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Mr. Chairman and Members of the Subcommittee: 

We appreciate this opportunity to assist the Subcommittee in 

considerins some of the important issues surroundinq the use of 

tax-exempt bonds in financinq the construction or rehabilitation 

of multifamily rental housing under section 103 of the Internal 

Revenue Code. As you know, we are currently conductinq a review 

requested by the Joint Committee on Taxation to assist that 

Committee in evaluating the usefulness of tax-exempt bonds in 

financinq lower income multifamily rental housins. 

The staffs of the Joint Committee an4 the Subcommittee on 

Oversiqht asked us to focus our efforts an: 

--determining the cost to the federal government of the tax- 

exempt bonds and the percentaqe of new multifamily rental . 

housinq units financed with these bonds, 

--describing the impact that tax-exempt bonds have on 

providinq housinq for lower income persons and the 

demographic characteristics of tenants, and 



--describing the physical characteristics of projects 

financed with tax-exempt bonds. 

We will summarize our observations relative to these issues 

and then discuss them in further detail. We found that: 

--About $10 billion in tax-exempt bonds were issued in 1983 

and 1984 to finance multifamily rental housinq. We 

estimate the present value of the revenue loss to the 

federal qovernment over the life of the bonds from the tax 

exemption to be about $2 billion. In addition to 

bondholders, beneficiaries of these tax-exemot bonds are 

developers, who receive lower mortqage rates, and a number 

of intermediaries such as bond counsels, underwriters, and 

trustees who are involved in the financing. J,ocal housinq 

. aqencies also often benefit through administrative fees and 

the investment income they receive on bond oroceeds before 

makinq the capital available to the developer. In about a 

third of the projects we visited, low- or moderate-income 

tenants paid lower rents than did other tenants occunyinq 

comparable units. 

--We estimate the proqram helped finance about 24 percent of 

all multifamily rental housinq starts in 1983-84. About 80 

percent of the units financed with tax-exempt bonds are new 

construction as opposed to rehabilitation of existing 

units. 

--All but two of the 55 multifamily housinq projects we 

visited were in compliance with the legislative requirement 
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that at least 21) percent of the tenants have low or 

moderate incomes. 

--The demographic characteristics of tenants in the projects 

we visited differ from those of the nation's renter popu- 

lation. They are generally younger, of smaller family 

size, and have higher incomes. The average income of all 

tenants in these projects was about $24,000, compared with 

a national average renter income of about $14,000. The 

average income of the low- or moderate-income tenants was 

about $15,000-- about the same as the national average 

renter income. 

--Project amenities such as swimming pools, tennis courts, 

and other recreational facilities varied; monthly rents 

. ranged from $195 to $940. 

Our observations are based on responses from 165 question- 

naires sent to 230 housing aqencies that issued tax-exempt bonds 

in 1983, and visits to 19 of these agencies and 55 projects 

financed by them. We selected these 55 projects because none of 

the tenants were receiving rental subsidies under the Department 

of Housing and Urban Development (HUD) section 8 rental assistance 

program. Selecting projects without rental subsidies enabled us 

to better isolate the impact of tax-exempt bonds on low- and 

moderate-income individuals. From 47 of these projects we were 

able to obtain income information on 7,500 tenants. We also 

analyzed Internal Revenue Service and Public Securities Associa- 

tion municipal bond records to determine the volume of the tax- 

exempt bonds issued and their cost to the federal government. 
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BACKGROUND 

Prior to 1968, section 103 of the Internal Revenue Code 

exempted interest on state and local government bonds from federal 

income taxes, reqardless of how the state or locality used the 

proceeds from the bonds. State and local governments have issued 

bonds for the benefit of private industries--industrial develop- 

ment bonds-- since the 1930s. Not until the late 196Os, however, 

were such bonds issued in any sreat quantity. In 1968 members of 

the Conaress expressed concern both about federal revenue losses 

associated with the qrowing bond volume and with the possibility 

that the volume of industrial development bonds would raise 

interest rates on tax-exemat bonds issued for more traditional 

public purnoses, such as roads and schools. In response to these 

concerns, the Congress amended section 103 to provide that the . 
interest on industrial development bonds be taxable unless issued 

for certain specified purposes, one of which beins construction or 

rehabilitation of rental property. 

In 1980 the law was aqain amended to require--for the first 

time-- that section 193 bonds be used as a mechanism for oroviding 

housing for lower income individuals. The 1980 amendment sneci- 

fied that the bonds were to be used for rental projects where at 

least 20 percent of the units would be occupied by low- or 

moderate-income individuals as defined by HUD for its rental 

assistance program under section 8 of the Housing Act of 1937. 

At that time, HUD's section 8 program defined low-income 

individuals or families as those earning less than 80 percent of 
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an area’s median income, as adjusted for family size. Housing 

legislation enacted in 1981, however, generally reduced the low- 

income section 8 eligibility requirement to incomes of less than 

50 percent of an area's median income, still adjusted for family 

size. 

In addition, the legislation specified that an individual 

qualifying as having low or moderate income at the time of initial 

occupancy is included in the 20 percent for as long as the 

individual continues to reside in the project, even though the 

individual's income may later rise above the low- or moderate- 

income level. 

According to committee reports, the Congress added the low- 

and moderate-income requirement because it recoqnized that the 

federal government had long pursued direct forms of housing 

assistance that traditionally benefited mainly the lowest income 

groups by providing basic shelter. It believed that tax-exempt 

industrial development bonds for rental housinq should, therefore, 

be available only where there would be some benefit to low- or 

moderate-income individuals. It also wanted to encourage mixed- 

income projects. 

The Congress in 1982 again amended section 103 of the 

Internal Revenue Code to provide that "individuals of low and 

moderate income shall be determined in a manner consistent with 

determinations of low-income families under section 8 of the 

United States Housing Act of 1937, . . , except that the oercent- 

aqe of median gross income which qualifies as low or moderate 

shall be 80 percent." As we will discuss, most housing agencies 
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we visited are interpretinq this amendment to mean that 80 percent 

will be used to define low and moderate income regardless of 

family size. 

For the past decade the growth of tax-exempt bond financinq 

for multifamily rental housing construction has been erratic. The 

annual volume of these bonds increased sharply between 1975 and 

1977 from S9OO million to S2.9 billion: it then declined to $2.2 

billion in 1980. The following year the volume fell to half that, 

S1.l billion. It surged to $5.1 billion in 1982 and then stabi- 

lized near that level for the next 2 years. The dramatic chanqes 

between 1980 and 1982 were likely influenced by the anticipation 

and enactment of the 1981 accelerated cost recovery system, which 

greatly liberalized depreciation rules for new housing. In 1983 

about $5.3 billion of such bonds were issued; we estimate that 

about $5 billion were issued in 1984. The amounts of bonds issued 

by states durinq 1983 are shown in exhibit A. 

THE COST OF TAX-EXEMPT BONDS AND 
NUMBER OF NEW UNITS THAT THEY FINANCED 

Tax-exempt financing for the development of multifamily 

rental housing results in a sizable federal revenue loss because 

holders of these bonds pay no federal income taxes on the interest 

that they receive. We estimate that the present value of the 

federal government's lost tax revenue over the life of the bonds 

issued in 1983 and 1984 is about $2 billion. There are also 

other factors-- such as depreciation on multifamily projects--that 
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could increase the tax loss. Because of the uncertainty asso- 

ciated with calculating appropriate depreciation charges, we have 

excluded these from our tax loss estimate. 

Principal beneficiaries of tax-exempt bonds include develop- 

ers, financing intermediaries, local housing agencies, and low- 

and moderate-income tenants. Developers can benefit in two ways. 

First, using tax-exempt bond financing can result in developers 

investing less capital than they would using commercial funding; 

second, developers can borrow funds at lower interest rates. For 

example, the developer of a $7.3 million multifamily housing 

project usinq tax-exempt bond financins invested $1.1 million of 

his own funds whereas, according to his estimate, he would have 

had to invest $2.9 million had he used conventional financing. 

This difference is primarily attributable to the large loan . 
available through using tax-exempt financinq. In another project 

we found that the developer, using tax-exempt bonds, was able to 

obtain financing at about 10 percent, whereas he estimated the 

cost of a conventional loan at 13 percent. This 3-percent 

interest differential amounts to an annual interest savings of 

$60,000. 

Bond counsels, underwriters, and trustees can also benefit 

from tax-exempt bonds. On the basis of information we could 

readily obtain for the 55 projects visited, bond counsel and other 

legal fees averaged about 1 percent of the bond amount per 

nroject, underwriting fees for structuring and marketing bond 

issues averaged about 2.3 percent, and trustee fees for collecting 
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and distributinq bond payments and proceeds averaged one-tenth of 

1 percent. While there are also fees associated with conventional 

financing, the above fees are unique to bond financing. 

Seventeen of the nineteen housinq aqencies that we visited 

charged administrative fees varying from about .l to .6 percent of 

the bond amount. In addition, we estimate that housing agencies 

on average earn 1.2 percent of the bond amount in interest income. 

We also estimate that about 24 percent of the approximatelv 

830,000 new multifamily rental units started in 1983-84 were 

financed with tax-exempt bonds. There is, of course, no way to 

know exactly how many of these units would have been built without 

tax-exempt bond financing. This depends on supply and demand 

conditions in individual housing markets, particularly with reqard 

to whether developers believe they can earn an acceptable rate of 

return on their investments, as compared with alternative invest- 

ments. 

IMPACT ON LOW- AND MODERATE-INCOME INDIVIDUALS 

With two exceptions, the projects in our review were comply- 

inq with the federal requirement that 20 percent of the units be 

occupied by households earninq 80 percent or less of the area's 

median income. In fact, 55 percent of the units were occupied by 

such households. This definition, however, allows individuals 

earninq significantly more than the averaqe renter income to 

qualify as low- or moderate-income renters. 

Hiqher income renters qualify for low- and moderate-income 

units primarily for two reasons. First-- and let me emphasize this 
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point-- using 80 percent of an area's median family income to 

determine program eliqibility results in a high qualifyinq ceil- 

ing. As defined by AUD, median familv income includes homeowners 

as well as renters. Because homeowner incomes are typically twice 

that of renters, this tends to establish a project ceiling that is 

substantially higher than the average renter income. For example, 

an income of $22,640 qualifies a single renter in the Atlanta area 

for the program. This compares with the average Atlanta renter 

income of $15,500. Similarly, in the Dallas area, an income of 

$19,320 qualifies a single renter for the program; the average 

Dallas renter income is $17,200. 

Second, federal leqislation and U.S. Treasury regulations do 

not specifically state whether an individual's income should be 

adjusted for family size. Consequently, in 14 of the 19 housing 

agencies that we visited, including those in the Atlanta and 

Dallas areas, the low- or moderate-income eligibility criterion 

was the same for one-, two-, and three-person households as for a 

family of four. If adjustments were made for family size in the 

Atlanta and Dallas areas, for example, the qualifying income for 

sinqle-person households would be reduced from $22,640 to $lS,8511 

and from $19,320 to S13,525, respectively. 

To illustrate the impact of this adiustment, had all 19 

housing agencies required project owners to adjust the qualifying 
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income for family size, an average of 33 percent' of projects 

tenants-- rather than 55 percent-- would have qualified as low- or 

moderate-income tenants, and ten of the projects that we visited 

would not have met the 20-percent low- or moderate-income require- 

ment. 

During our review we did find, however, that housing agencies 

adopted measures to better serve low- or moderate-income house- 

holds. For example, 

--5 housing agencies required family size adjustments in 

determining low- or moderate-income household eligibility. 

--2 of these housing aqencies also used less than 80 percent 

of an area's median income to define low and moderate 

income. Specifically, one used 65 percent and the other 

used 70 percent. . 
Direct benefits to lower income renters can only be observed 

when they pay less rent than would a higher income renter for the 

same apartment. Eighteen of the 55 projects we visited require 

lower rents on some units set aside for low- and moderate-income 

tenants. For example, a project in the Washington, D.C., area, to 

comply with local housing agency requirements, designated 20 

percent of its units for households earning 65 percent or less of 

the area's median family income and an additional 30 nercent of 

'We calculated this percentage using family size adjustment 
criteria found in other low-income federal rental assistance 
orograms. 
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its units for households earning 80 percent or less. For a one- 

bedroom apartment, the rent charged a person whose income is 65 

percent or less of the area median is $356; the rent for a person 

whose income is 80 percent or less is $442. Everybody else pays 

$577. A project in the Los Angeles area also makes adjustments 

for low- and moderate-income tenants. The rent for a one-bedroom 

apartment for these tenants is $438, compared with $570 for the 

same unit rented to higher-income tenants. 

Project owners made these rent adjustments to comply with 

local housing agency requirements or to obtain a sufficient number 

of tenants to meet the 20-percent-occupancy level. 

W ith respect to the projects in our review, I would like to 

make one final point. Two projects did not meet the federal 

20-percent-occupancy criterion. The project managers were usinq . 
full area median income rather than 80 percent of area median . 

income. As a result, in one project only about 10 percent of the 

units were occupied by low- or moderate-income tenants; the figure 

in the other project was about 9 percent. Within 90 days after we 

brouqht this matter to their attention, the managers of the 

projects reported to their trustees that at least 211 percent of 

their tenants met the federal criterion. 

The demographic characteristics of low- or moderate-income 

tenants in the program differ from those of the renter population 

in general-- and more dramatically from the characteristics of 
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tenants in HUD's section 8 program. The low- and moderate-income 

tenants in projects financed with tax-exempt bonds are generally 

younqer, of smaller family size, and have higher incomes. As our 

chart shows, 

Average 

Low- and 
moderate- 
income 
tenantsa 

All renters YUD's section 8 
nationwide tenants 

We 
Family Size 

Income 

aAverages of all tenants in the projects who qualify as low- 
or moderate-income (55 percent). - 

More detailed demographic information on low- and moderate- 

income tenants is included as exhibit R. This information shows, 

for example, that the majority of tenants are single and almost 

half are under 28 years old. 

CHARACTERISTICS OF PROJECTS 

The 55 projects that we visited contained ‘about an equal mix 

of one- and two-bedroom units; the monthly rents ranged from $195 

to $940. For newly constructed units, rents averaged $440 per 

month . 

Ye previously furnished, at the request of your staff, 

brochures describing many of these Projects. These brochures show 

that many of the projects contain amenities, such as swimming 

pools, tennis and racquetball courts, saunas and whirlpools. We 

should note, however, that not all projects we visited had such 

facilities. 

For purposes of illustration, let me briefly describe the 

features of one of the projects. Located in a metropolitan area, 
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this high-rise project is described in its brochure as 'apartment 

living designed for people who demand the best in comfortable 

living at a comfortable cost. To the person wishing to trade the 

work and expense of home upkeep for the convenience of apartment 

living-- to anyone who believes it's not only where you live, it's 

how you live." This brochure goes on to invite tenants to "change 

into your athletic gear in the locker room, equipped with individ- 

ual lockers. Take a workout in the fully equipped exercise room. 

Try your skill in the indoor racquetball court. Move outside for 

tennis on the regulation court, or the exciting new qame of plat- 

form tennis. Take a few laps or just relax in the large indoor 

swimming pool. Finish with a sauna and whirlpool." 

Thirty-two oercent of the tenants in this project qualify as 

low- or moderate-income tenants without adjustments for family 

size. If such adjustments were made, the percentage of qualifying . 
tenants would be reduced to 19. Monthly rents in this project 

ranqe from $506 to $825. 

By contrast, another project in the same metropolitan area is 

a rehabilitated high-rise project with 175 units. At the time of 

our visit, 133 units were occupied and all of the tenants met the 

low- or moderate-income requirement without family size adjust- 

ment. Even with adjustment, almost 92 percent would meet the low- 

and moderate-income requirement. This nroject did not have a 

brochure but in our walk-through and discussion with project 

manaqement we observed that aside from carpeting, balconies, and a 
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security alarm system, the project had no notable amenities. 

Monthly rents in this project ranged from $315 to S390. 

I would like to make a final observation about the tenant 

demographics of the two Projects just discussed. Regarding the 

first, the averaqe income of all tenants was almost $41,000--295 

percent of the area's median renter income. On the other hand, 

the second project had an average tenant income of just over 

Sll,OOO--about 87 percent of the area's median renter income. 

In summary, Mr. Chairman, we found that projects constructed 

with tax-exempt bonds are, with the two exceptions noted, meetins 

the income criterion established by law. However, as we 

discussed, this criterion allows renters with above-average 

incomes to qualify as low- or moderate-income tenants. For 

example, in the 47 projects where we were able to obtain income 

information, the averaqe income for all renters was S24,000--about 

70 percent higher than the average renter income nationwide. In 

addition, the averaqe income of the low- and moderate-income 

tenants in the projects we visited was about 515,000. This is 

about twice the income of tenants assisted by other federal rental 

housing proqrams, such as HUD's section 9. 

Amending the legislation to (1) account for family size 

adjustments, (2) modif y the method used to determine qualifying 

income, and/or (3) require lower rents for units set aside for 

low- or moderate-income households could reduce the average income 

level of those served by the proqram. As such targeting require- 

ments are tightened, however, the program's attractiveness to 
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developers could diminish, possibly reducing the number of housing 

units that would be constructed under this program. Because 

housing markets differ across the country, it is not possible to 

precisely quantify at what point more strinqent criteria would 

decrease the number of multifamily units that developers are 

willing to build using tax-exemxlt bonds. We have included in 

exhibits C and D additional demographic information for the 55 

projects we visited. 

Mr. Chairman, this concludes my prepared statement. T: would 

be glad to respond to any questions that members of the Committee 

might have. 
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TAX-EXF&Pl' BONDS ISSUED DURING 1983 
RYSTATE FORRHNTAL HOUSING 

(In millions of dollars) 

State 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
Florida 
Georqia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michiqan 
Minnesota 
Mississiupi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
rltah 
Vermont 
Virainia 
Washinqton 
West Virqinia 
Wisconsin 
Wyominq 

Total 

Am3unt 

S 82 
38 

172 
18 

793 
72 
82 
20 

353 
305 

0 
4 

99 
43 
13 
45 
15 

188 
0 

290 
55 
96 

128 
8 

160 
16 

9 
8 
0 

48 
11 

368 
44 

1 
7 

'171 
0 

21 
13 

4 
10 
70 

1,124 
40 

8 
166 

0 
28 

7 
3 

$5,256 

Source: Office of the Secretary of the Treasury, Office of Tax Analysis 

I.: _' I . . 
j, i. 

16 



EXHIBIT B EXHIBIT B 

'l?BNNT DEMXWHICS FOR PROJECTS VISITED 

Household 
size ' 

All tenants 
Low-inm tenants 
Non kw-inmme tenants 

Average Averace 
inccmea rentb 

$23,952 $425 
15,389 383 
34,275 471 

Tenants in newly 
constructed projects 25,370 440 

Tenants in 
rehabilitated projects 18,424 359 

aIncome is the average of 7,501 tenants. 
bRent is the average of 7,290 tenants. 

TENANT CHAPACTEFUSTICS BY HOUSEHOLD SIZE 

--------------Distribution hv percentaqe---------- 
Marital Status Gender Inccxne 

Low and Above 
Percentage Single Married Male Female moderate moderate 

46.6 97 3 58 42 61 39 
38.8 47 53 72 28 43 57 

9.4 39 61 71 29 62 38 
3.9 23 77 80 20 62 38 
1.0 14 86 9n 10 55 45 
0.2 6 94 100 0 28 72 
0.1 0 100 100 0 33 67 

100.0 

TEWANT CBARACTERISTICS BY AGE OF HFM OF HOUSEHOLD 

We of 
-----------Distribution by Percentaue--------- b 

Marital Status Gender Inccfne 
head of raw and Above 

household Percentage Single parried Male Female moderate moderate 

19 to 27 47.8 69 31 67 33 60 40 
28 to 37 30.1 67 33 66 34 48 52 
38 to 47 11.5 71 29 63 37 43 57 
48 t0 57 5.9 60 40 68 32 43 57 
58 to 67 2.9 58 42 69 31 64 36 
68 to 77 1.3 62 38 56 44 81 19 
78 & above 0.5 77 23 47 53 85 15 

100.0 

I source: CA0 analysis of data on tenants surveyed. 
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Suh+rrood 
Horth Hi! i 
Nintx Creek 
Yeathrrly 
Fo.;t I;r cc';: 
Ciisney trace 
lox~e fart 
tlW J  Feachtree 
High1 and  F‘art 

!!inne&oiis Ccrmnity Developrent 
Agency,  HinnfqoIis, NN 

!:dotage F2;nt 
St. Antho:ly F!xe 
Sy-ptm!y F’i! are 

Fairfax Cowty f iedevelopnent 
Puthort ty, Fa:r!a:i, VA 

f ,hen;ndoak kossing 
Seven Corfisr5 

Et-and F’rairie i iousing Finance 
Sgthority, brand Prairie, TX 

Hill Valley 
High Aey 
W indr idqe 

Earth Carolirta Housing Finance 
Agency,  Raleigh, UC 

&ail forest 
f 'arkwood East 

Norfolk Bedtreloprent and  Housing 
Authority, Eor~olk, VA 

Beechwood 
Botetourt 
!Jalmnt 
Ho:th Share 

the Fairfax County Redevelopaent  authority is i 

25  
10(d) 
37  
(el 
2& 

:: 
42  
46  

99  

;; 

ncoaplete. 

(4) b9  
iI! 
i5) :: 
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Hearthstone NiW 

Michigan State Hpusing Seveicpment 
AuW;; LafWllg, HI 

Rehabilitated 
Grand 6eadows New 

City of rlarietta 5ousing Authorit), 
tfarietta, 64 

-:m1 t ;‘oti;fl 
Yintvset 
2003 Glen 
Wsod Knoll 

Induskial Developnent Authority, 
Phoenix , AL 

Dunlap 
Wesi;rwk 
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C!aytirn Hill 
Pecan Ridge 
!Mth furnrnit 

Grand Prairie Housing :inance 
Authorit Grand Prairie, TX 

Hill ‘alley r’ 
High !ey 
Windrldge 

North Carolina ic;slr,g Finance 
hy:y, ;a!ei;?, ?l: 

:a i Fores: 
Puknooo East 

Fixfolk ?edeveio;;ent and Homing 
AiitWity, Ncrfoik, VA 

Beocnwood 
Botetourt 
hkqbnt 
krth Shore 

N W  
New 

22,561 

New 
21,931 
25,939 

xi 
!8:bOb 

Nen 
Nell 
New 

lfl,Obl 
17,103 
17,528 

New 
New 

13,663 
21,931 

13,784 
16,706 

25,310 
26,550 

Nen 
kehabili tated 
RehabiliLted 

(iTI 

12,474 
13,771 
12,420 
14,600 

fiehabilitated 
Hehabiiitated 

15,747 14,162 25,545 

Rehabilitated 
15,067 
21,060 

11,357 
!A,360 

30,529 
2e,935 

19 6!b 
l&& 
:7,937 

11,937 

14,008 

13,266 

21 ,I350 13,545 

!si Sunr/ise ranagen,ent collectrd income information on new tenants only. 
. !ncoly data ras a’/ailab!e 37 only 25% of tl-e tenants. 
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