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RATIONALE AND PURPOSE

Definition/summary:  The goal of <<**name of organization**>>’s lease-purchase program is to provide home ownership opportunities to families that, for income or credit reasons, cannot obtain a mortgage. The organization shall work with the family to overcome its barriers to a final purchase. Such barriers may include the need to acquire a down payment, repair credit problems or receive subsidies that require a lease period.

Terms:

· Sponsor - <<**name of organization**>> as manager of the Lease-Purchase program as a developer or as a NSP subrecipient.

· Lease-Purchaser – Household which enters into a lease agreement with the Sponsor with the expectation of exercising an option to purchase before the end of the leasing period.

· Lease agreement – An agreement by the lease-purchaser to enter into a lease with the sponsor for the purposes of occupying a property for a specified period during which the Lease- Purchaser would become mortgage-eligible and prepare to purchase.

· Lease option – A reference in the lease agreement to an attached purchase agreement.

Purpose for lease-purchase:  The purpose of the Lease-Purchase program is to provide for the following:

· To stimulate a weak market in the target area of the Lease-Purchase program

· To provide a community with the opportunity to re-stabilize with families making a long term commitment to the property

· To allow time for potential buyers to resolve credit issues and become mortgage-ready and lender qualified

· To provide for a long-term method of working with potential homebuyer families that will not be ready for homeownership within a short-term window of opportunity

· To provide time or a mechanism during the leasing period to accumulate cash for a down payment

· To provide the sponsor with a mechanism to maintain or boost production in affordable housing in the current (overall or local) market downturn

· To provide another affordable housing option as part of a continuum of housing options, i.e. ownership, rental, shelter.

Capacity statement to undertake a lease-purchase program:   <<**name of organization**>> has assessed its capability to undertake a lease-purchase program and has determined that it can manage the following:  

· The board of directors of the Sponsor's managing member has reviewed and approved program policies

· The organization has no outstanding audit findings for the past three years

· The organization has sufficient lines of credit or financing to obtain funds at a scale sufficient to cover program development costs and not negatively impact other lines of business

· The organization has a housing development and management track record that supports the development and management of a lease-purchase line of business at a production level that is sustainable

· The organization has developed the necessary partners to manage rental properties and close units into homeownership

· The organization has the capacity to undertake the necessary functions for a lease-purchase program either in-house with staff or with secured subcontractors, including:

· Development and project management, including financial packaging and construction

· Homeownership training and counseling, including credit/budget counseling and home maintenance

· Applicant screening, selection and underwriting including qualifications used by local lenders and the secondary market.

· Property management,  maintenance staff and subcontracting

· Legal counsel experienced in real estate and tenant law

· The organization has housing product and sufficient inventory that matches target market in price, subsidy levels, locations, features and amenities

· Lease-purchase program design and components have been determined

· Procedures and forms are in place for intake, verification, tracking and evaluation

POLICIES

Type of lease-purchase:  The sponsor’s Lease-Purchase program follows the developer-driven approach, in that the sponsor will acquire sites and develop the site for leasing to a potential buyer directly. The sponsor will administer the lease-purchase program and manage the property directly (or through a subcontractor).

Lease term:  The term of the short-term lease will be for one year with an option to extend for twelve months based on terms specified in the lease and purchase agreement.

Qualification criteria:  Following is a framework for predicting the lease-purchaser’s readiness to purchase and be mortgage-ready within the short term. Exceptions can be made for each criterion but would have to be justified. Front line underwriters would have to justify and have approval by the manager to be finalized. Furthermore, the homeownership counselor should offer an assessment of the candidate’s qualifications, steps and ability to achieve ownership including a subjective sense of candidate’s motivation to ownership:  

· Standard rental criteria can form the basis for leasing as well as the foundation to build other criteria. Typical leasing criteria look at income, employment, stability of the income and family, credit, outstanding debts, judgments, bankruptcies, criminal background check, household size, caring for property as evidenced by a home visit.

· FICO score – since this is the standard used for qualifying for a mortgage, it can also be used to provide a parameter for qualifying a lease-purchase candidate. Since Fannie Mae/Freddie Mac and FHA set the standard for mortgage eligibility, a score below the current standard can be considered. The lower the score, however, the more time it may take to achieve a score that meets the standard minimum level. The extent to which the score is lowered may also be an indicator of risk. For example, if the current standard FICO score is 620 then the minimum score for a lease-purchaser might be 580. There may also be other factors that may directly impact their ability to obtain a mortgage in the future- such as a previous default- even if the credit score is in the high 500’s.

· Employment history – any variations from the standard number of years of steady employment (usually two years) or evidence of steady work in a variety of jobs (for seasonal, construction workers) need to follow local or the organization’s usual requirements for rental or exceptions for homeownership.

· Debt payment history – an estimate that the lease-purchaser’s ability to pay down debts within the term of the program is within an acceptable back-end ratio for an eventual mortgage application.  For example, if the back-end ratio for a current mortgage is 41%, the back-end ratio for a lease-purchaser might be set at no more than 55%, anticipating that it will take no more than the lease period (minus three or more months to allow time for the lease-purchaser to apply for financing prior to the purchase due date) to lower the 55% to 41%.

· Extinguishing judgments and bankruptcies – estimates that the compliance or extinguishing period ends in time to apply for a mortgage.

· Criminal background – this is used more often for multi-family rental situations than ownership, especially single family, detached homes. A policy should be established to determine eligibility and a consistent approach for exceptions to comply with Fair Housing Laws. Some local jurisdictions require sexual offender information and there are local ordinances that govern using housing subsidies for convicted offenders.

· Legal status to qualify for the loans or programs 

· Rental history –  a track record of on-time rent payments for two years

· Savings - cash savings at time of lease of at least $500 .

· An analysis of bank statement activity and their consistency with candidate’s description of spending pattern or a home visit

Down payment requirement

There are two points in time when down payment requirements can be met. The first is on payment of the initial leasing fee, which is typically the security deposit plus one month rent. While local leasing laws govern the security deposit, both deposit and rent can be used to meet down payment requirements at the preference of the lessor and lessee. The second is at time of purchase, when the financing organization will determine its own down payment and cash requirements.  The sponsor can impose its own cash requirements, which can be incorporated in a savings requirement and/or a certain amount set aside from the monthly lease payment.

Maintenance requirements

Maintenance requirements are described in the lease agreement and generally stipulate that any repair under a certain amount is the lessee’s responsibility and any repair over that amount is the sponsor’s. As an alternative, the agreement may list those repairs that are the lessee’s responsibility and those that are the sponsor’s. The list may include items that are regular and non-capital improvement. 

Maintenance training can be included in pre- and post-homeownership training workshops. Attendance at the workshops can be a program requirement. 

At the sponsor's option the Lease-Purchase program can put a portion of monthly rent is put into a savings account to pay for future home improvements/repairs. 

Plan for becoming mortgage-ready

Areas to monitor progress include resolving credit deficiencies that need to be corrected and/or savings requirements for down payment, and when these items will be reported.

Reporting required during lease may include:

· Progress toward retiring debt and lowering back-end ratio (at minimum, not taking on further debt)

· Adherence to budget plan

· FICO score repair

· Savings accumulation

· Use if IDA accounts

Reports  and verifications are required:

· On a regular monthly or quarterly basis

· At a set time period, such as six months or a year prior to purchase

· To include home inspections and review of goals and progress towards ownership readiness

Exit strategy

If a lease-purchaser does not purchase the home, and does not voluntarily leave the unit when the lease expires, the sponsor will terminate and/or eviction. 

If the lease-purchaser  fails to comply with the lease agreement by making late payments, not maintaining the units, disturbing the neighbors , etc.  the sponsor may terminate the lease. 

For a lease-purchaser who is a solid tenant yet cannot purchase, the sponsor may consider the following alternatives:

· Convert unit to permanent rental

· Provide for an extension

· Transfer the participant to other rental property

· Provide an alternative rental unit

Nevertheless, the sponsor shall consider financial incentives and support services and other preventative measures to encourage purchasing. Sponsor may provide the following financial incentives:

· Housing payment or rent will be set to include all operating expenses and be higher than projected PITI at sale

· A portion of the monthly rent will be accumulated for a rebate at purchase only if the lease purchaser closes on the sale

· Lease-purchaser  will have access to assume second loans or grants for principle reduction

· Lease-purchaser will be advised on other down payment assistance loans

· Lease-purchaser will be advised on special purchase financing 

· Sale price is set at current market value upon lease execution

Sponsor will provide housing counseling prior to and during the leasing period. Homeownership preparation will include workshop/group education and individual counseling. Other support may include:

· Budget management counseling

· Debt reduction intervention

· Maintenance training

· Loan Products

· Predatory Lenders

· Secondary Lender Requirements

· Taxes and Insurance Requirements

LEASE-PURCHASE AGREEMENT

The Sponsor’s lease will have a term of one to three years with an option to purchase. To determine the option price, the sponsor will set the price at time of leasing 

PRO FORMA OF A TYPICAL UNIT

Sponsor’s development, operating and sales pro formas will capture all costs of a typical transaction not including:

· General program administration costs 

· Housing counseling and other supportive services 

Development uses include all typical costs for developing a unit, including:

· Purchase of unit and related closing costs

· Costs to rehab or construct a unit, including contingency fee and incidental costs outside of contractor’s agreement

· Various developer, construction management,  architectural/environmental (lead paint inspection), marketing/realtor fees

· Time-driven costs, such as taxes, insurances, utilities, construction loan interest

· Plus optional capitalization of:

· Seller’s portion of final closing costs

· Operating escrow for anticipated operating losses

· Support services

Development Sources include all financing used in the transaction for:

· Acquisition and construction, including loans, equity and subsidies in the form of non-amortizing or silent loans funded by sources, such as NSP, HOME, CDBG, etc.

· Interim financing during the leasing period, including subsidies and equity carried over from the development phase, additional subsidy and interim financing that may be in the form of an assumable mortgage

· Permanent financing of the buyer, including an assumable mortgage, any subsidies carried forward in the form of developer write-downs, principle reduction, and/or down payment assistance

Operating income and expenses:  The lease payment will be sufficient to generate positive cash flow and cover: 

· Management expenses, including fees, taxes, insurance, utilities, maintenance 

· Rebate savings (This line item may be the last calculated after NOI and DS to capture all cash flow so as to eliminate program income.)

· Debt service

· And, set at an amount that makes the lease payment higher than the projected PITI.

There should be sufficient cash flow after NOI and DS to fulfill lender-required Debt Coverage Ratio (DCR).

Setting sale price:  The projected sale price is set at the current appraisal or Total Development Costs (TDC), whichever is less (NSP requirement). Subsidies are used to write-down the TDC to the appraised cost when the appraised cost is lower. After a determination of affordability levels, additional subsidy in the form of a silent second will be offered to an affordable mortgage amount, such that the PITI is equal to or less than 30% of the buyer’s income.

Affordability determination

· Target affordability levels will be set for incomes of less than 120% of AMI


· Housing or lease payment should be set at close to market rents for the target area and be sufficient to cover operating expenses. The payment should also be higher than the projected PITI as an incentive to the lease purchaser to buy.

· An affordable payment at sale is determined by principle, interest, taxes and insurance (PITI) payment. The PITI, in turn, is determined by the mortgage amount that is affordable to the lease purchaser at 30% of their current income assuming a 30-year mortgage at an anticipated interest rate at the time of purchase, assumed to be higher than today’s rates. Current assumable mortgage interest rate would be the best guide. The difference between price and affordable mortgage determines the principle reduction (down payment assistance) less purchaser cash requirements and sponsor rebate.

PROCEDURES

Intake and screening process: Forms used in sponsor’s other screening activities (rental, down payment program, counseling (such as Counselor Max) should be used to collect information on potential lease-purchase candidates.

Qualification and underwriting;  The following criteria  should be considered to collect and analyze information to qualify a lease-purchase candidate:

· Income

· Cash savings

· Standard rental criteria

· Previous landlord references 

· FICO score (credit history)

· Employment history 

· Debt payment history 

· Calculation of current debt coverage ratio

· Extinguishing judgments and bankruptcies 

· Criminal background 

· Other program qualifications (income limits)

Tracking and evaluation:  Whatever forms are used above can be utilized to track reporting information on lease-purchasers (for example, lease-purchaser reports on maintaining budget goals, lowering back- end ratio, increasing FICO scores).

Marketing strategy:  See marketing plan in Attachments that include:

· List of target populations

· List of messages connected to target populations

· List of advertising methods using messages and target populations

· Schedule of activities and person responsible

Preparation and support:  Training and counseling will be provided for the following phases: 

· Pre-lease

· During lease and meeting continuous program requirements 

· post-purchase 

ACQUISITION

Properties selected should conform to:

· Be in an eligible census tract 

· Condition - Pass inspection with no repairs or with minor repairs with a cost sufficiently low as to make the lease-purchase option feasible. 

· Price is no more than an amount pre-determined by an affordability analysis.

· Subject to appraisal
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