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Access to the Capital Markets – Credit Quality and Capacity





Public housing authorities (PHAs) can achieve increased access to the capital markets through creation of creditworthy debt transactions. HUD and Congress can play a major role in increasing PHA capacity and access to the capital markets.  To achieve the highest ratings possible, PHAs need to continue to gain Congressional and HUD support for their financings. For example, the Quality Housing and Work Responsibility Act of 1998 paved the way for PHA securitizations by allowing public housing funds to be used to pay debt service on bond issues.  Since annually appropriated funds form the core of the credit quality of these transactions, any steps that Congress and HUD can take to remove the unpredictability of the availability of funds will serve to increase investor acceptance in the marketplace. 





To be ready to compete in the capital markets, and to generally achieve a greater level of financial flexibility, PHAs also need to expand and improve managerial and administrative capacity.  Congress and HUD can help by continuing to provide and expand upon incentives to PHAs to break the mold of traditional PHA performance and activities.  Expanding HUD systems to incorporate best practices of the real estate development and finance industry, including supporting private sector evaluation tools, is essential to the continued development of the PHA industry as capital market participants and providers of affordable housing.   Private sector evaluation tools, such as Standard & Poor’s Local Housing Authority Evaluations, can help PHAs improve their performance and increase investor acceptance of their debt financings.  





Standard & Poor’s routinely evaluates the strength of individual PHAs and their bond issues and it is our opinion that PHA debt, if structured properly, can achieve investment grade ratings.  Many PHAs use traditional capital market credit enhancements to help secure and sell their bond issues, but many also strive to create bond programs that capitalize on core PHA assets of real estate and Federal funding.  On July 19, 2001, Standard & Poor’s published its criteria for capital fund securitizations for PHAs.   There are many strong attributes of the public housing system that argue for strong ratings in the sector.  The long track record of Federal support for public housing combined with the enormous unmet need for affordable housing opportunities forms the basis for a reasonable expectation that Federal funding for this sector will continue over the long term. As seen from the following outline of the characteristics of investment grade ratings and the main factors that affect the rating scale, the support of  the Federal government and the PHAs’ capacity to institute a large-scale redevelopment program with bond funds is critical to the success of the financings. 


 


·	Capital Fund Securitizations


o	Characteristics of investment grade ratings	


§	Strong and extensive history of the federal government’s support for public housing


§	Significant ongoing need for affordable rental housing for the lowest income segment of the rental population


§	Predictable mechanisms for allocating Capital Funds to individual housing authorities


§	Potential for strong support by HUD


§	Bond structures that provide adequate reserves, additional bonds test, and segregation of Capital Funds needed to support bond debt service


o	Main factors that affect rating scale


§	Level of debt service coverage


§	Debt service reserve fund


§	PHA’s track record of HUD funding and mechanisms to enhance predictability of funding levels


§	Evaluation of PHA’s capital improvement plan


§	HUD support for PHA’s financing plan


§	Insulation of bondholders from recapture or withholding of Capital Funds


§	Strength of legal structure


§	Availability of diversified stream of revenues





Since the early 90’s, Standard & Poor’s has rated acquisition financings for PHA-owned affordable housing properties supported primarily by rental income.  Strong PHAs with good track records in developing and managing affordable rental housing add a great deal of strength to the credit quality of these ratings.  While there are many properties across the country that would be attractive for PHA ownership, there are relatively few PHAs who participate in this type of financing.  Programs that help to increase PHA capacity and pave their way to the capital markets could greatly increase the preservation of affordable rental housing.   As seen  below, successful project-based financings require strong real estate skills as well as good quality properties.  PHAs who can provide strong management in developing and maintaining properties and who can bring together all the resources needed for successful entry into the capital markets, can greatly expand the supply of affordable housing in the nation.  





§	Project-based financings


o	Characteristics of  investment grade ratings


§	Strong asset management and property capacity


§	Strong asset quality, market positioning and demand


§	Strong financial strength including debt service coverage, loan to value and debt per unit


§	Bond structures that provide adequate reserves and protections to bondholders 


§	Credit enhancements


o	Main factors that affect rating scale (assuming no credit enhancement)


§	Weak management can move a rating on a good property to the non-investment grade category


§	Construction and rent-up risk needs to be quantified and controlled for investment grade ratings


§	Poor real estate quality, market positioning and demand cannot be “fixed” with high debt service coverage


§	Pooled financings generally can achieve higher ratings with appropriate financial support
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