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THE CONDOMINIUM TREND:
RESPONSE TO INFLATION
Theodore Crone

Social factors, such as smaller families,
only partially explain the trend toward
condominiums and cooperatives. Home-
ownership itself, whether of a traditional
single-family house, orof a unit in a multi-
family building, continues to offer signifi-
cant returns as an investment, and particu-
larly so in times of inflation.

REMOVING DEPOSIT RATE GEILINGS:
HOW WILL BANK PROFITS FARE?
Mark |. Flannery

Dire predictions ignore the complex indirect
forms of competition that have evolved in
response to Regulation QQ, and that have
rendered it less effective than is sometimes
assumed. Data on aggregate bank profit-
ability and stock market reactions following
other recent deposit rate deregulation
provide further evidence to counter the
gloomy forecasts.

The BUSINESS REVIEW is published by
the Department of Research every other
month, It is edited by Judith Farnbach.
Artwork is directed by Ronald B. Williams,
with the assistance of Dianne Hallowell. The
Review is available without charge,

Please send subscription orders and
changes of address to the Department of
Research at the above address or telephane
(215) 574-6428. Editorial communications
also should be sent to the Department of
Research or telephone (215) 574-3808, Re-
quests for additional capies should be sent to
the Department of Public Services.

The Federal Reserve Bank of Philadelphia
is pari of the Federal Reserve System—a

System which includes twelve regional banks
located around the nation as well as the
Board of Governars in Washington. The
Federal Reserve System was established by
Congress in 1913 primarily to manage the
nation's monetary affairs. Supporting func-
tions include clearing checks, providing coin
and currency to the banking system, acting
as banker for the Federal government, super-
vising commercial banks, and enforcing
consumer credit protection laws. In keeping
with the Federal Reserve Act, the System is
an agency of the Congress, independent
administratively of the Executive Branch,
and insulated from partisan political pres-
sures. The Federal Reserve is self supporting
and regularly makes payments to the United
States Treasury from its operating surpluses,



The Dorchester, Hopkinson House, The
Philadelphian—three familiar center city
Philadelphia addresses with a common trait:
each was a large rental apartment complex
converted to condominiums in the late 1970s.
Philadelphia has not been alone in seeing
many of its higher quality rental units “go
condo” or become cooperatives, Nationwide,
about 350,000 units were converted in the
1970s; in several U.S. cities, this amounted
to a significant proportion of the rental
housing stock.

The increased availability of condominiums

*Theodore Crone is an economist in the Urban section
of the Philadelphia Fed’'s Department of Research. He
received his Ph.D. in Economics at the University of
California, Berkeley.
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has broadened the range of housing options
for many American households. Apartment
living no longer implies renting; the apart-
ment-dweller now must decide whether to
rent or buy a unit. And in many condominium
developments almost identical units are being
offered for sale and for rent.

Recent demographic trends explain why
more people want to live in apartment-sized
units, but they do not explain the increased
demand by households to own the units. At
first glance, the increased demand to own
these units seems anomalous during a decade
when rents were rising at an annual rate of
only 5.4 percent and new home prices at a
rate of 9.6 percent. Rather than dampen the
demand for homeownership, however, this
relatively rapid rise in housing prices actually
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encouraged home purchases. Buying a home
was viewed as a wise investment which pro-
vided a hedge against inflation. In fact, the
structure of the U.S. tax system makes
homeownership less expensive than renting
for large numbers of households during per-
iods of high inflation.

CONDOMINIUMS ACCOUNT
FOR AN INCREASING PERCENTAGE
OF OWNER-OCCUPIED HOUSING

The condominium form of ownership is a
relatively recent development in the United
States; the first was established in 1947 in
New York City where cooperatives were
already well known (see CONDOMINIUMS
AND COOPERATIVES). The so-called
condo-craze, however, did not erupt until the
1970s. Fewer than 400,000 owner-occupied
condominiums and cooperatives existed in
the U.S. in 1970; by 1880 the number had
more than tripled to 1.4 million.1 Condo-

1y.s. Dept. of Commerce, Bureau of the Census, 1970
Census of Housingand Annual Housing Survey: 1980.
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miniums and cooperatives rose from 0.8
percent of all owner-occupied housing in
1970 to 2.7 percent in 1980.

Many of these new condos and co-ops
were converted rental units. The Department
of Housing and Urban Development (HUD)
estimates that 346,500 units, or about 1.4
percent of the 1870 rental housing stock,
were converted in the seventies.2 In the
largest metropolitan areas, conversions
ranged from almost 8 percent of the 1870
rental housing stock to less than 1 percent
(Figure 1). Despite considerable controversy
over conversions, these new forms of owner-
ship introduced many Americans to the
homeownership market (see LAWS REGU-
LATING CONDOMINIUM CONVER-
SIONS page 12).

Some analysts have attributed the increased
demand for condominiums to changes in
lifestyles and family structure. But the demand
for these new types of housing cannot be

2HUD, The Conversion of Rental Housing to Condo-
miniums and Cooperatives, Washington: GPO, 1980.

CONDOMINIUMS AND COOPERATIVES

Both the condominium and the cooperative provide for multiple ownership of multi-family
buildings with all the tax advantages of homeownership. Owners of hoth can deduct property taxes
and mortgage interest payments when calculating taxable income, but do not include the imputed
rent from their unit as income. The legal arrangements, however, differ in the two cases.

Each unit in a condominium has its own deed and is owned separately. The common areas and
facilities are owned jointly by the unit owners, usually in proportion to the original dollar value of the
individual units, Ownership is acquired by the transfer of the deed to the unit. In a cooperative,
individuals do not buy theirunits but rather purchase stock in a nan-profit corporation entitling them
tolive in a particular unit and to use the common areas and facilities. Ownership rights are obtained
by the purchase of this stock according to the regulations of the corporation.

The different legal forms of ownership imply different financing arrangements and different
praperty-tax assessment procedures. Separate mortgage financing is arranged for each unit in a
condominium complex with the individual owner solely responsible forthe mortgage payments, Ina
cooperative, one mortgage is obtained for the entire complex, and all of the members are jointly
liable for mortgage payments, so that if any member defaults on his share the other members are
responsible, This joint liability has sometimes made it difficult to secure financing for cooperatives,
Like mortgage financing, property-tax assessments differ for cooperatives and condominiums.
Taxes are assessed on the entire complex ina cooperative development and on the individual units in
a condominium,

FEDERAL RESERVE BANK OF PHILADELPHIA



’ FIGURE 1
| CONDOMINIUM
‘ AND COOPERATIVE
CONVERSIONS
TEN LARGEST
METROPOLITAN

SOURCES: HUD, The Conversion of Condomin-
iums and Cooperatives, 1980, and Annual Housing
Survey: 1980.

( AREAS:

l Conversions

l 1970-1979 as

Standard Percent of

' Metropolitan 1970 Rental

' Statistical Area Housing

{ New York 0.6%
Los Angeles-Long Beach 0.6%

| Chicago 7.2%

\ Philadelphia 1.6%

\ Detroit 0.4%

| San Francisco-Oakland 1.4%

l Washington, D.C. 7.9%

\ Dallas-Fort Worth 2.2%

| Houston 5.8%

\ Boston 2.3%

l

explained solely by demographic trends; it is
also the result of high overall inflation rates
and even higher rates of housing price
increases.

THE BABY BOOM
AND CHANGING LIFESTYLES
FUELED THE DEMAND
FOR SMALLER UNITS

During the 1970s the first wave of the
postwar baby boom entered the age group
commonly considered the most likely first-
time buyers, the 25 to 34 year olds. The
number of people in this age group increased
49 percent between 1970 and 1980. The tradi-
tional profile of a family in this group had
been a couple married several years, having

cne or more children, and ready to buy their
first home, most likely a single-family,
detached home in the suburbs. But, as the
baby boom generation entered the 25 to 34
year old age group, fewer families followed
the traditional pattern, On average they
married later, and after they married, many
postponed having children while both spouses
pursued careers, From 1970 to 1980 the labor
force participation rate for women rose from
43.4 percent to 51.6 percent. Also many of
those who married were subsequently di-
vorced, and the divorce rate more than
doubled from 1970 to 1980. All of these trends
resulted in a large increase in smaller, young
households within the population. The num-
ber of persons under 35 and living alone
increased threefold between 1970 and 1980,
and the national percentage of one-and two-
person households rose from 47.2 percent in
1970 to 53.4 percent in 1980.

These smaller, younger, professional
households have several reasons for prefer-
ring the type of housing traditionally offered
by rental units. They have no need for a
larger, single-family, detached home. They
also may value highly the neighborhood
amenities more frequently available in areas
where multi-family buildings are located
(restaurants, shops, entertainment). And
they probably enjoy the freedom from time-
consuming maintenance, Moreover, they
are the most mobile group in our society, a
fact which in normal times would militate
against their investing in owner-occupied
housing,

Many in this group continued torent apart-
ments in the seventies. An increasing num-
ber, however, opted to buy apartment-sized
units as condominiums or cooperatives. In
December 1979 and January 1980, HUD con-
ducted a survey of residents of recently con-
verted buildings including both renters and
buyers. The vast majority of both renters and
buyers were members of one-or two-person
households. Approximately one-half of each
group was under 36 years old. More than



one-half of each group held a professional or
managerial position. And, of those who were
married, over 60 percent of both renters and
buyers had working spouses. 3 These house-
hold, age, and job characteristics did not
distinguish the buyers from the renters.
Changing demographic trends only explain
the increased demand to live in apartment-
sized units; they do not explain the demand
to buy rather than rent.

To understand why more people are
choosing to buy condominiums and coop-
eratives, it helps to view homeownership as
an investment. The higher the return on that
investment, the greater will be the demand
for owner-occupied housing.

THE OWNER-OCCUPIED HOME
IS BOTH A RESIDENCE
AND AN INVESTMENT

A family whichrentsits home is concerned
only about the enjoyment it will receive from
living there and the monthly rent it will have
to pay. Housing will be treated like any other
consumption item, and the last dollar spent
on housing should provide as much enjoy-
ment as the last dollar spent on any other
good. For homeowners, however, a house
serves not only as a shelter but also as an
investment. For many U.S. households the
major part of their savings is invested in their
home; approximately 18.4 percent of the net
worth of all U. 8. households is in the form of
equity in owner-occupied real estate.

Onceahousehold has acquired a sufficient
level of wealth, the decision to buy a home
will depend upon the return on owner-
occupied housing relative to the return on

3The exact results of the survey are as follows:
members of one or two person households (buyers, 92
percent; renters, 85 percent), under 36 years old (buyers,
48 percent; renters, 50 percent], holding a professional
or managerial position {(buyers, 65 percent; renters 55
percent), percent of married who had working spouses
{buyers, 69 percent; renters, 61 percent}). See HUD, The
Conversion of Rental Housing to Condominiums and
Coaperatives,

other available forms of investment. The
gross dollarreturn on a house, excluding any
capital gains, is equal to the rent the house-
hold would have to pay for a comparable
dwelling, orthe so-called imputed rent. ¢ We
can think of the household as paying rent to
itself instead of a landlord. The net return
before taxes is equal to this imputed rent
minus the costs of acquiring and maintaining
the house.

The costs associated with homeownership
will vary from household to household, and
they are generally higher for young families.
For example, if a homebuyer's downpay-
ment is less than twenty percent of the value
of the house, his mortgage interest rate will
generally be higher than the rate for bor-
rowers with a larger downpayment. This will
raise the cost of acquiring the house and
lower the net return. The lack of sufficient
savings is a primary reason why many young
households find it more advantageous torent
than to buy a home. Again, if a household
places a higher than average premium on
leisure time, the value of the time devoted to
maintenance will be greater, and the net
return on the housing investment will de-
crease. This may be a factor in the decision
by some two-wage-earner households to rent
rather than buy.

The net return to owner-occupied housing
will also depend upon the frequency of a
household's moves, since there are large
costs associated with buying and selling a
home. The younger, smaller households tra-
ditionally attracted to rental housing are also
the most mobile households in oursociety. In
the 1979-80 HUD survey of residents of con-
verted buildings, mobility surfaced as a
major factor in the decision to buy or rent. Of
the former tenants who remained in the con-
verted buildings, only 17 percent of those

4Capjtal gains are also part of the total return on a
house, but we will discuss them in the context of infla-
tion.
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who bought their units intended to move
within two years, while 60 percent of those
who continued to rent intended to move
within two years. After controlling for such
variables as income and family size, a study by
Michael Lea and Michael Wasylenko found
that mobility played a significant part in the
decision to continue to rent rather than to
buy. & This was not unexpected, since house-
holds which move frequently may have little
or nothing to gain from buying their home.
But in an inflationary environment mobility
plays a smaller role in the buy/rent decision,
because buyers can recoup the costs of in-
vesting much more guickly.

The speed with which a household can
recover the costs of buying and selling a
home depends upon the rate of return to
owner-occupied housing in the years of
occupancy. Certain tax advantages raise the
after-tax return on owner-occupied housing
for all households; they also cause the rate of
return to vary among households according
to their marginal tax rates. And high rates of
inflation actually increase these tax-based
advantages to owner-occupied housing,

OWNER-OCCUPIED HOUSING
ENJOYS GERTAIN TAX ADVANTAGES

If owner-occupied housing were treated
like any other investment, the net return on
a house [imputed rent minus any costs in-
curred) would be taxed at the homeowner's
marginal tax rate. The imputed rent, how-
ever, is not included in the homeowner's
gross income for tax purposes, and yet some
of the costs {(mortgage interest payments and
property taxes) are deductible from his other
income. Furthermore, if owner-occupied
housing were treated like any other invest-
ment, any capital gain on the house would be

5Michael ]. Lea and Michael ]. Wasylenko, “Tenure
Choice and Condominium Conversion,"” Paper presented
at the Mid-Year Meetings of the American Real Estate
and Urban Economics Association, 1981.

taxed at the capital gainsrate upon sale of the
house. Rollover provisions, however, permit
the deferment of taxes on any capital gain as
long as it is reinvested in owner-occupied
housing. And a one-time exemption from the
tax for individuals over fifty-five years of age
means that the capital gains go untaxed for
most people above this age.

The implications of these tax advantages
can be appreciated if we compare the after-
tax return earned by two otherwise identical
couples, one investing its savings in owner-
occupied housing and the other renting a
comparable house and investing its savings
in a financial asset earning the market rate of
interest. If each couple has $18,000 to invest
and the market rate of interest is 5 percent,
the renter couple will earn $900 in taxable
interest income in the first year. Their after-
tax return will be one-minus-the marginal-
tax-rate times the market rate of interest. If
this couple’s marginal tax rate were 30 per-
cent, their after-tax earnings would be $630,
Each year the couple’s accumulated wealth
will increase by their after-tax return.

Because of the initial costs of investing in
owner-occupied housing (which include
mortgage origination fees, transfer taxes,
and recording fees}, the first year's return on
the homeowner couple’s $18,000 will actually
be negative. Furthermore, when this couple
decidesto sell theirhome, they will incur still
more costs in the form of brokerage fees,
which the renters avoid. Therefore, the
owners' after-tax return during the years
they are in the house must be considerably
higher than the renters’ if they are to be as
well off as the renters. Much of that higher
return is in the form of tax savings.

We can measure the advantages of home-
ownership by comparing the wealth positions
of our two hypothetical couples after each
year of residency. Figure 2 provides com-
putations and comparisons of four cases, in
each of which the following holds. The
renters’ wealth consists of their original
$18,000 and the accumulated after-tax interest
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FIGURE 2

COMPARISON OF WEALTH BETWEEN
RENTERS AND OWNERS (AFTER SALE)

End Casel Case 2 Case 3 Case 4
yZZr Renters Owners Renters Owners Renters Qwners Renters  Owners
1 518,513 $11,754 $19,282 $14,490 $19,282 $ 16,118 $19,206  $12,961
2 19,041 13,510 20,656 19,611 20,658 23,212 20,226 16,235
3 19,583 15,268 22,128 25,427 22,128 31,403 21,866 19,846
4 20,141 17,030 23,539 32,545 23,539 41,349 23,331 23,821
5 20,715 18,795 25,039 40,547 25,039 52,601 24,894 28,188
6 21,306 20,565 26,639 49 515 26,639 65,678 26,562 32,877
7 21,913 22,340 28,171 59,806 28,171 80,633 28,342 38,220
8 22,538 24,122 29,791 71,617 28,781 97,564 30,240 43,952
9 23,180 25,910 31,504 84,375 31,604 116,455 32,267 50,211
10 23,841 27,706 343,315 98,360 33,315 137,497 34,428 57,036

Inthis figure, the following is assumed to hold forall four cases:* Each couple earns $42,000 a year
in salaries, and lives in an $80,000 home. Non-housing tax deductions are 5 percent of their salary
income. The owners purchase their home with 20 percent down and a 25 year fixed rate mortgage.
Closing costs represent 2.5 percent of the initial value of the house, and yearly maintenance costsare |
2.6 percent of theinitial value. Thehouse depreciatesatanannualrate of 1.2 percent. Property taxes
are 2 percent of the current value of the house. Selling costs are 7.5 percent of the sale price of the
house. The annual rent is 10 percent of the current value of the house; the renters invest $18,000 in
savingsina financial asset earning the marketrate of interest. The shaded area indicates those years
in which the owners’ wealth exceeds that of the renters.

Case 1: General prices and housing prices are stable. Market interest rates, including mortgage
rates, are 5 percent, Tax rates are calculated according to the 1980 tax law.

Case 2: Allprices and incomes rise by 7.4 percent a year. Market interest rates, including mortgage
rates, are 12.5 percent. Tax rates are calculated as in Case 1.

Case 3: The assumptions are the same as in Case 2 except that housing prices and maintenance
costs rise at a rate of 9.6 percent a year.

Case 4: All prices, including housing prices and incomes, rise by 5 percent a year. Market interest
rates, including mortgage rates, are 10 percent. Tax rates are calculated according to the
law which will prevail in 1984,

*For similar assumptions, see Frank de Leeuw and Larry Ozanne, "Housing,” in How Taxes Affect Economic
Behavior, ed. Henry ]. Aaron and Joseph A. Pechman, Washington: The Brookings Institution, 1981, pp. 283-
326.

——
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on that money. The homeowners wealth
consists of theiraccumulated tax savings and
the after-tax interest earned on that savings
plus the equity they would receive from their
home after selling it. Each couple earns
$42,000 a year and files a joint income tax
return under the 1980 tax law. The home-
owners buy an $80,000 house, and the renters
occupy a comparable home and pay $8,000 a
year in rent,

ForCase1 supposethereisnoinflation, no
increase in housing prices, and an interest
rate of 5 percent, Through savings inrent and
taxes the owners will have recouped the costs
of buying the house by the end of the second
year, but they will not have accumulated
enough equity to offset the cost of selling the
house until the seventh year. The homnie-
owners, then, must reside in their house
approximately seven years if the housing
investment is to be more profitable than
renting. The picture changes dramatically,
however, when we take inflation into con-
sideration.

INFLATION INCREASES
THE TAX ADVANTAGE ENJOYED
BY HOMEOWNERS

Inflation increases the tax advantages of
homeownership in two ways, First of all, as
incomes increase to keep up with inflation,
marginal tax rates increase because house-
holds are pushed into higher and higher tax
brackets (bracket creep). Renters will pay
this higher rate on all their income, Home-
owners will avoid this higher tax on the
imputed rent which they receive from their
property. Inflation also helps homeowners
inasecond way. As housing pricesrise along
with other prices, the homeowner will receive
nominal capital gains upon the sale of his
house. Because of rollover provisions and
the one-time exemption in the tax law, these
capital gains generally go untaxed. Capital
gains on other assets, however, will be taxed
at the capital gains rate,

Returning to the example of our two

couples, the renters and the buyers, we can
demonstrate the effect of inflation on invest-
ment in owner-occupied housing. In Case 2,
we assume that all prices and incomes are
rising at 7.4 percent a year (the average
annual inflation rate for the 1970s) and that
interest rates are 12.5 percent instead of §
percent; now it takes the owners only three
years instead of seven to recoup the costs of
buying and selling their home (Figure 2}. The
after-tax return to owner-occupied housing
has increased relative to the return on other
assets, and now some households who move
more frequently can profitably invest in
owner-occupied housing,

HOUSING PRICES ROSE FASTER
THAN INFLATION IN THE SEVENTIES
While the general price level as measured
by the Consumer Price Index rose at an
average annual rate of 7.4 percent in the
1970s, the price of a standardized new home
rose at an annual rate of 9.6 percent (Figure 3
overleaf). & In most areas of the country
housing was experiencing real capital gains
during the decade. These real gains acceler-
ated the pace at which homeowners could
recoup the costs of making their investment.
What happens to the wealth of the couple
who rents and of the couple who buys when
the general price level rises at 7.4 percent per
year and housing at 9.6 percent per year?
Under these conditions, Case 3, the owners
would recover the costs of buying and selling
their home in two years instead of three
(Figure 2). Even more of those families who
move relatively frequently will find it profit-

BThis higher rise in housing prices may have been
induced by inflation itself as it increased the demand for
housingasan investment. The process could be reversed
ifinflation is sharply curtailed. See Anthony M. Rufolo,
“What's Ahead for Housing Prices? Business Review,
Federal Reserve Bank of Philadelphia, July-August
1980. Since we have no reliable index for the price of
condominiums, throughout this article we use the price
index for new single-family homes which has been
adjusted for the size and quality of the structure.
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able to buy rather than to rent. This will
increase the demand for homeownership of
apartment-sized condos and co-ops.

The increase in the relative price of housing

MARCH/APRIL 1983

may have furthered condominium develop-
ment in another way. As housing costs absorb
a larger share of income, households will
tend to consume less housing by buying
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smaller units. In fact, as housing prices rose
more rapidly than average prices in the
seventies, the median size of new single-
family homes peaked in 1978 and has fallen
every year since then. Sharp increases in
utility costs have the same effect, since these
costs are related to the size of the dwelling.
As households begin to consume less housing,
condominiums and cooperatives offer the
possibility of smaller, owner-occupied units.

Torecap, demographic trends set the stage
for strong condominium demand in the 1970s.
The rise in the number of young professionals
living alone or as couples without children
increased the demand for apartment-sized
units, and high inflation rates provided the
incentive for these young professionals to
buy their units. Inflation resulted in bracket
creep which heightened the tax advantages
for homeownership; it also produced nominal
capital gains which go untaxed in the case of
owner-occupied housing. Furthermore, in-
creases in housing prices greater than the
inflation rate not only resulted in real capital
gains for homeowners but also shifted
demand toward smaller dwelling units. These
increased advantages to homeownership
meant that highly mobile households could
buy theirunit, resell itin a few years, and still
fare better than if they had rented. This
possibility provided a large number of pro-
spective buyers for condominiums and
cooperatives in the seventies,

WILL THE CONDO TREND CONTINUE?

In the weak housing market of the early
1980s, the pace of condominium conversions
has slowed considerably. Recently, the
demand for owner-occupied housing has been
dampened by high interest rates and a sluggish
economy; but what are the prospects for
condominiums and cooperatives as the econ-
omy recovers?

Certain economic facts and demographic
trends will act to encourage condominium
development and conversions. First, the
housing market adjusts with a lag. And the

fact that housing prices and utility costshave
already risen relative to other prices will
favor the ownership of smaller housing units
as the market continues to adjust. Second, as
the final phase of the baby boom generation
enters the household formation years in the
1980s, the number of young households will
continue to rise. This increase should bolster
demand for housing in general; and if the
trend toward more one- and two-person
households continues, it also should spur
condominium development,

A period of lower inflation rates and lower
tax rates, on the other hand, could provide
less incentive to purchase a condominium,
The CPI inflation rate has fallen from a high
of 13.3 percent in 1979 10 an annual rate of
3.9 percent 1982. Mareaver, the prices of new
homes increased less rapidly than average
pricesin 1980 and 1981. These developments
mean less bracket creep for taxpayers and
less need to shelter their income. They also
foreshadow lower capital gains for owner-
occupied housing and a decrease in the
investment demand for housing.

Besides the indirect effect of disinflation,
the tax advantages afforded homeowners
have been affected directly by the tax cuts
contained inthe Economic Recovery Tax Act
0f1981. By 1984, marginal tax rates will have
been reduced by more than twenty percent
from their 1980 levels, If the renter and
owner couples described earlier lived in a
world of 5 percent inflation and were subject
to the tax rates which will prevail in 1984,
Case 4, it would take the homeowners four
years to recover the cost of investing in their
home (Figure 2). This compares with two
years under the conditions which prevailed
in the 1970s, Case 3. A household which did
not intend to remain in the house those extra
two years would fare better by renting.

In sum, condominium development and
condominium conversions are not a thing of
the past. Their future is assured by the trend
toward smaller households and smaller
housing units. The rate of condominium
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conversions, however, is not likely to return maintained, will reduce the incentives for
to the level of the late 1970s, Lower inflation homeownership in the period ahead.
rates and Jower tax rates, should they be

LAWS REGULATING CONDOMINIUM CONVERSIONS

In the wake of the large number of conversions in the 1970s, complaints have been voiced about
sharp reductions in the supply of rental housing, heartless displacement of older tenants, and
unscrupulous misrepresentation to prospective buyers. Following the pattern of these complaints,
state and local regulations regarding condominium conversions fall into three categories: rental
stock protection, tenant protection, and buyer protection.

The effect of conversions on the rental housing market is difficult to assess. They certainly do not
reduce the supply of rental units on a one-for-one basis. Some unils are generally bought by investors
who offer them for rent, and some of the new owners will have vacated rental dwellings freeing them
fornew rental occupancy. Furthermore, the demand for rental units will be reduced by conversions
if some of the previous tenanis buy in the converted building ar elsewhere. The net effect of all these
forcesis probably aslight reduction in rental vacanciesin the local community with largerimpactsin
certain neighborhoods and among certain types of dwellings. In a nationwide study, HUD estimated
that for every one hundred units converted there was a net decrease of five rental vacancies.” A
Philadelphia study estimated that there was a net decrease of twelve rental vacancies for every one
hundred units converted. t

The most radical form of rental stock protection has been the moratorium. Chicago, Philadelphia,
San Francisco, San Jose, Seattle, and Washington, D.C. are among the cities which passed mora-
toriums on conversions at some time in the 1970s. The Chicago and Washington, D.C. ordinances
were struck down by the courts, and the Philadelphia law was nullified by state legislation. Less
extreme than the moratorium has been the prohibition of conversians as long as the rental vacancy
rate remains below a certain threshold, A number of cities in California, including Palo Alta,
Newport Beach, San Diego, and San Bernardino, have enacted such legislation, In many instances
this has resulted in almost no conversions in these communities,

The more immediate problems assaciated with condo-conversions are the displacement of the
elderly and the handicapped and possible misrepresentation to prospective buyers. The most
common form of tenant protection is a notice provision creating a period of minimum occupancy
before the tenant must move. Other forms of tenant protection include an exclusive option to buy the
unit in which the tenant lives, and relocation assistance for those tenants who do not choose to
purchase. The elderly and the handicapped are often provided special protection. And insome cities
like San Francisco, New York, and Washington, they are granted lifetime leases. In all, twenty-twa
states and fifteen central cities in the thirty-seven largest metropolitan areas have statutes providing
some form of tenant protection, The primary protection for condominium buyers consists in require-
ments for the disclosure of information on the candition of the building. Some jurisdictions have
gone even further and permit the buyer to cancel the sales agreement within a specified period.
Twenty-three of the fifty states provide some form of buyer protection,

* The Conversion of Rental Housing to Condaminiums and Cooperatives, 1980,
tCandominium-Cooperative Conversion Housing Study: City of Philadelphia, 1981,
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