The Mosh Pit: What If Affordable Housing Properties

Had To Be Bailed Out Every 15-20 Years?

Thought Experiment.  Let’s do a thought experiment.  Suppose that affordable housing properties were developed and financed so that, after about 15 to 20 years, it would be necessary for government to inject significant amounts of new subsidy, in order to keep the properties affordable and in acceptable physical condition.  What would the affordable housing world look like?

Properties, as they aged, would have these strategic options:

· Conversion to market rate housing, as a way of financing the needed renovations.

· What David Smith calls The Mosh Pit, in which the property owner “jumps backwards into the dry swimming pool, waiting for the 535 members of Congress to catch me before I go splat.”  That is, continue to operate as affordable housing, trusting that the needed governmental funding will arrive in time.

· If the needed funding does not arrive in time, either:

· Deterioration or

· Band-Aids, in which the property attracts small, inadequate, temporary funding – which the property has no prospect of repaying – until the needed governmental funding arrives.

A corollary is that affordable housing properties, as they age, would have no value, except for those properties that happen to be located in good markets, with significantly below-market rents, and with no regulatory barriers to conversion to market rate housing.

True Equity (at-risk long term capital, whose return comes from property operations and residual value) would not be a feature of affordable housing, because no economically rational investor would provide equity capital for a property that would be without economic value almost from the moment construction was completed.

Debt Financing would be oriented toward development financing and renovation financing.  Development and refinance loans would have terms of 25 years or less, except for loans guaranteed by the government.  There would be little or no ability to refinance properties except when renovation was taking place.

Development Costs would be financed through a combination of debt financing and government grants.

Because developers and renovators would have only “one bite at the apple”, Development and Renovation would always be the most expensive and thorough that could be done within the available government funding, regardless of the needs of the property.  As a result, per-unit development and renovation costs would tend to be higher for affordable housing than for market rate housing.

Developers would pursue opportunities for development and renovation (to earn development fees), but would have little or no interest in the ongoing operations of properties (in which there would be little or no potential profit).

Public Policy would attempt to prevent the conversion of aging properties to market rate housing in the name of Preservation.  Public policy would size Reserve Deposits so that the property would run out of money in no more than 15 to 20 years.  Public policy would drive the Owner’s Cash Flow to near-zero, during the period of operations in between development and refinancing (because, from a public policy standpoint, there would be nothing important for an owner or asset manager to do).  

When Properties Got Into Trouble, owners would seldom if ever invest new capital, except in the context of a renovation and refinancing.  Other stakeholders, particularly the government, would be sorely tempted to blame the problem on the owner.

Owners would be divided into these categories:

· Camels who consume as many resources as possible up front, and then carry those resources with them, thinking it will be a long time before they get another chance.

· Converters who take as many properties as possible to market operations.

· Mosh Pit Leapers who develop, finance, and operate the property as public policy intends, knowing that the property will run out of money around year 15-20, but trusting the government will provide additional funding at the right time.  They also trust that, 15-20 years down the road, government will not blame them for the fact that the property is out of money.

· Wannabes who will claim that they will act like Mosh Pit Leapers but who don’t have a track record of doing so.  That is, they have never weathered a recession and have not been in the business long enough to face the aging-property problem.

There would be few if any large, capable owners, with access to capital, who have weathered recessions and been in the business long enough to take properties through the development – to – refinance cycle.  Those few owners would have development, property management, or both, as their primary business, because there would be no money in ownership.

The Owner’s Dilemma. All stakeholders – except the owner – would regard the status quo as perfectly reasonable, because for everyone – except the owner – the status quo would be tolerable (or better) and would not create future problems – for them.  For the owner, however, the status quo would be intolerable.  There would be a looming future problem, and it would be in the short term interest of the other stakeholders to either (a) assert that there is no problem; (b) acknowledge but ignore the problem; or (c) blame the problem on the owner (“What have you done to ruin the wonderful property we helped to create 15-20 years ago?”).

Other Stakeholders in affordable housing – that is, excluding owners – would be generally be happy with the state of affairs. Large, professional, successful lenders, accountants, attorneys, developers, renovators, and property managers would support the status quo.  Residents would agitate for new governmental funding for the aging properties in which they live, and would complain about converter-owners but otherwise would be satisfied.  Government, holding life or death control of who gets the necessary funding to renovate aging properties, would like its level of control but wonder about the wisdom of creating more affordable housing that will have to be similarly bailed out in the future.

This Is No Movie, This Is Real.  It should be apparent by now that this is the affordable housing system that we have.  It should also be apparent that many of the less desirable features of that system spring directly from the fact that affordable properties generally are not viable over the long term.

It’s Time For A Change.  Three changes, in fact:

1. Use Agreement – when affordable housing is created, it should have a use agreement that runs with the land (senior to all financing) and that provides for long term affordability.

2. Sound Underwriting of Income and Expenses – underwrite rents that are below market and affordable, vacancy losses that are realistic, and operating expenses that are adequate to operate the property even when a typical number of things go wrong.

3. Adequate Reserves and Coverage – so that the property can self-finance its major repairs and replacements for, say, its first 50 years.  Recent capital needs studies for 15-25 year old affordable housing suggest that a Reserve deposit of roughly $600 per unit per year (roughly twice the current rule-of-thumb amounts) would be adequate, in combination with a traditional (low) debt service coverage ratio.  Of course, a similar result could be achieved via a lower Reserve deposit with a higher debt service coverage ratio.

In my opinion, it’s time to trade in the Mosh Pit approach for something much better.
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