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Privatization of Public Housing in the U.S.
Peter F. Colwell and Michelle A. Mahue

In September of 1990, the 464 unit
Kenilworth-Parkside housing project in
Washington, D.C. was sold to its resident
management corporation for the modest
sum of one dollar. While ownership of
the units will be transferred gradually
asrenovations are completed, the entire
project eventually will be owned asa
cooperative under the direction of this
private management body. The sale of
Kenilworth-Parkside to the tenant group
represents the culmination of nearly ten
years' effort by the resident management
corporation to assume owner ship.
During the 1980s, Kenilworth-
Parkside emerged as a model for tenant
management. As more managerial re-
sponsibilities were placed in the hands of
residents, their quality of life improved
dramatically. Moreover, it is estimated
that the sale of this project alone will
save the government $6 million in the
first ten years, with savings growing to
$26 million over forty years. Thesere-
sultsindicate that tenant ownership can
be a favorable alternative for taxpayers
and residents alike. Although it may not
be the case in every situation, most ten-
ant managed and tenant owned projects
have enjoyed some degree of success.

The concept of privatization, the transfer
of government activity to private control,
has slowly gained popularity in the U.S.
in recent years. Two frequently cited
examples of privatization measures are
contracting out public services and
selling government assets. Much recent
debate in the U.S. has focused on the
potential benefits of selling to the
private sector such government-owned
real estate assets as undeveloped Western
land and urban public housing projects.
Public housing is atopic of concern
among lawmakers, because its sale has
public policy implications for both the
government and the buyers (occupants
of the units prior to the sale). Evidenceto
date indicates that buyers of public hous-
ing can reap abundant benefits; projects
sold to their tenants have displayed not
only improved maintenance and manage-
ment, but significantly less crime, drug
usage, and teenage pregnancy as well.
Resident ownership increases dwellers
stakes in the properties where they reside,
thereby providing them with incentives
to improve their living environment. A
natural response, therefore, isto question
why privatization of public housing has
not become more popular.
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ORER News

Generous Contributors

U of | alumnus Rabert Levin of Chi-
cago has made a significant financial
contribution to ORER. Mr. and Mrs.
Howard Builta have done so as well.
Both Mr. Levin and the Builtas have
been regular contributors for several
years. The generous support of alum-
ni and others hel ps the Office to meet
its mission of promoting education,
research, and public service.

Alumni Luncheon Scheduled
ORER is scheduling a Spring 1991
luncheon for University of Illinois
alumni working in the real estate
field. The date of the event will be
April 26; the featured speaker is yet
to be announced. Alumni luncheons
are open only to aumni of the Uni-
versity and their guests. The Office
of Real Estate Research will send
registration noticesto individuals on
the mailing list who have identified
themselves as U of | alumni.

Cannaday National President
Professor Roger Cannaday has been
elected national President and Na-
tional Executive Council member for
Rho Epsilon. He is the faculty advis-
or to the U of | chapter. An article on
the chapter’ s recent activities will ap-
pear in the Spring 1991 ORER Letter.

ILD Proposals Adopted
President Alberto Fujimori of Peru
has enacted several initiatives based
on Ingtitute for Liberty and Democra-
cy policies discussed in “The Crea-
tion of Property Rightsin Peru”
(ORER Letter, Summer 1990 issue).
Among these policies, described for
ORER Letter readersby ILD presi-
dent Hernando de Soto, are the busi-
ness registry and property registry,
and related anti-drug programs.
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Commentary

Successes Over seas

Although many other countries have
adopted some privatization measures,
none has been more vigorousin its
pursuits than has the United Kingdom
(see accompanying article on page 6).
Britain’s programs have served as models
for privatization around the world, while
the U.S. has lagged behind many less-
developed, and even previously commu-
nist, countries in privatization activity.

As even the British experience has
shown, however, bureaucratic sluggish-
nessislikely to greet any serious efforts
to promote or implement tenant owner-
ship. Little was done to foster thisform
of privatization in the U.S. until 1987,
when the Housing and Community
Development Act, engineered by then-
Congressman Jack Kemp, outlined “right
to buy” procedures for tenants. While the
Reagan administration had given anod to
tenant management, it was not until this
legislation was passed that tenants’ rights
were broadened to include ownership.
The legislation eliminated many of the
legal barriersto resident control and
provided funds for tenant groups.

Some observers feel that privatization
has not become more widespread in the
U.S. because of political opposition.
Thatcher was able to counter opposition
to British privatization by unifying and
mobilizing those parties that would stand
to benefit from the programs. U.S. propo-
nents, on the other hand, have failed to
organize a coalition among the parties af -
fected by potential changes. By ignoring
these parties’ existing interests, propo-
nents may have frightened and aienated
bureaucrats and program participants
alike. Although Kemp has emerged as a
champion of privatization, the multitude
of requirements that tenant groups must
satisfy is evidence that bureaucratic foot-
dragging continues.

Stepsto Resident Owner ship

The literature describing the Department
of Housing and Urban Development’s
privatization proceduresisfilled with
rhetoric addressing the need for tenant or-
ganization and mobilization. The proper
post-sale environment, HUD apparently
feels, depends primarily on the tenants

being forced not only to join together,
but also to work together. Indeed, HUD
procedures and requirements place on
tenants significant burdens to prove that
they are capable of managing the dwell-
ings they own.

Under HUD requirements, a tenants
leadership group must complete a 12 to
18 month training program covering
such areas as organization, management,
development, and ownership beforeit is
“prepared” to negotiate a possible pur-
chase. Only after completing the pre-
scribed training can the group contract
with the local Public Housing Authority
(PHA) to determine the responsibilities
and fees to be borne by each of the two
parties. Given that an lllinois real estate
salesperson is required to complete only
45 hours of training before assisting oth-
erswith real estate transactions, HUD'’s
1,000 hour classroom requirement for
public housing tenants who will repre-
sent their own interests appears onerous.

After at least three years of successful
management experience, the tenants
group, called a resident management
corporation (RMC), is permitted to pur-
chase the property. While the property
may, in theory, be run as either a cooper-
ative or a condominium, HUD’ s housing
policies are structured such that coopera-
tive ownership is the preferred choice.
HUD’s bias toward the cooperative form
is demonstrated by its policy that rent
subsidy certificates may be applied
toward mortgage loan payments only
for projects managed as cooperatives.

Of course, public housing tenants do
face maximum income restrictions, so
it may be easier for atenant group to
secure aloan on an entire complex orga
nized as a cooperative than for individu-
alsto finance their units. Y et the finan-
cial and manageria problems associated
with cooperative ownership are well
known. Cooperatives, so frequently un-
successful in private markets (there was
no co-op boom during the condo boom),
are even more unlikely to succeed in
a semi-regulated market in which the
interests of HUD, the local PHA, and low
income tenants must all be served.

HUD also requires the completion of
anumber of administrative procedures
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before any transfer of ownership is possi-
ble. For example, the PHA must prepare
aplan meeting a requirement that a new
dwelling unit be built to replace each
unit privatized. In addition, the tenant
group must submit an economic and
financial feasibility study to support its
ownership plans. Furthermore, to meet
minimum housing quality standards,
significant investments in renovation

and rehabilitation are required, virtualy
necessitating that the RMC secure a
mortgage from a commercial lender.
Specifically, HUD requires a minimum
investment of $1,000 per unit in order
for tenants to convert rent subsidy certifi-
cates to mortgage subsidies.

There is, however, no economic ratio-
nale for this minimum. Policy makers
evidently feel that atenant will not rec-
ognize his stake in aproject’ s success if
heis not forced to assume some financial
responsibility for improvements. In man-
dating arequired investment, officials
appear to have underestimated the incen-
tives that tenant control provides. A
mortgage loan should be made only if
the value added by rehabilitation meets
or exceeds the cost of the loan. Certainly
public housing tenants can understand
that funds are lost otherwise.

Once an RMC has jumped through
HUD’s procedural hoops and finally is
permitted to purchase the property, the
group faces even more ill-conceived
restrictions. For example, the RMC is
encouraged to employ tenants as mainte-
nance workers and in various other staff
positions. While this practice may initial-
ly reduce local unemployment, it setsthe
stage for favoritism and waste. Similarly,
public housing tenants are not permitted
to hire professional management. While
arguments may be made that such servic-
es are beyond the budgets of low income
housing projects, basic economic theory
supports the claim that the party with the
comparative advantage should be chosen
asthe supplier. No other private condo-
minium or cooperative owners must ful-
fill requirements even remotely compara-
ble to those placed on public housing
dwellers. In light of thisineguality, HUD
regulations appear to be excessive obsta-
clesto privatization.

Why Privatization Can Work

A tenant’s economic stake in a unit he
can purchase is afunction of the value of
the property. A low income tenant, whose
equity islikely to be limited, realizesa
high return on dollarsinvested if his
property appreciates in value. Converse-
ly, since he has little equity to lose,
downsiderisk is small. HUD's literature
regarding tenant control emphasizes po-
tential social improvements rather than
the more obvious economic incentives,
yet social betterment follows from eco-
nomic incentives. Given the ability to
realize gains, the tenant will monitor the
environment to protect hisinvestment.

Some who argue that privatization is
not economically viable assume that oth-
er government institutions cannot accom-
modate tenant ownership. For example, if
rent subsidies may not be applied to the
purchase cost of adwelling, then atenant
at the margin truly will find it more cost-
ly to buy and maintain his dwelling than
to continue renting. It has also been
argued that comparing successful housing
privatization programs in Britain with
tenant control in the U.S. is inappropri-
ate, given differencesin the markets
served in the two countries. When
Thatcher took office, nearly athird of all
British families occupied public housing,
while just over one percent of American
familieslived in government units.

One may surmise from these figures
that many of those living in Britain's
public housing earn incomes close to the
national median. In contrast, aU.S. pub-
lic housing dweller istypically from the
poorest segment of society, earning only
asmall fraction of the nation’s median
income. American public housing resi-
dents, so the argument goes, would there-
fore tend to face much more difficulty in
purchasing housing than do their British
counterparts. There are, of course, cases
in which it does not pay tenants to pur-
chase their dwellings. If, however, the
tenant may realize the appreciation in the
property’ s value, as well as any equity
build-up accruing from loan amortization,
then there is as much economic justifica
tion for poor American renters to pur-
chase as thereis for wealthier British
public housing dwellers to do so.

ORER News

New ORER Paper

Another paper has been added to the
ORER Working Paper Series. “Valu-
ing Long-Term Leases: The Option
to Redevelop” by Dennis R. Capozza
and Gordon A. Sick isthe 84th entry
in the series. A single copy of any
paper in the seriesis available free of
charge from ORER.

Scholarships Awarded
University of Illinois seniorsLisa
Ludwig (from Westchester) and
Chris Tierney (from Bartlett) have
been awarded scholarships by the
Chicago chapter of the Society of
Industrial and Office Realtors®,
They were chosen by afaculty com-
mittee as the outstanding U of |
undergraduate real estate students for
the 1990-91 academic year.

Outlook Day

The Office of Real Estate Research
conducted its Real Estate Outlook
1991 program on January 8 at the
Hyatt Regency Oak Brook. Approxi-
mately 50 representatives of the bro-
kerage, devel opment, lending, regula-
tory, and academic communities
heard four prominent speakers' views
on issues affecting real estate markets
in Illinois and the country.

William Bryan, Director of the
University of Illinois Bureau of Eco-
nomic and Business Research, spoke
on the state of the the economy and
its likely impact on real estate. John
Weicher, Assistant Secretary for Poli-
cy Development and Research with
the U.S. Department of Housing and
Urban Devel opment, discussed the
impact of thrift reform on the housing
sector. RESCORP president Norman
Katz, a Chicago devel oper with expe-
riencein revitalizing troubled proper-
ties, spoke on affordable housing.
Terry Alexander of Boelter Environ-
mental Consultantsin Chicago
discussed recent legislation and other
activity in the environmental area.

The 1991 program was the 5th
Outlook Day sponsored by the
Office of Real Estate Research.
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The Standard Criticisms
In arecent paper produced by the Heri-
tage Foundation, John Scanlon analyzes
the criticisms often directed against ten-
ant ownership. He cites resistance from
politicians who claim that ownership
responsibility is beyond the understand-
ing of public housing tenants, from local
government officials and other bureau-
crats who risk losing authority and
autonomy, and from unions and labor
organizations whose contracts (to pro-
vide maintenance for the publicly-owned
properties, for example) are threatened.
The argument that public housing
residents are incapable of handling

replace each unit sold to its tenants with
anew unit of public housing. Scanlon
maintains that this requirement, which
was designed to address fears that privati-
zation would reduce the stock of low
income housing, actually exacerbates the
problem of shortages by imposing an
effective barrier to privatization.

L egitimate Concerns

The truly compelling arguments are not
those critical of the privatization concept,
but rather are those concerned with the
restrictive manner in which privatization
schemes are administered. For example,
restrictions that HUD places on the resale

No other private condominium or cooperative owners
must fulfill requirements even remotely comparable
to those placed on public housing dwellers.

responsibility fails, however, in light of
the successes of many tenant-managed
housing projects. Such projects seem to
be successful even when they are not
characterized by the type of high profile
leadership encountered in some early
privatization undertakings. The argu-
ment that privatization requires exces-
sively high rehabilitation costs fails to
recognize the long-term cost saving that
results from terminating government
maintenance obligations.

Critics also claim that the real housing
problem facing the nation’s poor isa
shortfall of available units, not alack of
ownership opportunities. They say that
public policy should focus not on the
sale of public housing, but on the con-
struction of new low-cost dwellings.
According to Scanlon, however, a closer
analysis of the facts reveals that public
housing projects carry high vacancy
rates, with approximately ten percent of
the units uninhabitable. Privatization
actually adds to the housing stock, by re-
habilitating otherwise undesirable units
and by decreasing vacancy rates. It isun-
fortunate that politicians included in the
1987 Housing and Community Develop-
ment Act the provision that HUD must

of privatized units assure that many of
the potential benefits of privatization will
not be realized. A unit purchased by its
occupant may be resold only to another
low-income tenant, to the RMC, or to the
local PHA, and the price must be an ad-
ministered price rather than the figure at
which comparable privately-devel oped
units sell. Such restrictions on the right
to dispose of property significantly re-
duce incentives to the initial purchaser.
Nevertheless, some who claim to fa-
vor privatization offer arguments in sup-
port of resale restrictions. They contend
that in Britain, where there are no restric-
tions on reselling public housing, privati-
zation has created an affordability prob-
lem when public housing estates have
been sold to devel opers and refurbished
for resale to amore affluent clientele.
Unless there are restrictions on devel op-
ment, however, supply adjustments
should respond to these shifts in demand,
alleviating any displacement problems.
Restricting the resale terms for a unit,
like any other form of price control,
createsits own market peculiarities. In
the public housing situation, adual price
system is created, whereby formerly gov-
ernment-owned property sells at alower

price than does similar privately owned
property. If atenant-turned-owner can
realize only a portion of the value, heis
lesslikely to maintain or improve his
unit. Pricesin such a system eventually
converge; through reduced maintenance
owners disinvest until their properties are
worth no more than the controlled prices,
or devices such as key money and bribes
raise the effective prices of controlled
units to market levels.

Conclusions

While some amount of training and
supervision may be necessary for public
housing dwellers who buy their units,
HUD's requirements have proven to be
more a hindrance to privatization than a
catalyst. Government places a burden on
public housing tenants unlike any faced
by other prospective purchasers; wealthi-
er individuals who lack the knowledge to
manage property are not prevented from
buying in private transactions. With the
availability of professional management
services, thereis no reason why public
housing tenants should be required to
possess management ability in order to
purchase their dwellings. Successis not
dependent on tenant management; full
ownership rights, including the unimped-
ed right to dispose, provide sufficient
incentives to guarantee the success of
privatization efforts.

Requiring replacement of privatized
units and limiting resal e rights may quell
political fears of displacing the urban
poor, but they also slow the growth of
privatization programs. While thereisa
need to ensure health and safety when
public housing units are sold to their ten-
ants, privatization seemsto be wrought
with overregulation. Regardless of
whether these standards are enforced to
satisfy special interest groups or to satis-
fy those who feel that property owner-
ship is beyond the capacity of the poor,
the stifling results are the same. HUD' s
programs not only create a cloud of pro-
cedures that discourage tenant efforts;
they also effectively obfuscate the eco-
nomic benefits of home ownership, limit-
ing public housing tenants from recogniz-
ing the units they livein as potential
investments.
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