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I.
INTRODUCTION


Thank you for providing me with the opportunity to appear before you to share my perspective on the critical issue of preserving the federally assisted housing stock that is at risk of loss to the nation’s affordable housing inventory.  My company was founded twelve years ago for the purpose of preserving federally assisted housing that could be lost either due to mortgage prepayment and conversion to market rate housing or where tenants faced displacement due to difficult physical or financial conditions.  The Chicago Community Development Corporation has acquired a portfolio of 1,850 units in the Chicago area and has served as a development consultant to resident and not-for-profit purchasers of 5,000 units of federally assisted housing.  Prior to becoming a developer I represented HUD-assisted tenants who were facing displacement due to 50% rent increases due to mortgage prepayments in my capacity as an attorney with the Legal Assistance Foundation of Chicago.  



My experience has taught me that preservation matters:  it matters to residents who live in fear of displacement when their Section 8 contract expires or mortgage can be prepaid; it matters to communities where these multifamily assets are significant components of the housing stock and where revitalization can create spin offs for other positive development; it matters to the 162,000 households in metropolitan Chicago with worst case housing needs who are on waiting lists that grow longer as the supply of units shrinks; it matters to employers in suburban areas who cannot find workers because there is no housing available for service employees; it matters to local and state government leaders facing an affordable housing crisis and who realize that if we lose one existing unit for every unit we produce with HOME and tax credits we are running in place, not getting ahead.  It matters to HUD; in Chicago the field office has been critically concerned with the preservation of the assisted stock that it underwrote and now oversees.  Nationally HUD has implemented initiatives in the past year that have preserved large numbers of at-risk units.

II.
CHARACTERISTICS OF THE FEDERALLY ASSISTED HOUSING STOCK 


A.
The Properties


In my experience as a developer and policy advocate committed to the preservation of the at risk federally assisted housing stock I have encountered numerous myths and misperceptions about the privately owned assisted housing stock that I believe are erroneous and which need to be addressed with facts about the inventory.  There is a common misperception that the inventory is physically and financially troubled which, if true, would be a basis for not making preservation a priority.  In fact, 84% of the 27,000 privately owned multifamily HUD assisted housing developments surveyed by third party inspectors in 1999 were found to be in excellent or standard condition.  Only 2.5% were severely distressed.  While there are over 27,000 privately owned developments that have been built with HUD assistance in the nation HUD currently owns less than 50 projects due to foreclosure.  While a troubled project might grab the headlines the fact is that the vast majority of the inventory is well located, in good condition and has a long or closed waiting list. 


Another common misperception is that the vast majority of the project-based Section 8 inventory is subsidized with rents that are well in excess of area market rents.  When the Mark to Market program was implemented it was projected that 67% of the projects would be required to go through a process of having their contract rents lowered to area market levels.  In fact, since the Mark to Market program has been in place, less than one third of the projects in Illinois with expiring contracts have been required to go through the Mark to Market program.  The majority of the units have rents at or below market and are either renewing their contracts at below market levels, seeking the incentives of the mark up to market initiative, or opting out.


B.
The Residents


Over 50% of the residents of the assisted portfolio are elderly and the federally assisted housing inventory offers quality housing to households with incomes below 30% of AMI at rents that typically do not exceed 30% of income.  Residents have average incomes of $10,000 according to HUD’s 1997 Picture of Subsidized Households and 50% of the family households have working members.  In the past 5 years hundreds of developments have benefited from resident services programs such as Neighborhood Networks Learning Centers.  Resident organizations have increased their efforts since 1997 due to funding of resident organizing by HUD.


C.
The Communities


Many of these developments were built in urban areas that suffered from disinvestment where land costs were low or in undeveloped suburban areas with cheap land. Many of these areas have now become “hot” real estate markets where assisted housing cannot now be built either due to cost or NIMBYism.  For example, there are 4,800 at-risk units in the Chicago suburbs sited in mixed income communities with strong employment opportunities.


The federally assisted housing stock truly is an irreplaceable resource and I believe we must include preservation as a key priority of any comprehensive housing strategy to address the affordable housing crisis.

III.
THE PRESERVATION CONTEXT NATIONALLY AND IN ILLINOIS


The federally assisted housing stock is an endangered species as we are losing units from the system at a greater pace than we can reasonably expect to produce new hard units.


Here are some key numbers developed by the National Housing Trust from HUD’s database:

· Since 1997 nearly 800 properties with 88,000 units have prepaid their HUD subsidized mortgages and raised rents on average by 45%;

· Since 1997 over 28,000 units have been lost in over 500 projects due to the owner’s decision to opt out of their project based Section 8 contract at contract expiration or by HUD’s decision to terminate assistance due to physical or financial conditions;

· In Illinois 1945 units have been lost due to prepayment and 724 units have been lost due to opt outs for a total loss of assisted units in the past three years of 2669;

· There are presently fourteen properties in Illinois that have given notice of their intent to opt out of the project based Section 8 program with 651 assisted units;

· 529 of the units at risk of loss due to opt out are located in the City of Chicago in vital mixed income communities where the cost of replacement housing is unaffordable;

· In the next five years contracts will expire on 14,850 properties with 1,036,893 project based Section 8 units;

· In Illinois over the next five years contracts will expire on 520 properties with 49, 119 project based Section 8 units.


It is important to note that in 1998, the last year for which information is presently available, the tax credit program produced 67,000 housing units.  Clearly the preservation of existing housing must be made a priority if we are to assure that the new units that are produced do not simply replace units that are being lost from the existing affordable housing inventory.


That is why I am pleased that Congress has acted on a bipartisan basis to provide sufficient appropriations to renew all expiring contracts each of the past 5 years and that the Bush administration has included funding for renewal of all expiring contracts in its FY 2002 HUD budget.  The passage of MAHRA in 1997, coupled with HUD’s Mark Up to Market initiative, have served to highlight the importance of preserving at-risk assisted housing.  We must build on this momentum to assure that we can stem the tide of lost units and limit the number of units lost to the maximum extent possible.


While the supply of assisted housing is shrinking, demand for affordable housing has never been greater.  5.4 households nationally, including 162,000 households in metropolitan Chicago, have worst case housing needs and pay more than 50% of income in rent or live in substandard conditions.  The Regional Rental Market Analysis recently completed by the Metropolitan Planning Commission found that there is only 1 unit of affordable housing available in our region for every 5 households below 30% of median income and that 52,000 rental housing units have been lost in our metropolitan market since 1990.  The study found that we have a tight rental housing market with an overall vacancy rate of 4.2%.  We also have a market that has had difficulty absorbing housing vouchers particularly in racially and economically integrated communities.  A study in 1998 by the Vorhees Center of the University of Illinois at Chicago found that 30% of the vouchers or certificates issued by the Chicago Housing Authority (“CHA”) were turned back by the program participant due to their inability to locate housing.  The difficulty in absorbing vouchers will be exacerbated in our marketplace by the confluence of an increased number of vouchers being issued by CHA residents facing the loss of their unit due to the public housing viability study and the increased number of vouchers being issued in connection with opt-outs and HUD enforcement.  These trends make the task of preservation of at-risk housing even more important so that we do not have a glut of voucher holders searching simultaneously in our tight housing market thus lessening the opportunity for successful use of the voucher.

IV.
THE PRESERVATION TOOL KIT

The good news in this story is that there are capable development entities, both for-profit and not-for-profit, both community-based and national in breadth, that have made preservation a focus of their development efforts.  Moreover, these organizations have developed financing mechanisms for preserving at-risk properties that can be replicated and which have strong state and local support.  The key tools in the preservation toolkit include:

A.
Private Activity Bonds with The Accompanying 4% Tax Credit


The vast majority of preservation recapitalizations with which I am familiar have been financed with tax-exempt private activity bonds coupled with equity raised from the sale of 4% tax credits issued in connection with the bonds, credits which are not subject to the tax credit per capita limits that govern the 9% tax credit.  The bonds are typically credit enhanced with FHA insurance, Fannie Mae or letters of credit issued by private lenders or the Federal Home Loan Bank Community Investment Program.


Tax-exempt bonds are an attractive financing tool because they provide first mortgage debt at rates from 4% to 6% depending on whether the bonds are issued at a variable or fixed rate and the equity that can be raised is not subject to the intense competition that arises with obtaining the relatively scarce 9% credits.  The recent increase in volume cap authority passed by Congress was welcome news to the housing preservation community.


Lenders, including FHA, and syndicators are willing to provide debt and equity to projects with Section 8 contracts that are subject to annual renewal if contract rents are established at or below area market rents and usually below tax credit ceiling rents.


B.
501(c)(3) Bonds

Financing first mortgages with 501(c)(3) bonds is advantageous since these bonds bear a lower interest rate than private activity bonds and are not subject to volume cap limitations.  However, since these bonds are not accompanied by tax credits the financing gap between total development cost and the first mortgage is greater when 501(c)(3) bonds are used which puts more pressure on state and local governments to use HOME and CDBG to fill the gap or to raise local resources to fill the gap.


C.
HUD and Congressional Initiatives
1. Mark Up to Market
This critically important initiative allows properties to be preserved either by stay in owners or through transfers for projects that are located in mixed income communities by increasing contract rent levels to area market rent levels in return for a commitment of continued renewal of Section 8 rental assistance.

2. IRP Decoupling
For the 447,000 units developed under Section 236 this innovative initiative developed over the past 3 years allows the Interest Reduction Payment stream to be redirected to newly issued debt and raises capital for the acquisition and renovation of Section 236 developments.

3. The IRP Grant Pool
There is presently $200 million in recaptured interest reduction payments pending release by OMB that Congress has authorized for the rehabilitation needs of the older-assisted stock.  Release of these funds would provide the necessary gap funding to assure preservation of up to 10,000 older assisted apartments in need of rehabilitation.

4.
Property Disposition Grants
HUD has authority to make grants to certain purchasers of properties that HUD owns or controls for up to 50% of total costs.  These grants are funded by the FHA insurance fund and have been utilized successfully in the Chicago area to stabilize large multifamily properties that went through foreclosure.

5.
HUD-Held Debt Strategies
In cases where HUD has received an assignment of a loan and is the lender it can act to facilitate recapitalization by subordinating and silencing its debt to allow new private capital to be invested in the property to fund rehabilitation.

6. HUD Multifamily Insurance Programs
It is critical to note that provision of credit subsidy for the existing HUD multifamily insurance programs such as 221(d)(4) and 223(f) is vitally important as FHA insurance is often a key tool in both taxable and tax exempt financings of preservation transactions.


D.
State and Local Governmental Gap Financing

State Housing Trust funds, such as the one administered by the Illinois Housing Development Authority and local initiatives such as utilization of incremental property tax revenues generated by recapitalizations or property tax abatement, are critical components in the preservation of at-risk housing.  Both IHDA and the City of Chicago have made preservation a funding priority and over 2,000 units have been preserved in Illinois in the past 2 years due to these commitments of resources.

E. Senior/Subordinant Debt Structures with Private Capital

National non-profit purchasers of at-risk properties are developing innovative preservation techniques including the financing of properties with conventional first mortgages with equity being supplied by foundations such as the MacArthur Foundation of Chicago through program related investments.

F. Federal Home Loan Bank Affordable Housing Program

The AHP program has been a key gap lender in a number of preservation transactions since preservation projects advance the core mission of the AHP program to assist households with very low incomes.

V.
POLICY PROPOSALS



I understand that the purpose of the Commission’s work is to make recommendations that will address a range of issues that are critically important to comprehensively addressing the affordable housing dilemmas that confront our nation.  With regard to the preservation of at-risk HUD-assisted housing I respectfully submit the following suggestions to you regarding policies that will help assure to the maximum extent feasible that we preserve the assets in our housing delivery system that are at-risk of loss and play a key part in meeting the needs of very low and extremely low income households:

A.
Preservation Does Matter and Funding for Preservation Matching Grants Should Be Authorized and Appropriated

At one time the federal government absorbed 100% of the cost of preserving at-risk properties and this model cannot be sustained in the current environment.  However, we must not let the pendulum swing to the point that preservation of federally assisted housing only occurs if state or local governments provide the necessary assistance.  A matching grant program, consistent with the provisions of the Vento/Ramstad Bill (H.R. 425), needs to be adopted either as stand alone legislation or as part of broader production initiatives that are being discussed.  We know how to preserve at-risk housing.  The most important need is for sufficient resources to be made available so that we can preserve at-risk housing on a broad scale.


B.
Exit Tax Relief

I am heartened that there are serious discussions about the inclusion of relief or deferral of non-cash gain on sale of HUD-assisted properties in tax policies that are being developed by the Congress.  A significant part of the HUD inventory is frozen in place and at-risk of deterioration as owners, who have little or no financial incentive to invest in the properties, decline to sell their properties because they do not wish to pay capital gains tax on the non-cash gain attributable to their negative basis in the property.  Linking exit tax relief to the quid pro quo that the property be transferred to a purchaser committed to a long-term use restriction will result in significant improvements in the housing stock as tired owners will move on to be replaced with socially motivated owners with resources available to meet the property’s needs.


C.
Maintenance of Existing Initiative Establishing Assistance at



Market Rent Levels

The consensus that has emerged over the past 5 years that the assisted inventory should be maintained, and maintained at rent levels that are at or below area market rents, is a critical consensus that must be maintained.  Throughout the mid-90’s residents, lenders, owners and communities experienced a great deal of anxiety that project-based assistance may be converted to housing vouchers with HUD-assisted properties converted into market rate housing.  The voucher initiative was rejected and renewal of assistance to quality properties with rents at or below market won the day as the appropriate policy and it is now the policy that has been adopted by Congress.  It is critical to maintain this policy going forward to assure that our stock is preserved and that stakeholders have relative certainty regarding the future of these properties.  It is crucial that the HUD initiatives referenced in Section IV.C. or my testimony be maintained by HUD’s new leadership so that preservation can be achieved.


D.
Place Based Services Make a Difference and Must Be Funded


HUD and the Department of Labor have implemented several successful initiatives that foster the integration of place based services with project based housing developments such as Neighborhood Network Computer Learning Centers, Wellness Centers to provide health referral services at large multifamily sites and Campus of Opportunity employment initiatives to assist TANF participants.  In light of the need for transition from welfare to work, housing policy should encourage the integration of employment, educational and child care services into large multifamily sites by designing community space as part of rehabilitation plans and providing operational support for successful programs through the Section 8 rental stream.


E.
Economic Integration Is Key


Another initiative that I believe will support the viability of older-assisted housing is to extend to project based Section 8 housing an earned income disregard for households that are transitioning from welfare to work and to implement a ceiling rent in project based Section 8 housing akin to that which is authorized for public housing.  For someone whose income is increasing Section 8 acts as a 30% tax on the growth in income and has the effect of discouraging work.  Moreover, if a ceiling rent was established tenants who experience a growth in income (up to a certain level such as 80% of median income), would have an economic incentive to stay in the development which lends stability to complexes that often suffer from the social effects that afflict people with little or no money.  A ceiling rent could also lessen the budgetary demands on the Section 8 program since working people paying a relatively higher rent will more likely remain rather than choosing to leave and being replaced typically by a household that will require a deeper operating subsidy.

F.
Use of Equity from LIHPRHA Properties

A sponsor of a LIHPRHA property that has a 221(d)(3) mortgage that will mature in five years and a capital grant suggested an innovative idea that I would like to share with you.  The concept is that LIHPRHA properties that were preserved with capital grants are rent restricted for fifty years but have mortgages maturing in the next five to ten years.  When these mortgages mature the net operating income that is utilized to pay those mortgages will be freed up and cannot be distributed to the non-profit owner.  The suggestion is that Congress should authorize these non-profit sponsors to utilize this net operating income to take out a loan secured by the property and to utilize the proceeds to advance their affordable housing mission.  If necessary some of the proceeds could be reserved for future capital needs of the underlying asset.  This proposal would not adversely impact the residents who would not experience an increase in rent and would generate a significant amount of capital that could be directed to affordable housing preservation or production.

G.
Property Disposition Policy Should Further Preservation of At-Risk Stock

Through its enforcement initiatives HUD has the potential to opt out of more Section 8 contracts than the private owners will opt-out of.  It is critical that HUD and Congress implement enforcement and disposition strategies that make voucherization of the troubled housing stock a last resort.  There are surely are some cases where a property is not a viable asset and should not be retained in the system.  However, numerous troubled properties are troubled because there has been no incentive for the current owner to attend to the property due to the 1986 Tax Reform Act’s elimination of the passive loss benefits to limited partners.  The properties themselves may be well located and merit retention in the supply and so it is critical that HUD aggressively utilize its disposition grant authority and its Congressional authorization to dispose of properties with project based assistance in place in order to preserve housing that may fall out of the affordable housing supply.

H.
Displacement Prevention

In some cases opt outs cannot be avoided as owners have no desire to continue participation in the program.  In these cases where enhanced voucher assistance is provided to prevent tenant displacement it is essential that HUD enforce the tenant’s statutory right to remain at the development and the owner’s duty to accept the voucher assistance so as to prevent displacement.

I.
Support for Preservation Purchasers

In order to achieve the preservation of the at risk inventory it is necessary to have both financial resources and a diverse stable of purchasers, both for profit and not for profit, that are ready, willing and able to take on the ownership of the properties and to succeed as owners.  The National Housing Trust/Enterprise Corp., the National Housing Development Corporation and the Housing Partnership Network are to be applauded for their initiative in developing strategies for preserving large portions of the HUD assisted portfolio.  Their work merits your review to assess which of the national models that are in development are most successful and what we can learn from these initiatives regarding the needs for predevelopment funding, equity capital for investment in at risk properties and capacity building for the entities that purchase the properties to assure that they can succeed.


Thank you for your interest in this topic and in solving our nation’s affordable housing crisis.  I look forward to your report and to working with you to implement creative initiatives to expand the supply of affordable housing.
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