which
they participate and for which they pay. Sections 1 and 3 contribute only to the recreation facility,
Section 2 looks to the association for common area and street maintenance as well, and for Section 4 the
association performs all of these functions, plus exterior maintenance of the units. The annual budget
must detail all of these functions carefully, and its approval is dependent upon all of the appropriate usars.
An organization of this complexity must be expertly established in its origination in- order to avoid
inequities and future strife among the members.

Even if all of the parameters of the Subdivision Master Association are met, there are still individual
considerations within each Section. Except for the recreation area, Section 3 is a self-contained conde=
minimum regime and is subject to the underwriting considerations in Example I. If units in all sections
of the subdivision are selling well, the sales requirement of Section 3 may be as low as 50 units, dependent
upon the site planning and overal! layout. Sales requirement in Section 1 is subject only upon the overall
sales requirement of the subdivision. Note that if Section 1 is considered a DeMinimis PUD (bv virtue of
voluntary membership in the recreation facility), it is not subject to warranties or a sales requirement.
In the analysis of Section 2, not only the underwriting considerations of Examples Il and Il are required.
but the number of sales is also affected by the number of units necessary o support the budgets of the
three separate condominium associations. In addition, as ingress and egress to Section 4 are limited to the
streets of Phase Il of Section 2, the sales requirement must necessarily reflect this condition. Section 2
plays a key role in the success of the overall subdivision; if it fails, there is a large tract of land in the
middle of the project with a questionable future and impaired access to the Section < area. ..

In summary, the minimum sales requirement is not establiched just by consideration of the master
association budget, the individual section budgets, and the documents, but also by the physical charac- -
teristics of the individual units and the common areas, layout of the entire subdivision, and the inter-
relation of the individual sections. Based upon this analysis, and assuming the 70% sales requirement
for the subdivision can be reduced to 51%, FHLMC will require sales of 250 units i1 the subdivision__
of which 50 must be in Section 3, and a combination of 100 in Sections 2 and 4, with a minimum of 30
in Section 2.
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