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COMPTROLLER GENERAL'S QUESTIONS REGARDING MORTGAGE LOAN
REPORT TO THE CONGRESS INSURANCE CEILINGS AND LAND APPRAISALS
FOR LARGE COOPERATIVE HOUSING COMMUNITIES

Department of Housing and Urban Development
B-158910

DIGEST

WHY THE REVIEW WAS MADE

The Department of Housing and Urban Development (HUD) 13 authorized to
1nsure mortgages for cooperative housing projects At March 31, 1969,
HUD had i1nsured or had commitments to insure mortgages of about

$800 mi1110on for management-type cooperatives Of this amount, about
one third (approximately $270 mi1l1on) represented mortgages applicable
to one completed and four partially completed Rossmoor Leisure World
developments. (See p. 6.) As of March 1969 no other cooperative hous-
ing communities of such size and complexity had been, or were being,
financed by HUD-insured mortgage loans.

The General Accounting Office (GAO) reviewed certain statutory provi-
s1ons and HUD's procedures and practices for insuring mortgage loans
for Targe cooperative communities. Although GAO's report discusses
HUD's 1nvolvement with the financing of Rossmoor Leisure World devel-
opments, the basic questions raised would be pertinent to any large
communities of this type that may be built in the future

FINDINGS AND CONCLUSIONS

This report raises questions regarding mortgage loan 1nsurance ceilings
and land appraisals. These questions stem primarily from HUD's prac-
tice of 1nsuring mortgage loans for large and complex cooperative hous-
1ng communities under legislative provisions and related administrative
procedures which, we believe, were geared to provide Federal assistance
for smaller, less complex projects.

Each Leisure World community 1involves a number of cooperative mortga-
gor corporations which are formed in succession as sales and construc-
tion of segments of the overall planned community progress. Each cor-
poration owns one or more property segments of the planned community
?nd 1s responsible for the mortgage loans covering those segments.

See p. 9.)

Although segments of the Leisure World communities are mortgaged sep-
arately, they are closely related to each other. They have been
planned and developed by one sponsor as interdependent and integral



parts of a large, self-contained community. The residents share 1in the
ownership, use, and maintenance of community improvements as well as a
variety of recreational and educational facilities. (See p. 11.)

The statute authorizing HUD's assistance provides that the amount of an
1nsured mortgage on any property of a private mortgagor, such as Leisure
World, cannot exceed $20 mi1lion. HUD applied the $20 mi1110n statutory
T1mit to each segment of a Leisure World community. As a result there
1s no 1mmit on the aggregate amount of mortgage loan 1nsurance risk the
rederal Government can assume on such a community.

The amount of all 1nsured mortgages covering the one completed Leisure
World community 1s about $75 mi111on, and 1t was originally planned that
the four partially completed communities would have insured mortgages

of from $250 m11110n to $375 mi111on each. (See p. 9.)

GAO believes that HUD's application of the statutory mortgage Timitation
to individual segments of one Targe development may not have been envi-
sioned by the Congress when the mortgage l1imitation was established 1in
1950 or when the Congress explained in 1955 how the Timitation was to be
applied to rental-type projects. (See p. 11.)

HUD's treatment of each segment of a development as a separate project
resulted 1n substantial increases in land appraisals. Under normal pro-

cedures for determining the amount of an insured mortgage loan for a

muTtifamily housing project, HUD estimates the fair market value of the
land at the time the commitment to 1nsure the mortgage loan 15 1ssued.
{h1s 1s gen%ra11y prior to the beginning of construction of the project.
See p 20,

In the case of Leisure World communities, HUD made a separate appraisal
of the land 1n each of the 1ndividual segments of the planned community.
These appraisals were made over a period of years and included 1increases
in land values created by the publicity for the planned community and
by the construction progress of the community. (See p. 20.)

HUD's records showed that its appraisal amounts, substantially exceeding
the developer's purchase price, generally became the land prices paid to
the developer by the cooperative mortgage corporations. Available 1in-
formation did not show the extent to which the total increases 1n land
appratsal values were attributable to the publicity and construction
progress of the Leisure World communities. (See pp. 21 and 22.)

Legislative history indicated to GAQ that the principal objective of the
cooperative housing mortgage 1nsurance program was to assist in provid-
ing housing at reduced costs to the consumers and that the program was
to be administered to ensure that 1ts benefits would accrue to the con-
sumers {See pp. 24 and 25.)



RECOMMENDATIONS OR SUGGESTIONS

The primary purpose of this report 1s to focus congressional attention
on the questions raised 1n GAO's review.

AGENCY ACTIONS AND UNRESOLVED ISSUES

HUD and the Leisure World builder generally expressed the view that
HUD's application of the mortgage Timitation and HUD's Tand appraisal
procedures and practices were appropriate for i1nsured mortgage loans
for communities such as those discussed 1n this report. (See ch. 3
and apps. I and II.) GAQ believes that, in view of the nature and
magnitude of these communities and the basic intent of the cooperative
housing mortgage 1nsurance program, the questions raised by GAO con-
cerning the mortgage Timitation and land appraisals warrant congres-
s1onal attention,

MATTERS FOR CONSIDERATION BY THE CONGRESS

The Congress may wish to consider whether statutory provisions and HUD
procedures relating to mortgage leoan 1nsurance cei1lings and land ap-
praisals are appropriate for large and complex self-contained coopera-
tive housing communities of the type discussed in this report



CHAPTER 1

INTRODUCTION

The General Accounting Office has made a review of the
application and appropriateness of certain mortgage insur-
ance underwriting requirements established by law and re-
lated administrative procedures and practices of the Fed-
eral Housing Administration (FHA), Department of Housing
and Urban Development, relating to the approval of mortgage
insurance, under section 213 of the National Housing Act
(12 U.S.C. 1715e), for large and complex cooperative hous-
ing communities such as the Rossmoor Leisure World develop-
ments. The scope of our review 1s presented on page 35 of
this report.

FHA was created in 1934 under authority granted by the
National Housing Act (12 U.S.C. 1702) and is presently a
part of HUD. The National Housing Act, as amended, autho-
rizes FHA to administer a number of programs under which
lending institutions are insured against losses on mortgage
loans for individual homes and multifamily housing projects.

FHA is headed by an Assistant Secretary-Commissioner
who has overall responsibility for mortgage insurance ac-
tivities. The headquarters office in Washington, D.C., es-
tablishes policies, procedures, and program requirements;
and regional insuring office directors are responsible for
FHA operations within their respective jurisdictions. The
principal HUD officials responsible for the administration
of the activities discussed in this report are listed in an
appendix to this report,

Section 213, added to the National Housing Act in
April 1950, was the first major legislation providing a
specific program for FHA insurance of mortgage loans on co-
operatively owned housing. The legislative history of sec-
tion 213 indicated to us that this section was generally in-
tended to assist in providing housing at reduced costs for
middle-income families who were not being served under
other sections of the act.



Section 213, as amended, authorizes FHA to insure
mortgage loans under three basic cooperative housing pro-
grams., The projects financed under these three programs are
referred to as:

1. Management-type cooperatives--usually consisting of 5

multifamily elevator or garden-type apartments -

owned, occupied, and managed bon-

proflt cooperative corporation, which i1s the mort-

/wwu}jﬂﬁ gagor from the inception of the project.

Eﬁ\inmesior—sponsor projects--usually consisting of
multifamily elevator or garden-type apartments built
by a profit-motivated sponsor (acting as mortgagor
during the construction stage), which has certified
that it intends to sell the project to an acceptable
management-type cooperative within two years after
completion.

’

3. Sales-type cooperatives--consisting of five or more
single-family homes constructed for a nonprofit co-

operative mortgagor corporation under one insured

@$ mortgage but, upon completion of the project, homes

k\ are individually owned by membetrs, of the corporation P
under separate insured mortgages. /

The Ileisure World developments are financed by mortgages in-
sured under the program for management-type cooperatives,

Under the law the amount of an insured mortgage for a
section 213 management~type cooperative project owned by a
private (as distinguished from public) mortgagor cannot ex-
ceed $20 million. In addition, the law requires that an in-
sured mortgage loan for a section 213 management-type cooper-
ative project cannot exceed the lower of (1) 97 percent of
FHA's estimate of the cost of the proposed project, which in-
cludes an estimate of the fair market value of the land, or
(2) an amount based on specified dollar limitations per fam-
1ly unit. The maximum amount of an insurable mortgage loan
is determined prior to the construction of the project and,
pursuant to a requirement in the law, 1s subject to reduction
based on the actual cost to develop and construct the project
as certified by the mortgagor.



The Rossmoor Leisure World developments are planned
communities for aaults, consisting primarily of one- and
two-bedroom garden-type dwelling units and various commu-
nity facilities. The basic concept is to provide (for an
initial i1nvestment and a monthly charge) for occupancy of a
cooperative apartment unit and 1ts exterior maintenance and
upkeep and for the use of a wide variety of recreational
facilities and other benefits. There are five such devel-
opments--one has been completed at Seal Beach, Califormia,
and four have been partially completed at Laguna Hills and
Walnut Creek, California; Norbeck, Maryland; and Monroe
Township, New Jersey.

At March 31, 1969, FHA had insured or had commitments
to insure project mortgages totaling about $800 million for
section 213 management-type cooperatives., Of this amount,
about $270 million represented mortgages applicable to
Rossmoor Leisure World developments. As of March 1969 no
other cooperative housing communities of the size and nature
of the Rossmoor Leisure World developments had been, or were
being, financed by HUD-insured mortgage loans.



CHAPTER 2

INSURANCE OF MORTGAGE LOANS FOR

LARGE COOPERATIVE HOUSING COMMUNITIES

Our review has raised questions regarding certain mat-
ters which, we believe, resulted primarily from HUD's in-
surance of mortgage loans for very large and complex cooper-
ative housing communities under legislative provisions and
related administrative regulations and procedures which, in
our opinion, were geared to provide Federal assistance for
financing smaller, less complex projects.

Although our report discusses HUD's involvement with the
financing of Rossmoor Leisure World developments, constitut-
ing about one third (approximately $270 million) of the to-
tal mortgage loans insured by HUD for management-type coop-
erative housing projects at March 31, 1969, our primary pur-
pose is to focus attention on certain matters which would
be pertinent to any large communities of this type that may
be initiated in the future and which we believe warrant con-
gressional attention.

Because of their very large size, each planned Leisure
World community was divided into a number of segments in
order to facilitate financing, sales, and construction of
the community. Under its normal procedures, FHA generally
requires the sale of cooperative shares or memberships cov-
ering at least 90 percent of the dwelling units in a pro-
posed management-type cooperative project before 1t will in-
sure a mortgage loan and permit construction of the project
to begin. It would have been impracticable for the spon-
sors, before starting construction, to sell 90 percent of a
total planned Leisure World community comprising many thou-
sands of dwelling units. Further, FHA could not have pro-
vided mortgage insurance for an entire planned community as
a single mortgaged property because of a provision in the
law which would have limited the amount of the insured mort-
gage loan to $20 million,

The division of each community into a number of seg-
ments made it possible to meet the statutory mortgage



limitation and the FHA presale requirement established for
management-type cooperative projects. However, such divi-
sion also has the following effects:

--Although FHA can, if 1t so desires, discontinue 1its
participation in the financing of a community at
any time, there 1s no congressional or administra-
tive limitation on the aggregate amount of mortgage
loan insurance risk that FHA can assume on a self-
contained community comprised of many separately
mortgaged, but interdependent, property segments.

--FHA's land appraisals, which generally became the
land prices paid by the cooperative consumer groups
to the developer, gave recognition to increases in
land values created by the overall plans for, and
the publicity and progress of, the community itself,

Deta1ls on these matters are presented in the following
sections.



ABSENCE OF LIMITATION ON AMOUNT OF MORTGAGE
INSURANCE FOR A SELF-CONTAINED COOPERATIVE
HOUSING COMMUNITY

Under the concept adopted by FHA and the sponsors,
each Rossmoor lLeisure World community involves a number of
cooperative mortgagor corporations which are formed in suc-
cession as sales and construction of segments of the commu-
nity progress. Each corporation owns one or more segments
of the overall planned community and is responsible for the
mortgage loans covering those segments. The mortgage loans
on community segments that were completed or under way as of
March 31, 1969, were insured by FHA under the provisions of
section 213(a) (1) of the National Housing Act. Section
213(b) (1) of the act provides that a mortgage insured under
section 213(a) (1) on any property of a private mortgagor,
such as a lLeisure World mortgagor corporation, cannot exceed
$20 million., The limit is $25 million for a public mort-
gagor.

FHA has applied the $20 million statutory limitation to
each segment of a leisure World community. Accordingly,
none of the numerous mortgages covering a leisure World com-
munity individually exceeds $20 million and, in those 1in-
stances where one leisure World mortgagor corporation 1s re-
sponsible for more than one mortgage, the total amount of
the mortgages of any one mortgagor corporation does not ex-
ceed $20 million. Under this procedure, however, the ag-
gregate amount of FHA-insured mortgages for a total Leisure
World community will substantially exceed $20 million. The
aggregate amount of all insured mortgages covering the com-
pleted leisure World development at Seal Beach, California
1s about $75 million--the other four partially completed
leisure World developments were originally planned to in-
volve insured mortgages of frem $250 million to $375 million
each.

We believe it is reasonable to assume that the basic
intent of the statutory mortgage ceiling was to place a con~-
gressional limit on the amount of mortgage insurance risk
that may be assumed on any one project. With regard to the
manner in which the limitation should be applied to several
contiguous or adjacent projects, House Report 1622 (Confer-
ence report on S. 2126, 84th Cong. lst sess.) on the bill
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which was enacted as the Housing Amendments of 1955 stated
that:

"Subsection (c) would revise the present dollar
amount limitations in the National Housing Act

for FHA insured mortgages financing multifamily
projects. The present $5 million limitation would
be increased to $12.5 million [increased to

$20 million 1n 1959] for projects with private
sponsorship under the regular section 207 rental
housing program, the section 213- cooperative hous-
1ng program, the section 221 program for housing
for families displaced from slum clearance or ur-
ban renewal areas or as a result of Government ac-
tion, and the section 220 program for the construc-
tion or rehabilitation of housing in slum clear-
ance or urban renewal areas. This dollar limita-
tion is applicable only to each insured mortgage
as more fully explained on pages 8, 9, and 10 of
the report of the House Committee on Banking and
Currency on S. 2126 with respect to section 102(b)
of the bill as reported by that Committee."
(Underscoring supplied.)

The explanation contained 1n the House report referred
to 1in the above quotation (H., Rept. 913 on S. 2126) dealt
principally with the manner of application of mortgage ceirl-
ings to large-scale rental housing projects financed under
section 207 of the act and made no specific reference to co-
operative housing projects financed under section 213. 1In
that report, the House Committee on Banking and Currency
stated, in part, that:

"Until recently, the *** limitation with respect to
large-scale rental housing projects developed by
private enterprise corporations had been uniformly
interpreted by the Federal Housing Administration
as applicable to the amount of the individual mort-
gage. Thus, so long as each rental project devel-
oped by such a corporation was a separate project
and the mortgage with respect to each such project
did not exceed *** [the limitation], several such
projects could be built at the same time on con-
tiguous sites by mortgagor corporations under
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common ownership. There has never been, and
should not be, any objection to such procedure so
long as each such contiguous project 1s covered by
a mortgage which does not exceed the applicable
dollar limitation and 1s a separate project which
can be sold separately and managed separately.
Such administration of these provisions of the act
have made possible the development of many of the
large-scale rental housing projects urgently
needed in the larger metropolitan centers, and
your committee feels very strongly that such pro-
cedure should be continued." (Underscoring sup-
plied.)

Because the explanation by the House Committee on
Banking and Currency, quoted above, was addressed primarily
to contiguous rental-type projects being built in 1955 and
prior years, rather than to self-contained cooperative hous-
ing communities, and 1in view of the Committee's stated in-
tent that the limitation could be applied separately to con-
tiguous projects only 1f each such contiguous project were
a separate project that could be managed and sold separately,
we believe that the Committee may not have envisioned that
FHA would undertake to insure mortgage loans aggregating
several times $20 million--in fact, without any limitation--
for an entire self-contained cooperative housing community
comprised of a number of separately mortgaged, but interde-
pendent, property segments,

Ieisure Worlds are self-contained communities
comprising interdependent property segments

Although covered by separate insured mortgages, the
various segments of a total Leisure World development are
closely related to each other, particularly because they
have been planned, as integral parts of a self-contained
community, to share in the ownership, use, and maintenance
of community improvements such as common streets and side-
walks and a wide variety of recreational, educational, and
other types of community facilities.

Each leisure World development is, or is planmed to be,

a self-contained community, surrounded by a wall, with a
private security force guarding the gates. Community

11



facilities, existing or planned to be built within the de-
velopment, include golf courses, clubhouses, riding stables,
swimming pools, medical clinics, and administration build-
1ings and are designed and planned for the sole use and ben-
efit of the residents of the community. The estimated con-
struction cost of the community facilities was allocated
among the planned dwelling units and was included in the
purchase prices paid by the cooperative consumer groups
(mortgagor corporations) for their dwelling units.

The insured mortgage loan proceeds were increased to
cover the allocated costs of the community facilities
through FHA's increasing its appraisal of the land underly-
ing the dwelling units by an amount equivalent to the com-
munity segment's allocated portion of the estimated total
cost of all planned community facilities. Although such in-
creases 1n FHA's land appratisals were based generally on
communily facilities and dwelling units planned for the
total community, FHA generally has required that, at any
point during the developmenl stage of the community, the ag-
gregate amount allowed for community facilities in its land
appraisals for the segments completed and under way could
not exceed the estimated value of community facilities ac-
tually completed and turned over to the trustee for the com-
munity residents.

Although the cost of the community facilities to the
mortgagors has been financed by the proceeds from FHA-insured
mortgage loans, these facilities cannot be physically di-
vided and parceled out to the individual segments of the
development and, therefore, are not a part of the collateral
for the insured mortgage loans; however, the cooperative
mortgagors or their successors have the right to use the fa-
cilities and the obligation to share in the cost of their
maintenance and operation, under a trust arrangement, as
discussed below.

The community facilities within each Leisure World de-
velopment are, or will be, owned and operated by a trustee
for the joint use of all residents of the individual seg-
ments of the total community. The costs incurred by the
trustee 1n maintaining and operating the facilities are al-
located among all apartment units within the community and
are generally included in the monthly carrying charges
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(equivalent to rent in rental projects) paid by the resi-
dents.

On the basis of our review of the agreements entered
into by the cooperative mortgagor corporations, FHA, and
the community facilities trustees, we do not believe that
FHA, in the event that it became an owner of a segment of a
community, could control the nature, extent, and cost of ac-
tivities and services provided by the trustee for the com-
munity facilities. According to these agreements, FHA would
automatically become a beneficiary of the trust if it be-
came an owner and thereby would acquire not only the right
to use the community facilities but also the legal obliga-
tion to pay a pro rata share of the total maintenance and
management costs of the facilities,

On August 20, 1963, the director of the FHA Cooperative
Housing Division requested from an FHA attorney, having par-
ticular responsibility regarding cooperative housing matters
within FHA's Office of the General Counsel, advice as to
whether the arrangements concerning community facilities at
the Seal Beach leisure World community should also be used
at other Ieisure World communities then being initiated.

The FHA attorney stated, with respect to what FHA's position
would be under these arrangements in the event that FHA were
to become an owner of a segment of the community through
foreclosure on an insured mortgage loan, that:

"%%% FHA, as owner of a project, may be subjected
to pay for services it does not want in order to
obtain the minimum services required, such as the
upkeep of the streets owned and maintained by
Golden Rain [community facilities trustee]. It
should be spelled out *** that FHA or its occu-
pants need not take all of the services of Golden
Rain and that the cost of such services, which FHA
or its occupants do take, should not exceed the
cost collected from the cooperatives on a per oc-
cupant basis. In short, FHA occupants must be as-
sured they will pay no more than cooperative oc-
cupants for a particular service which FHA occu-
pants have elected to take,!

13



In response to the FHA attorney's statement, the at-
torney for the Leisure World sponsor and mortgagor corpora-
tions made the following comments in a resume forwarded to
the FHA Washington headquarters office in November 1963:

"The provision *** requiring Golden Rain [commu-
nity facilities trustee] to furnish the occupants
of FHA or mortgagee owned projects on a 'compar-
able basis' the same services furnished the co-
operative members was made general deliberately.
It would not be practical to attempt to anticipate
and prescribe for every possible situation that
might arise., Also, it would seem inadvisable to
give any mortgagee on foreclosure the right to
pick and choose which services of Golden Rain it
will or will not use. This should be left to be
worked out at the time, taking into considera-
tion the particular circumstances. FHA not only
has an interest in property which 1t may acquire
but also in the entire project as insurer of all
the mortgages. It is therefore important to FHA
that nothing be done to adversely effect Golden
Rain's over-all operations." (Underscoring sup-
plied.)

* * * * *

YAs hereinabove stated, it is not practicable to
seek to anticipate and specifically provide for
all eventualities in case of default and FHA ac-
quisition of a particular mortgage property. Lt
is deemed sufficient to permit FHA the use of
Golden Rain's facilities and services on a com-
parable basis, It 1s reasonable to assume that
Golden Rain will want FHA's business because 1its
operation is geared to serving the total project,
and to operate short of that would probably in-
crease the per unit cost. ***¥ (Underscoring
supplied.)

The arrangements concerning community facilities at the
leisure World developments undertaken subsequent to the
Seal Beach development do not spell out that FHA or its oc-
cupants need not take all of the services of the trustees.
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We believe that, even if the arrangements were altered or
modified as suggested by the FHA attorney, the problems
cited by the leisure World attorney in connection with
FHA's interest in the entire project, rather than just the
property it may acquire, would tend to preclude FHA's se-
lecting operations and maintenance services to suit the in-
dividual needs or financial capability of the residents of
any segment of the development acquired.

We noted, regarding the mutual dependency of the vari-
ous segments of a leisure World development, that the di-
rector of the FHA Cooperative Housing Division in Washing-
ton commented in a letter to the FHA Ios Angeles Insuring
Office in December 1965 that each of the cooperative corpo-
rations at the Seal Beach development in California was, in
the final analysis, dependent on the others for continued
success,

Because lLeisure World developments have been planned as
self-contained communities comprising a series of property
segments that are closely interrelated and interdependent,
rather than a number of separate independent projects, we
believe that a permanent halt in construction prior to com-
pletion or substantial completion of such a community could
result in increased costs to the residents because certain
costs related to the overall community would have to be
spread over a smaller number of residents than planned. A
halt prior to completion or substantial completion could
also result in considerably fewer services and facilities
than those expected by the residents of the completedunits.,
The ultimate control over completion of the communities as
planned rests in the hands of the builder, who owns all of
the land needed for the communities and, so far as we could
determine, is not committed to continue selling the land to
the mortgagors or sponsors as construction of the communi-
ties progresses.

We believe it likely that the concept of residing in a
large totally self-contained community with a wide range of
community facilities and services may have been a major in-
ducement influencing the decision of individuals to reside
in a leisure World community. We noted that, at the time
FHA insured the mortgage loan for the first segment of the
leisure World community in Maryland, the overall plan
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included the following community facilities which were to
serve the residents of the planned 9,000 dwelling units:

Three clubhouses (two with swimming pools)
Four guard houses

Medical clinic

Maintenance and storage building
Information center

Meeting hall

Riding stables

Auditorium

Greenhouse

Parks, lake, and equestrian trails
Golf course

The plan also included a number of recreational, educa-
tional, and other types of activities and services to be
provided in conjunction with the planned facilities listed
above.

Construction of the planned community facilities and
their conveyance to the trustee for the Maryland community
depended directly upon the completion and sale of certain
numbers of dwelling units, If less than the planned number
of dwelling units were constructed and sold, the construc-
tion of community facilities was to be curtailed proportion-
ately.

As of June 1969, construction at the Maryland community
had been suspended since September 1967 because of slow
sales, Of the originally planned 9,000 dwelling units,
about 900 had been completed as of June 1969; of the origi-
nally planned community facilities, one clubhouse (with
swimming pool) and one guard house had been constructed and
conveyed to the community facilities trustee for the resi-
dents of the 900 completed units. Although the golf course
and the administration building had also been completed,
these facilities had not been conveyed to the trustee but
were still owned by the builder-landowner. The administra-
tion building was to be conveyed to the community facilities
trustee for the residents after about 1,300 of the 9,000
planned dwelling units were sold, while the golf course was
not to be conveyed until about 7,300 dwelling units were
sold.
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It seems, therefore, that, unless a substantial number
of additional dwelling units are sold, the community facil-
ities trustee for the residents of the 900 dwelling units
will not obtain ownership of the golf course and administra-
tion building or of any other planned community facilities,
If the overall plans for the community are carried out,
these facilities will be conveyed to the community facili-
ties trustee at no additional charge to the residents of the
900 dwelling units beyond the amounts paid when they pur-
chased their units,

Moreover, we were advised in June 1969 by an official
of the sponsor-manager of the Maryland community that, if
no additional units were sold, the monthly charges to the
residents for operating services would have to be increased
by about $15 a month for each dwelling unit in order to
maintain the level of services being provided at that time,
This situation developed because the monthly charges being
made to the residents for operating services were not ade-
quate to cover the full cost of such services--the differ-
ence between the monthly charges and the cost of the ser-
vices (an average of $15 per unit per month) was being fi-
nanced from funds generated from the sale of new dwelling
units,

We were advised by the official of the sponsor-manager
that, under a new development plan being considered for the
Maryland community, the number of dwelling units for the
total community had been reduced to about one half of the
originally planned 9,000 units. We were told that no deci-
sions had been reached as to what community facilities, in
addition to the clubhouse and gatehouse previously conveyed
to the community facilities trustee, would be included in
the new development plan but that efforts were being made to
include the golf course.

The Housing and Urban Development Act of 1965 autho-
rized a new program providing for FHA insurance of mortgage
loans to assist developers in acquiring and developing raw
land for future building sites (12 U.S.C. 174%aa). The law,
as amended, provides that the outstanding principal of mort-
gage loans for a single land development undertaking, as de-
fined by FHA, shall at no time exceed $25 million. In
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establishing guidelines for this new program, FHA has rec-
ognized that adjacent land development projects, tied to-
gether by common services and community facilities, should
be considered as one project for the purpose of applying
the statutory mortgage limitation under the program.

In this regard, the FHA central office issued in May
1966 program guidelines to its field offices in the form of
a series of general questions and answers which included
the following items concerning application of the statutory
mortgage limitation under the new land development program:

"What 1s meant by the 'single land development
undertaking' on which at no time may a **%* [land
development | mortgage i1n excess of $10,000,000

[ 1ncreased to $25,000,000 in 1966] be outstand-
1ng? *%%" (Underscoring was included in quoted
material.)

"x&%FHA 1n determining what is a single land devel-
opment, would look at it from the point of view

of whether or not this development stands on its
own or whether 1t is tied into other developments
for certain services or community facilities. A
large subdivision which is laid out under one over-
all plan cannot be arbitrarily cut into pieces for
the purpose of avoiding definition as a single de-
velopment. *** Two developments, side by side,
sponsored by the same developer could or could not
be classified as a single development, depending
on the facts in each case." (Underscoring sup-
plied.)

While we recognize that the land development program
deals with financing the acquisition and development of raw
land for future building sites, as distinguished from the ac-
quisition or construction of housing units, we believe that
the question of how the mortgage limitation under that pro-
gram should be applied involves generally the same considera-
tions as the statutory limitation for cooperative housing
projects such as leisure Worlds.

We believe further that the separately mortgaged seg-
ments of a lLeisure World community are closely tied together
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with respect to certain services and community facilities,
Therefore, FHA's application of the statutory mortgage lim-
itation to Leisure World community segments seems to us to
be in contrast to the guidelines quoted above concerning
the statutory limitation in the new land development pro-
gram,
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LAND APPRAISALS INCLUDE INCREASES IN
VALUE CREATED BY PUBLICITY OF THE PLANNED
DEVELOPMENT AND BY CONSTRUCTION PROGRESS

The treatment by FHA of each segment of a Leisure
World community as a separate project for mortgage insur-
ance purposes resulted in substantial increases in FHA land
appraisals, attributable in part to increased values created
by the publicity of the planned community and by the con-
struction made possible by the Government's insurance of
the mortgage loans financing that construction.

Under normal FHA underwriting procedures for determin-
1ing the amount of an insured mortgage loan for a multifam-
1ly housing project, FHA estimates the fair market value of
the land at the time the commitment to insure the mortgage
loan 1s 1issued, which 1s generally prior to the beginning
of construction of the project, In applying this procedure
to a Leisure World community, FHA estimated the fair market
value of the land 1in each individual segment of the commu-
nity at the time the mortgage insurance commitment for such
segment was issued. FHA's appraisals for the various seg-
ments of the community gave recognition to increased land
value created by the publicity of the planned development
and by previously completed dwelling units and other im-
provements within the community; however, available infor-
mation did not show the extent to which the total increases
1n value of the various segments of land were attributable
to such factors.

Section 227 of the National Housing Act (12 U.S.C.
1715r) provides that the amount of an insured mortgage loan
be based, in part, on FHA's estimate of the fair market
value of any land prior to the construction of improvements
built as part of the project. This provision was added to
the National Housing Act in 1954 and was explained in Sen-
ate Report 1427 (83d Cong. 2d sess.). The report states, in
part, that, i1f a project is built on raw and unimproved
land, the land value must be on that basis and not on the
basis of the value when the proposed improvements are com-
pleted.

We were advised by FHA in January 1967 that FHA had
interpreted this provision as being applicable to individual
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segments of a Leisure World community rather than to the
community as a whole and that, in appraising the raw land
for a given segment, FHA could not disregard the effect on
land value of dwelling units, improvements, and community
facilities already constructed within the community.

FHA records showed that the entire tract of raw (unim-
proved) land planned for the Leisure World community at
Laguna Hills, consisting of about 1,800 acres in a rela-
tively undeveloped part of Orange County, California, was
purchased by the developer in December 1961, along with a
large amount of adjacent land, at an average price of about
$2,600 per acre. Two years later, in December 1963, FHA
appraised the land for the first segment of the community
at $10,500 per acre. FHA's appraisals of the land in sub-
sequent segments gradually increased by substantial amounts
as construction of the community progressed until, for the
20th segment, the land was appraised in January 1967 at
$18,500 per acre. In total, FHA's appraisals of land for
the first 20 segments of the community, which covered about
500 acres of land, exceeded the purchase price paid by the
developer, as shown in FHA records, by about $6 million.

Because we had no authority to audit the developer's
records, we did not attempt to ascertain the costs incurred
by the developer for such things as rezoning expenses, in-
terest, and taxes paid from the purchase date tc the dates
of conveyance of the first 20 land segments to the coopera-
tive mortgagor corporations at the Laguna Hills community;
however, assuming that such costs represented annually about
20 percent of the purchase price, the total of such costs
would have been approximately $1 million--leaving a differ-
ence of more than $5 million between the aggregate of the
FHA appraisals and the developer's purchase price and esti-
mated holding costs.

According to FHA land appraisal documents, the public-
1ty and the site development that had taken place were ma-
jor factors contributing to the initial FHA appraisal of
$10,500 per acre--which exceeded the average purchase price
paid by the builder 2 years earlier by about 300 percent--
as well as to the subsequent FHA appraisals of land in the
succeeding segments of the community--which exceeded the
average purchase price by amounts ranging up to 600 percent
within 3 years after the initial appraisal.
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The appraisal documents stated that prices of land
near the planned community, which were used as a basis for
appraising the land within the planned community, had pro-
gressively increased by significant amounts due to the pub-
licity and the site development that had taken place. An
FHA appraiser of a number of the property segments of the
planned community explained that the appraisals were based
on a consideration of the amount of construction completed
or under way in the community, including community facili-
ties and other improvements. However, we were unable to
1dentify from available information the amounts of the in-
creases that resulted from FHA's consideration of these fac-

tors,

With regard to FHA's initial appraisal of land to be
used for a large, self-contained community, FHA records
showed, for example, that the tract of raw land planned for
the Leisure World community in Seal Beach, California, ap-
proximately 540 acres, had been purchased by the developer
in April 1961 at a price of about $13,800 per acre. Three
months later, in July 1961, FHA appraised the raw land for
the first segment of the community at about $20,000 per
acre. Within 6 months after FHA's appraisal of the first
segment, FHA appraised the raw land for the second segment
at about $24,400 per acre. In total, the FHA appraisals
of the raw land in the entire community, which were all
made within about 3 years after the developer acquired the
land, exceeded the amount shown in FHA records as the pur-
chase price to the developer by about $4 million, exclud-
ing costs such as rezoning expenses, interest, and taxes
paird by the developer during the 3-year development period.

The FHA land appraisal amounts cited above for the Lei-
sure World communities at Seal Beach and Laguna Hills do
not include the additional amounts allowed by FHA, as part
of 1ts estimate of the total fair market value of the land,
to cover the cost of community facilities and other land
improvements within the community,

We note that the Housing and Urban Development Act of
1968 authorized a new program under which HUD can guarantee
bonds, notes, or other obligations issued by developers of
new communities to help finance the acquisition of land and
the 1nstallation of basic facilities needed to ready the
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land for further development. The maximum amount of a
guaranteed obligation under this new program 1is based 1in
part on HUD's estimate of the value of the land before de-
velopment. In 1ts report on the bill which was enacted as
the Housing and Urban Development Act of 1968 (S.R. 1123,
90th Cong., 2d sess.), the Senate Committee on Banking and
Currency instructed HUD to exercise the greatest care 1n the
valuation of land under the new program. Also,in that re-
port the Committee stated, in part, that:

"In making an estimate of value to the greatest
extent possible, reliance should be placed on
recent actual prices 1in arm's length sales trans-
actions of the land involved or of nearby compa-
rable land. Also, while 1t is reasonable to dis-
regard, as unrepresentative of present values,
transactions made at considerably earlier periods
when local land values were much lower, it 1s
equally important that unusually high prices

paid for remaining parcels needed to round out a
site, or resulting from the guarantee applica-
tion becoming known to sellers, be considered

as unrepresentative of values of the site as a
whole.

"Similarly, while it 1s reasonable to take into
account rising sales prices resulting from the
influx or expected influx of population or of
commerce or industry into the area, it 1s defi-
nitely not the intention of the committee that
the valuation take into account the increased
values resulting from the guarantee expected to
be issued under this title, and the development
made possible by that guarantee, as distinct from
normal growth that would have been expected in
any event." (Underscoring supplied.)

We recognize that, as pointed out by HUD and the
builder in commenting on a draft of this report, the new
program authorized by the Housing and Urban Development Act
of 1968 deals with acquisition and development of land and
the preparation of sites for future construction of new
towns rather than for the construction of housing projects
and that the Leisure World developer did not receive
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Government assistance in the financing of the acquisition
and improvement of the land for the communities prior to
the beginning of the construction of the housing units on
the land.

It appears, however, that a situation similar in prin-
ciple to the situations which the Committee on Banking and
Currency has sought to prevent regarding the new towns pro-
gram authorized by the 1968 act has occurred in the case of
the Leisure World communities and could occur again in
large communities of this type that may be initiated in the
future. As previously discussed in this section of our re-
port, FHA's appraisals of land for a Leisure World community
gave recognition to the publicity of the planned community
and to the construction made possible by the Government's
insurance of the mortgage loans financing that construction.

Because the FHA land appraisals generally became the
land prices paid by the cooperative consumers to the builder,
the builder received the benefit of the increases in value
resulting from the progress and publicity of the development,
in addition to any profit that it may have realized on the
construction of the dwelling units and other improvements
within the Leisure World communities under construction con-
tracts with the mortgagor corporations. In the cases we
reviewed, the amounts of the construction contracts were
generally based on FHA estimates of construction costs,
which included allowances of about 6 percent for builder's
profit and general overhead. However, under the lump-sum
type of contract used in those cases, the amount of con-
struction profit realized by the builder would have been de-
pendent on his actual construction costs and, therefore,
could have been either more or less than the profit allow-
ance 1included in the FHA estimates.

Legislative history indicated to us that the section
213 cooperative housing program was generally intended to as-
si1st in providing housing at reduced costs to consumers in
order to bring more housing within the reach of middle-
income families who were not being served under other Gov-
ernment housing programs. Senate Report 1472, Eighty-~third
Congress, second session, on proposed amendments to section
213 1n 1954 stated, in part, that:



""When section 213 was enacted, the Congress
intended to encourage the provision of housing
by genuine cooperatives consisting of members
who banded together initially to construct hous-
ing for their own use at savings to them, *¥%%"
(Underscoring supplied.)

The report cited above also instructed FHA to administer
the section 213 program so that the primary benefit served
by that program would be reduced costs to consumers.

House Report 913, Eighty-fourth Congress, first ses-
sion, on the bill which became the Housing Act of 1955
stated that the principal objective of the section 213 co-
operative housing program was the provision of good housing
at lower cost to consumers, particularly those in the middle-
income group, and that procedures should be established to
ensure that the benefits under section 213 would accrue to
consumers,

Under the circumstances discussed in this report, the
prices paid by the cooperative consumers for their dwelling
units included amounts for land which far exceeded the pur-
chase price paid by the developer who had acquired the land
specifically for the purpose of building the Leisure World
communities. We believe that the Congress may wish to comn-
sider whether FHA's land appraisal procedures are appropri-
ate for cooperative housing communities of this size and
type, which may be initiated in the future,
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CHAPTER 3

AGENCY AND BUILDER COMMENTS AND GAO CONCLUSION

The Under Secretary of Housing and Urban Development
advised us by letter dated September 8, 1969 (app. I), that
HUD doubted that i1t would be practicable or desirable to
apply the $20 million mortgage limitation to the aggregate
amount of mortgage loans for a planned large community such
as those discussed in this report. The builder of the Lei-
sure World developments, by letter dated September 9, 1969
(app. 11), stated that HUD's interpretation of the limita-
tion was the only proper interpretation that could be made
with regard to a Leisure World development.

We do not contend that the $20 million limitation
should be applied to the aggregate amount of mortgage loans
for an entire community. We believe, however, that the
Congress, in placing the mortgage limitation in the law,
and the House Committee on Banking and Currency, in ex-
plaining in 1955 how the limitation was to be applied to
contiguous rental-type projects, may not have contemplated
that FHA would undertake to insure mortgage loans of an un-
limited aggregate amount for a self-contained cooperative
housing community comprising a number of closely related
property segments which depend upon each other for the fi-
nancing of costs associated with the acquisition, ownership,
maintenance, and/or operation of a wide variety of common
recreational, educational, and other types of community fa-
cilities, services, and improvements,

The Under Secretary stated that, if a separately mort-
gaged property segment was a reasonably viable housing en-
tity standing alone (or with community facilities conveyed
to it) and 1f there was disclosure to the buyer of pre-
cisely what he was acquiring for the purchase price and the
degree to which future development and future community fa-
cilities were dependent upon future sales, there appeared
to be no reason to prohibit segmentary development of large
communities. In this regard, the builder stated that
(1) each purchaser was fully advised, at the time of pur-
chase, of possible reductions in community facilities and
services and possible increases in costs in the event that
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development did not continue and (2) established procedures
afforded protection at each Leisure World community to en-
sure that, at any stage of development, the residents would
have sufficient facilities to take care of their needs.

HUD's approval of mortgage loan insurance for various
segments of a Leisure World development was not based on a
determination that each separately mortgaged segment could
stand alone, having 1ts own individual community facilities,
As described beginning on page 11 of this report, the var-
1ous segments of a Leisure World development are closely
related in that they have been planned as integral parts of
a self-contained community, to share in the ownership, use,
and related acquisition and operating costs of a substan-
tial amount of community property and facilities. Our re-
view of available data related to selected Leisure World
property segments showed that HUD had not evaluated the fi-
nancial aspects of each segment on the basis that each seg-
ment would stand alone, completely independent of other
existing or planned segments of the development.

We noted that, in a letter dated November 30, 1968, to
the residents of the completed segments of the Leisure
World community in Maryland, the builder stated, in part,
that:

"You *** [and the developers] are all vitally
interested in achieving financial stability here
at Rossmoor. The key to this objective 1s the re-
sumption of construction and sales of dwelling
units. Sales of new manors not only are neces-
sary to generate funds for construction and ac-
quisition of community facilities such as the
golf course, meeting hall, medical facilities,
etc., but also to protect monthly assessments
against unacceptable increases.

"The original concept for this community con-
templated a sufficient number of occupied manors
to support the operation and maintenance costs of
the mutuals and the needed community facilities.
At the present time the community consists of 898
manors - too few to insure a minimal monthly pay-
ment. The sale of new manors will assist the
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operation of the community by producing income to
defray costs until such time as the project
achieves a size that is self-sustaining. The
present plan *** calls for the construction and
sale of approximately 3400 new manors. These
units, in addition to the existing 898 manors and
36 models will be more than sufficient to provide
the economic base to protect the investment of all
Rossmoor Residents,"

Similarly, in a letter to the FHA insuring office 1n
Washington, D.C., dated February 5, 1969, the attorney rep-
resenting the mortgagor corporations (made up of the resi-
dents of the completed units) of the community in Maryland
made the following comments in requesting FHA approval of
certain aspects of the revised plans for further develop-
ment of the community*

k%% All interested parties must recognize,
as my clients do, that the commencement of new
sales at Rossmoor-Maryland is almost essential to
the economic survival of the project as we now
know 1t. Funds must be generated for the mainte-
nance of community facilities and the provision
of community services over and above the funds
which are generated out of the collection of
monthly payments. New sales 1s the only logical
source of these funds. The current proposal will
provide funds for the maintenance of the golf
course from new sales and, hopefully, thereby
curtail or perhaps eliminate any need for the
generation of funds from play by non-residents or
greens fees levied upon play by the residents.
The Agreement [between the existing mortgagor
corporations and the developers concerning future
development at the community] contemplates the
continued collection of funds for the future ac-
quisition of additional community facilities and
the curtailment of indebtedness on existing fa-
cilities, *** The arrangements set forth above
also contemplates the collection of $500.00 per
new unit for the purpose of funding operating and
maintenance deficits incurred in connection with
community facilities and services *%¥%,
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In addition, *** a provision has been made for
moneys “to be collected from the sale of each new
unit at Rossmoor-Maryland for the exclusive pur-
pose of acquiring the golf course located at that
project. This last consideration 1s, quite natu-
rally, paramount in the minds of our clients.

"ex% [the directors and officers of the co-
operative mortgagor corporations] have concluded
that it 1s far better to keep future development
as a part of the existing community and thereby
maintain a voice in the determination of 1ts na-
ture and direction, **%"

In our opinion, the separately mortgaged segments of a
Leisure World community are, essentially, interdependent
fragments of one large self-contained project or planned
project rather than separate and independent contiguous
projects as may have been envisioned by the House Commit-
tee on Banking and Currency when 1t explained in 1955 how
the statutory mortgage limitation was to be applied to con-
tiguous rental-type projects.

Regarding the builder's comment that purchasers were
advised, in advance, of the possible effects of not com-
pleting the development as planned, we noted that the
builder, in commenting on our observations concerning land
appraisals, stated that Leisure Worlds had been sold on the
basis of providing a way of life and that the image created
by the community facilities 1in existence prior to the begin-
ning of the sales program was very important 1in creating a
value to the property.

As described on pages 16 and 17 of this report, many
of the community facilities within a Leisure World develop-
ment, including those completed prior to the sale of dwell-
ing units within the development, are not conveyed to the
trustee for the residents until substantial numbers of
dwelling units are sold. Although enhancing sales and
property values early in the development stage, the concept
of a way of 1life and the image created by existing facili-
ties may not materialize unless a substantial part of the
planned development is completed. Thus, ownership of all
of the existing community facilities might not be
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transferred to the trustees for the residents and there
would be no assurance that these or other planned facili-
ties would be available for the use of the residents as
contemplated.

The builder stated that our analogy of the limitation
on loans insured under the land development program enacted
in 1965 (see pp. 17 to 19) with the $20 million limitation
on mortgage loans insured under section 213 was not valid
1n that the insurance risk on a mortgage loan for raw land
to be developed in the future was entirely different from
the risk on an insured mortgage loan for a development such
as Leisure World, which required presale of 90 percent of
the memberships.

While the nature and degree of mortgage insurance risk
may vary, depending upon the type of property involved, it
appears to us that the situation with respect to whether a
mortgaged property stands on 1ts own or is tied into other
properties by common services and community facilities
would generally have a similar effect on the mortgage 1in-
surance risk, regardless of whether the property involved
is a land development project or a cooperative housing
project.

The builder stated that there were numerous projects
under way in California that envision several thousand
single-family homes to be financed by FHA- or Veterans
Administration-insured loans or conventional loans. He
stated that, 1f FHA were subject to a $20 million limita-
tion, such large numbers of homes could not be built and
that FHA, accordingly, had not imposed the $20 million limi-
tation on single family housing developments., He stated
that FHA followed a similar procedure in 1ts application of
the $20 million limitation to cooperative housing.

The $20 million limitation provision discussed in this
report i1s set forth in section 213 of the National Housing
Act and 1s applicable only to multifamily cooperative hous-
ing projects financed under that section. Although there
are similar mortgage limitations in other sections of the
act governing mortgage insurance for other types of multi-
family housing projects, there 1s no comparable limitation
in the law governing the basic program under which
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mortgages on single-family properties are insured. It ap-
pears to us, therefore, that FHA's interpretation of the
$20 million limitation on multifamily cooperative housing
projects financed under section 213 has no relationship to,
and no effect on, the financing of single family homes,

The builder acknowledged, regarding our comment that
the ultimate control over the completion of the communities
as planned rested in the hands of the builder (see p. 15),
that he had not made any commitments as to future avail-
ability of the land needed for completion of the develop-
ment as planned but stated that this situation had not sub-
jected the sponsor to the builder's control nor affected
the rights and ownership interests of potential purchasers.
As an example, the builder gave a detailed explanation of
the conditions and circumstances related to the suspension
of sales at the Maryland Leisure World development,

We do not contend that the situation concerning the
ownership or control of land has had an actual adverse ef-
fect on the development progress of the Maryland community
or any of the other Leisure World communities., We believe,
however, that such a situation could have an adverse effect
regarding future developments of the nature and magnitude
of the Leisure World developments, since, once a planned
development has been partially completed and occupied, the
sponsors or mortgagors have no choice but to deal with the
owner of the land needed for completing the development as
planned, whereas the landowner could, conceivably, sell the
needed land to other parties for other uses.

The Under Secretary of HUD stated concerning land ap-
praisals that the 1dea of limiting land appraisals for
mortgage 1nsurance purposes, through a protracted period of
development and sale, to the initial value or price of the
raw land plus development cost was unlikely to prove prac-
ticable because developers could not be expected to sell
land for less than the available market price. The builder
stated that, according to our contentions, the Government
should never give any consideration to a valuation of land
1n excess of the acquisition price of the land to a
builder-landowner.,

“
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The question we have raised 1s not whether HUD should
limit 1ts land appraisals for mortgage insurance purposes
to the acquisition cost of raw land plus development costs
but whether HUD's appraisals for a planned, self-contained,
cooperative housing community being developed 1n segments
should i1nclude i1ncreased values created by the construction
progress and publicity of the development.

We believe that this question 1s particularly impor-
tant and pertinent in view of (1) the general requirement in
the law that an insured mortgage on a multifamily housing
project be based on the fair market value of land prior to
the construction of improvements built as part of the proj-
ect (see p. 20), (2) the stated legislative intent that
HUD's land appraisals under the new towns program enacted
1n 1968 should not include increases in value resulting
from HUD's loan guarantees under that program (see pp. 22
and 23), and (3) the stated congressional intent that the
primary benefit to be served by the section 213 cooperative
housing program, under which the Leisure World mortgage
loans were insured, is reduced costs to the cooperative
consumer groups, v

The builder did not agree that the increases in Lei-
sure World land values were attributable in large part to
the publicity of the planned community or construction made
possible by the Govermment's insurance of the mortgage
loans. He stated that HUD's insurance of mortgage loans
played only a minimal part in determining the value of the
land. He stated further that the sale of Leisure Worlds on
the basis of providing a way of life required careful plan-
ning and extensive investments before any dwelling units
were offered for sale and that the image created by community
facilities in existence prior to the beginning of FHA's in-
surance of mortgages was very 1important in creating a value
to the property.

Concerning the builder's comments presented above, we
found during our review that the FHA-insured mortgage loans
financing the purchase prices paid by the mortgagors to the
builder for the first and each succeeding group of dwelling
units included amounts for (1) the estimated fair market
value of the raw land underlying the dwelling units, (2) an
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allocated portion of the estimated construction cost of all
completed and planned community facilities and other common
improvements within the community, and (3) the estimated
construction cost of the dwelling units themselves.

As described on pages 21 and 22 of this report, infor-
mation contained in FHA's land appraisal documents and
statements made to us by FHA representatives indicated that
(1) the publicity and site development at the Laguna Hills
community were significant factors contributing to the in-
creases 1n FHA's land appraisals, (2) the appraisal in-
creases were based on a consideration of construction com-
pleted or under way within the community, and (3) FHA, in
appraising the land for a given segment of a community,
could not disregard the effect on land value of dwelling
units, community facilities, and other improvements already
constructed within the community.

In view of the basic intent of the section 213 coopera-
tive housing program and the magnitude of the Leisure World
developments, we believe that the question as to whether
HUD's land appraisals for such a community should include
increases in value created by the community i1tself 1s a
matter that warrants congressional consideration.

The builder stated that our presentation of the data
concerning FHA's appraisals of land for the Laguna Hills
development did not take into account the fact that some of
the acreage had been subjected to restricted use and that
some acreage was not suitable for use. He stated that the
average price per acre paid by him for the total tract would
be increased i1f the restricted and unusable parcels were
eliminated from the computation of the average price per acre.

Internal FHA instructions provide that, as part of the
justification for the estimated land value for a project,
the FHA appraisers must ascertain the original acquisition
cost of the land. In arriving at the land acquisition cost
shown in FHA appraisal documents for each segment of the
Laguna Hills development covered by our review, FHA ap-
praisers used the average cost per acre paid by the builder
for the entire tract of land. The per acre acquisition
cost cited 1n our report 1s the same as that used by FHA
appraisers in computing acquisition cost,
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CHAPTER 4

MATTERS FOR THE CONSIDERATION OF THE CONGRESS

In view of the magnitude and nature of the cooperative
housing developments discussed in this report and the possi-
bility that similar developments may be initiated in the fu-
ture, the Congress may wish to consider whether statutory
provisions and HUD administrative procedures relating to
mortgage loan insurance ceilings and land appraisals are
appropriate for such developments.
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CHAPTER 5

SCOPE OF REVIEW

We reviewed the basic laws and related legislative
history governing FHA's mortgage insurance program for co-
operative housing projects, and we examined various records
and documents pertaining to FHA's processing of mortgage
insurance applications for the Rossmoor Leisure World devel-
opments. In addition, we had meetings and discussions with
representatives of FHA and various individuals representing
the sponsors, mortgagors, and management agent i1nvolved in
these developments. Our review was made at the HUD head-
quarters office in Washington, D.C.; the FHA insuring office
in Los Angeles, California; the Leisure World management of-
fice 1in Laguna Hills, California; and at three Leisure World
development sites.
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APPENDIX I

Page 1

WENT o
By

<

H* THE UNDER SECRETARY OF HOUSING AND URBAN DEVELOPMENT

bl
m“lj WASHINGTON, D C 20410
azh WO

Sep. 8, 1969

Mr. Max Hirschhorn

Associate Director

Civil Davision

United States General Accounting Office
Washington, D. C. 20548

Dear Mr. Hirschhorn:

We appreciate the opportunity to review the draft of your
proposed report to the Congress on certain legislative and
administrative considerations regarding mortgage insurance
for large cooperative housing communities. We are offerang
our comments on the two broad points which you raise for
consideration of the Congress.

The first of these points suggests that Congress may wish to
consider whether no development should take place in segments
under separate mortgages aggregating a combined mortgage amount
more than $20 million 1f the segments fit into a whole com-
munity in which the full development of all planned community
facilities depends to a degree on completion and sale of the
entire community. We doubt that this is a practical or desir-
able limitation. If the housing project covered by a mortgage
1s a reasonably viable housing entity standing alone or with
the community facilities conveyed with i1t and 1f there is
disclosure to the purchaser of precisely what he 1is acquiring
for the purchase price and the degree to which future develop-
ment and future community facilities are dependent upon future
sales, there would appear to be no reason to prohibit large
developments of this kind in segments.

With respect to the second point raised for consideration, the
1dea of limiting land value recognized for mortgage insurance
throughout a protracted period of development and sale to the
initial value or price of the raw land plus development cost

1s unlikely to prove practicable. It assumes that the developer
will be willing to sell hais land at below the market price cur-
rently obtainable in later stages of the development. A prudent
and practical developer cannot be expected to sell land below
the available market price. The land development mortgage
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insurance program and the program for guarantee of obligations
to finance land development provided by the Housing and Urban
Development Act of 1968 referred to in your draft report are
not analogous since they cover the development of the land,
not the eventual marketing of the houses and lots in the
development.

I hope that these views are helpful to you in connection with
vour consideration of the draft report.

Slﬂferely,

e A 7 .
VN N VNN AYE N,
ichard C. Van Dusen
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ROSS W CORTESE
I RESIDENT
ROESMOOR CORPORATION

M F WARD

Exerufive Vot President
September 9, 1969 ot RICNTY

Viee Prowidenl Finanee

A R (FRFS\A

Adnunislralive Vine Prevident

AIR MAIL R F ROSFNWATD

Vice Prevident General Counsel

Mr. Max Hirschorn, Associate Director BL‘S}-

United States General Accounting Office L BQCQMEN

Civil Division iLNT AVAILABL
Washaington, D. C. 20548 E

Dear Mr. Hirschorn:

Rossmoor Corporation has reviewed a draft of REPORT TO
CONGRESS OF THE UNITED STATES - REVIEW OF CERTAIN LEGISLATIVhL
AND ADMINISTRATIVE QUESTIONS REGARDING MORTGAGE INSURANCE FOR
LARGE COOPERATIVE HOUSING COMMUNITIES suomitted to Mr. Cortese,
President of Rossmoor Corporation, under cover of your letter
dated July 29, 1969.

Your report basically relates to two prime "questionable"
matters involved in insuring mortgage loans for large coopera-
tive housing communities. In each instance you have criticized
the governmental agency responsible for supervision, autnoriza-
tion and insuring of large cooperative housing communities
and the tecnnigues used therein. We disagree witn the criticism
and fully believe that the governmental agency in all respects
complied with the law governing cooperative nousing commurities
as will be hereafter set forth,.

The first matter set fortn in your report had to do with
the absence of lamitation on the amount of mortgage 1nsurance
for a self-contained cooperative nousing community. You refexr
to a statutory $20,000,000 limitation and conclude that thas
should apply to a total Leisure Worid community rather than to
a mortgage loan or loans on each 1individual cooperative bousing
corporation. Your conclusion 1is not based uoon any law which
governs cooperative nousing projects but is pased ypon an
analogy to other acts of Congress related to different types of
nousing and/or land development. Primarily tney related to land
development loans., No land development loans were ever insured
by F.H.A. 1n connection with any of the Leisure Worlds. Full
disclosure was made to F.H.A. of the scope of each Leisure World
project. Thereafter each cooperative nousing corporation was
required by F.H.A. to fully gualaify with the requirements for an
insured mortgage loan.

P 0. BOX 5000, LAGUNA HILLS, CALIFORNIA 92653 - 714 - 837-2020

41



APPENDIX II
Page 2

A :Lngjqbyg
5N LA ¢

Mr. Max Harschorn
September 9, 1969
Page Two

The purpose of the $20,000,000 statutory limitation is
primarily related to insurance risk. The guestion of risk
on a loan for raw land to be develored into a new town in the
future 13 entirely different from the risk taken for housing
which reguires presale of 90% of the memberships in a cooper-
ative being sold before F.H.A. will insure a mprtgage loan.
Therefore 1t 15 quite apparent tnat an analogy to a statutory
limat for raw land 1s not correct for consideration for an
insured loan of a presold development. If F.H.A. were subject
tc a $20,000,000 statutory limitation on housing, it would be
impossible for any type of home ownership to be sustained on a
volume basigs. For example, in Orange County, California, there
are numerous projects under way today that envisicn several
thousand single family homes to be financed alternately underx
F.H.A., Oor V.A. 1nsured loans or conventional financing. Aas a
result of the future development of several thousand homes,
various amenitles are capable of being provided for the use of
the ultimate home owner although each home has its independent
mortgage. However, by analogy to your methods of statutory
limitation, it would be impossible today to have 4 several
thousand unit development in any segment of our community since,
in the aggregate, the insured loans would exceed the $20,000,000
statutory limitation. The only method, however, of reaching a
practical interpretation of the law as far as the statutory
limitation 1s concerned, is to look at each proposed mortgage
loan. F.H.A. has accordingly in single family housing looked
at each loan and 1s thereby not affected by the statutory limit-
ation. The same viewpoint is taken by F.H.A. 1n a cooperative
housing form of ownership. We believe that the practical inter-
pretation is also tne legal interpretation and i1s the only
proper interpretation in connection with a Leisure World
developnent.

In the same section where you raise the guestion of statu-~
tory limitation you refer to the fact that the communities as
planned rested in the hands of the builder and that the builder
"was not committed to continue selling the land to the mortgagors
or sponsors as construction of the communities progressed.”
Thereafter you indicate that the sales and construction of the
Maryland conmunity were suspended in September, 1967. The
implication 1s that since control 1s in the hands of the
buirlder-landower, the sponsor was then subject to the builder’s
determinations whaich would ultimately affect the rights and
ownership interest of potential purchasers. Nothing could be
further from the truth and Maryland 1s a good example to prove
that this conclusion 18 errcneous.
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It 1s true that the sales of Maryland units were suspended
in 1967; however, suspension of such sales occurrea by order of
the sponsor. The builder~land owner did not concur in such sus-
pension of sales. However, the builder-land owner hada no com-
mirtment on the part of the sponsor or mortgagor as to future
development. In fact, at the time of suspension of sales plans
were well undexr way by the builder-land owner for future
development of the Maryland Project and the builder-land owner
was not able to complete these plans because tha sponsor had
elected not to proceed with the sales. Furthermore, at the time
of suspension, as your report points out, tne trustee for the
community owned free and clear a clubhouse. Not pointed out,
however, was the fact that this clubhouse has an approximate
value of $1,500,000 and was deeded to the trustee at the time
of the first mortgage closing, and at tne time of suspension in
excess of $700,000 was still owed to the builder-land owner,
which amount the builder-land owner will be able to recover only
from future new housing unit sales.

On June 21, 1969 the builder-lana owner itself resumed sales
of the Maryland Project. Resumption of sales at the Maryland
Project was due to two factors: (a) a conversion from cooperative
housing to condominium housing, and (b) the availability of con-
ventional finahcing as a result of such conversion. In 1967 the
sponsoy was unable to get reasonable F.H.A. 1nsured financing
because of the statutory interest limitation on 213 loans. For
several years prior to suspension the sponsor had brought to tne
attention of the government that the statutory limitation of
interest rate on 213 loans from governmental autnorities was too
low but was unable to get any consideration about eliminating
the then unmarketable interest rate restraiction. Financing a
cooperative became almost impossible in 1967. 2as a result the
sponsor decided to aiscontinue development and the sponsor thus
was unwllling to purcnase land from tne builder-~land owner. The
buirlder-land owner at no time refused to sell land to the sponsor
nor dad 1t refuse to continue witn the development of the project.
While 1t 1s true that the builder-land owner did not make any
commitments as to the future availability of land, 1t 1s also
true, as Maryland 1llustrates, tnat the sponsor-mortgagor had
no commitment with the builder-land owner to purchase land from
the builder-land owner. The entire risk, therefore, as to the
undeveloped portion of land fell upon the builder~land owner.

43



APPENDIX II
Page 4

ey
ey
31

B
#
L AR

Ju T AVAILABY

Mr. Max Hirschorn
September 9, 1969
Page Four

oy

o -
J\ BLQF EU;:)

With reference to the circumstances relating to suspension
of sales, each purchaser was fully advised at the time of pur-
chase that 1f less than the planned numper of units were sold,
community facilities and services would be proportionately re-~
duced Furthermore, each purchaser was advised of the possibility
of increased costs in the event development did not continue or
that development was not of the number projected. Protection,
however, was afforded to assure that any purchaser wno did pur-
chase a housing unit had a certain number of amenities whicn
would amply take care of all residents at each stage of develop-
ment and that these amenities would pe owned free and clear oy
the trustee for each community. Thus, at tne time of the pur-
chase of tne first unit at Laguna kills, this community owned
a clubhouse naving an approximate value of $1,500,000. The
builder-land owner, however, did not receive full payment for
this community facility untal approximately 2,500 units had
been sold. Thus, in the event the development of Laguna Hills
stopped short of 2,500 unaits, the community still owned the
cluohouse ana still had available to it this community facility
free and clear. The same procedure was used at all other
Leisure World projects. At Walnut Creek, for example, four
clubhouses were provided to the community to serve less than
3,000 units. All these clubhouses nave been conveyed to the
trustee of the community by the builder-land owner. According
to the established procedure at eacn Leisure World the residents
of the community are to be afforded assurance that they will have
sufficient facilities to take care of their needs. As additional
units axe constructed, other facilities will be added in advance
of need. Tnus, at each Leisure World community, community facil-
1ties have always exceeded the need at the outset and as resi-
dentral units are sold, additional community facilities are
added for the community so that there are always more community
facilities than the actual need until final development, at
which time tne community facility need and community facilities
provided are equal. We believe that F.H.A., in assuring to the
residents that there are adegquate community facilities in advance
of need, nas adeguately safeguarded not only the security under-
lying the insured loans but, more important, the needs of the
residents.

Your second questionable i1tem had to do with land appraisals
including increases in value provided by publicity of the planned
development and by construction progress due to F.H.A, insured
loans. We disagree entirely that the value of the lands at

44



APPENDIX II
Page 5

Ry
Hv BEST DOCUMENT AVAILABLE

Mr. Max Hirschorn
September 2, 1969
Page Fave

Leisure World increased to a large part because of the publicity
of the planned community as well as the construction made possible
by the government's ihsurance and tne mortgage loans financing
that construction. Leisure Worlds have been sold on the pnasais

of providing a "way of life". Thais way of life has peen developed
by careful planning. The mere fact that F.H.A. insured the
mortgage had only a minimal amportance in the sale of Leisure
World units. Eacn area selected for a Leisure World required
extensive planning prioxr to opening. In Maryland, New Jexsey,
Walnut Creek and Laguna Hills the builder~land owner was regquired
to make extensive multi-million~dollar investments before any
units were even offered for sale. The image created by already
having in existence for the use 0of the first Leisure World resi-
dents adequate facilities to take care of taneir every need was
very important in creating a value to the property

You have referred to Laguna Hills as an example of F.H.A.
granting to the builder-land owner significant increased valua-
tion over and above the assumed purchase price per acre When
land 18 acquired ain large sections 1t 1is erroneous to ascribe
an average value per acre since portions of the property may or
may not be useable for development. Your Laguna Hills , example
did not take into account the fact that several nundred acres
of this land have been subjected to restricted use. If thas
restricted area were eliminated then your average price per
acre would be increased. You have also not taken into con-
sideration properties that because of tonography would not be
susceptible to use, but they were included in order to obtain
the entire parcel of property. By eliminating unusable proverty
the average price per acre again would be increased. It 1is clear
that an average price per acre can never be considered a proper
measuring stick for land value. Each increment must be valued
separately according to use. Thus each mortgage parcel reguires
separate value determination. At Walnut Creek tne F,H,A. ap-
praised value changed from location to location. In some in-
stances F.H.A. appraised a portion of property at an “average
price per acre" lower than a portion appraised for a previous
mortgage parcel. F.H.A. thus realized that merely because one
section of land contained the exact same net usable acreage as
another parcel the average price per gross acreage may be suo-
stantially different.

Between the time of acguisition in December of 1961 and the

opening for sale of the Laguna Hills project in January of 1364
in excess of $12,000,000 was invested by the builder-land owner
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to insure that the community would nave available to 1t certain
community facilities, shoppaing conveniences, roads, utilitaies,
Jand, etc. Shortly after acquisition of the Laguna Hills prop-
erty the builder-land owner announced that it was going to
develop a shopping center. Adjacent acreage then began to
develop. This acreage was developed under single family home
ownership insured by government insurance and appraised by F.H.A.
The F.H.A, appraisals of these areas provided comparable value
relating to the value of the Leasure World property. It is our
understanding that F.h.A. based their appralsals on fair market
value, whach, as indicated i1in your report, is the proper method
for value of land. It 1s impossible to believe, as you contend,
that the value of wroperty should not have incieased for F.H.A.
appraisal purposes. The valuation of land at all times for
Leisure World purvoses wvas based upon a thorougn analysis of
market value and the aspects of publicity of the planned com-
munity as w#ell as the government insurance played only a minimal
part in the determination of the value of the land.

Your analogy to new towns and the intent of Congress 1is
sound only 1f the government were to help in the financing of
the acguisition of the land and the development of the basac
facilities. Leisure World did not nave any government assistance
in the acquisition of land nor the development of the basic
facilities. Acguisition of land and the development of the
basic facilities was always done conventionally at the sole risk
of the juilder-land owner. If tne development was not a suc-
cess, 1t would be the builder-land ownexr who bore the bulk of
the risk and not the government as an 1nsurer.

It 15 interesting to carry out your contentions to the
logical result that the government should never give any considera-
tion to a valuation over and above the acguasition price of the
puirlder-~land owner. dence, 1f the suilder-land owner acguired
the property at no cost, then F.H.A., 1f 2t were required to
appraise that property, should not give any value to the raw
land. However, local governmental agencies seem to disregard
entirely the cost of property wnen 1t comes to taxing property.
Real property taxes are based upon fair market value and as a
result the value for tax purposes increases each year. As real
property values increase for tax purposes, it 1s only proper and
sound that F.H.A, would recognize that the fair market value of
the land must have increased and as the law regquires under a 213
program, F.H.A. must allow for appraisal purposes the land to be
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valued at its fair market value. We, therefore, believe that
at all times the procedure followed by F.H.A, 1n appraising
land was proper and in accordance with the law,

There are a number of other minor matters raised by your
report which we take issue with; nowever, we basically disagree
with all of your conclusions and findings. We strongly urge
that each type of nousing must be considered on an independent
basis. It 13 unfair and unsound to compare financing of land
and improvements for a new town with financing of the construction
to be built on already acquired and paid~for land. Likewise 1t
1s unsound to compare programs for rental housing with programs
for cooperative housing or programs for low-cost housing or
programs with single family housing. To take a small part of
one program for comparison in determining rules and regulations
of another program without consideration of the whole cannot
possibly arrive at an objective or proper result.

We believe that the objectives of the cooperative housing
mortgage insurance program were known to the governmental agency
having responsibility for regulating 1t and were properly super-
vised and followed by this agency. Because of theirr careful
review and consideration, the Leisure World projects have con-
tinued to fulfill the need of the cooperative housing program
designed by Congress.

Rossmoor Corporation

RER.1lp
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PRINCIPAL OFFICIALS
OF THE
DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
RESPONSIBLE FOR THE ADMINISTRATION OF ACTIVITIES

DISCUSSED IN THIS REPORT

Tenure of office

From To
SECRETARY, DEPARTMENT OF HOUSING
AND URBAN DEVELOPMENT (formerly
Administrator, Housing and Home
Finance Agency):
Robert C, Weaver Feb. 1961 Dec. 1968
Robert C. Wood Jan. 1969 Jan. 1969
George Romney Jan. 1969 Present
ASSISTANT SECRETARY-COMMISSIONER,
DEPARTMENT OF HOUSING AND URBAN
DEVELOPMENT, FEDERAL HOUSING
ADMINISTRATION (formerly Commis-
sioner, Federal Housing Adminis-
tration):
Neal J. Hardy Mar. 1961 Jan, 1963
Paul E. Ferrero (acting) Jan, 1963 Mar., 1963
Philip N, Brownstein Mar. 1963 Feb. 1969
William B. Ross (acting) Feb. 1969 Sept. 1969
Eugene A, Gulledge Oct. 1969 Present

U S. GAO, Wash., D.C
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