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Thank you for allowing me the opportunity to speak with you today concerning the crisis in affordable housing.   I offer the following testimony based upon my twenty-one years of experience as a commercial banker, as a senior staff member within the U.S. Department of Housing & Urban Development, and as a past legislative assistant for housing and economic development on Capitol Hill.   

In 1999, FleetBoston’s Community Banking Group (FCBG) was the honored recipient of the “Ron Brown Award,” presented by the Vice President of the United States in recognition for exemplary corporate social responsibility.  In a 1998 Fortune Magazine article entitled “Banking On Urban America,” the Community Banking Group was referred to as “… the most ambitious and radical urban banking initiative in the Nation.”  

The mission of FCBG’s Commercial Real Estate unit is to provide credit and equity products to urban and inner-city-focused developers whose efforts are targeted to affordable housing and economic revitalization.  One-half of the unit’s customer base consists of non-profit organizations, with the balance representing smaller-scale and middle-market builders and developers.    Most of  FCBG’s customers are also core users of public sector programs.  FCBG, which specifically focuses on “neighborhood-based” rather than “regional-impact” projects, has financed approximately 1,000 units of housing and provided economic development funding for projects which have created or retained over 1,000 jobs.   

Critical to FCBG’s business success has been the formation of “private-public partnerships” with various New England local governments, particularly the City of Boston.  Approximately sixty-percent of all projects funded by FCBG over a six-year period include subordinated debt and/or equity provided by the public sector, quasi-public sector loan products, or subordinated private sector debt or equity.  Many projects are “capital structure challenges” for the Bank, its customers, and for local government.  Due in great part to the innovation of the City of Boston, the support of State government, and flexibility practiced by the banking community, significant successes have been achieved.  As one measurement of this success, the City of Boston has lost no affordable units to date as a result of “expiring use” issues.        

All parties interested in the provision of affordable housing now face a major challenge.    While traditionally the private sector is credited with being the catalyst for change, it is the public sector that now shares this equal burden if affordable housing needs are to be effectively addressed.  This must include: (1) a new production initiative especially targeted to “tight” housing markets; (2) increased local control; and (3) a willingness by the federal government to re-examine certain policies, so that local government can better leverage private financing opportunities.

One of the most efficient and effective ways to produce affordable housing is through private-public partnerships.  Such partnerships permit local government to leverage limited public financial resources with private dollars.  Secondly, when local government and banks enter into a “programmatic” or “client” relationship with each another, economies of scale can occur.   This can result in substantially reduced transaction costs.       

The Multifamily Housing Supply & Demand Crisis

The Competition for Subsidy Dollars

According to the U.S. Bureau of the Census, the average home in Massachusetts costs $236,000, compared to $159,000 across the country as a whole.  This is the highest average home price in the United States.  Factors impacting housing cost include level of wages, material costs, equipment, restrictions concerning land availability, environmental protections, and housing productivity.  Such costs are 15% higher in Massachusetts than the national average, with California second at 14%.

In higher-cost cities such as Boston, homeownership opportunities for low-and-moderate income households cannot be financed exclusively by conventional private sector debt.  The problem is further exacerbated by the competition for limited public sector dollars between projects targeted to the 80% of median income household and those targeted to 60% of median income and below.  In order to meet even the most flexible conventional underwriting standards offered by the banking community, it is not uncommon in Boston for mixed-income, multi-family homeownership projects to include 90% market-rate units.  This very high proportion of market-rate units is required to subsidize the sales prices of the affordable units, which may be priced at $140,000 or more.  Even in this instance, public sector subsidies may include land-cost write-downs of city-owned sites and a $50,000 or more construction subsidy per unit.  With projects that set-aside a greater proportion of affordable units, the subsidy amount per unit can reach $75,000 to $100,000 with additional costs related to necessary environmental requirements, limited availability of land, and land use and zoning restrictions.  The total cost of a multifamily development can easily reach $200,000 per unit.     

Another issue is the competition for the use of certain Federal funds that exists between affordable housing needs and economic development activities – the latter being so critical to the viability of inner city neighborhoods.  Community Development Block Grant funds are a key example of this tension, while the potential elimination of the Economic Development Initiative, used in conjunction with the HUD Section 108 Loan Guarantee program, would worsen the tension.    

In attempting to respond to the affordable housing crisis in Massachusetts, officials are making significant efforts to supplement current Federal resources.  This is evidenced by a sample of several initiatives:    


Local, State, and Private Sector Initiatives

The City of Boston:  The City of Boston, in particular, has been extremely pro-active in attempting to structure innovative financing partnerships with the private sector.  One initiative is the city’s “Linkage Program”.  The Program requires developers of larger non-residential projects to remit a fee equal to $5 per square foot to the Neighborhood Housing Trust for the provision of affordable housing and $1 per square foot to the Neighborhood Jobs Trust.  

Deferred payments, which can occur over a seven or twelve-year period, allow developers to pay fees out of operating cash flow.  The City maintains the right to require the developer to post a letter-of-credit as security for the payments, although this is rarely done.  The City also maintains the authority to retroactively revoke zoning approval for the commercial project should a default of Linkage Payments occur.  The City has recently proposed a fee increase from $5.00 to $7.18 per square foot under the Linkage Program.  Specifically, the City and banking community are working together so that amortized payments under the Linkage Program can be securitized, thus facilitating a bank  “bridge loan product” for the financing of affordable housing projects.    

The Commonwealth of Massachusetts:  The legislature of The Commonwealth of Massachusetts has recently passed a State tax credit program modeled after the Federal program.  According to a study completed by The Center for Urban and Regional Policy at Northeastern University (partially funded by FleetBoston), the new tax credit initiative is projected to finance up to 3,500 new units for low and moderate-income households.  Additionally, the State legislature is in the process of adopting a $500 million housing bond bill, which if passed, will be the third such initiative by the State in the last 9 years.     

An Affordable Housing Trust Fund was also recently established by the State legislature, initially to be capitalized by $100 million of surplus income tax revenue in annual increments of $20 million over five years.  Up to 25% of the initial capitalization is targeted for the rehabilitation of State-owned public housing.  The absence of a Federal housing production initiative, however, has the following impact:  (1) it becomes extremely difficult for local government to take older State public housing units off the market, fearing a net loss of housing units; and (2) it creates an impediment to mixed-income, inner city housing.     

University Community: Harvard University has recently approved a $20 million grant for affordable housing that is funneled through several Community Development Financial Institutions or intermediaries, including the Local Initiatives Support Corporation and Boston Community Capital.  In turn, these organizations are lending Harvard’s grant funds at substantially below-market rates to non-profit developers of affordable housing.   

Northeastern University has also entered into agreements with developers for the joint funding of new student housing and “companion” affordable housing projects for local residents on University-owned land.

Massachusetts Insurance Companies: The consortium of Massachusetts-based life insurance companies and property and casualty companies has established two independent CRA-based funds for affordable housing under the so-called “Life Initiative” and the “Property & Casualty Initiative”.  A total of $250 million has been committed for a five-year period in return for State tax credits.  Funds may be used as either debt or equity.  There is also greater flexibility than financing offered by the banking community, as there is little regulatory oversight over these “CRA funds”.

New England-Based Banking Institutions:  The regional banking industry has been very willing to offer significantly discounted pricing on the financing of affordable housing projects.  Discounts can be greater than 200 basis points off the target pricing, while CRA-based equity investments (non-tax credit deals) sometimes reflect returns that are one-third of the market rate.    

There is increasing unwillingness to make major concessions on CRA-based deal structures where direct lending is concerned, as the signs of a slowing economy continue to emerge and credit-tightening occurs industry and product wide; (this “scrutiny” is not limited to CRA-based projects).  A major exception, however, is where the banks view the injection of public sector debt or grants as equity and a risk-sharing relationship is formed between the private and public sector.  In this instance, local government on a project-by-project basis can significantly “drive” the financing process on critical projects, even in a slowing economy.     

Alternatively, banks primarily will make major credit concessions through the direct funding of intermediaries, i.e., Community Development Financial Institutions, other quasi-public organizations, Statewide loan pools or affordable housing equity funds.  For example, in 1999, FleetBoston Financial committed to the Massachusetts Housing Partnership (MHP) Fund $12 million in grant funding and an additional $140 million in below market rate loans to developers and investors of affordable housing.  MHP in turn offers to investors longer-term permanent financing for affordable housing at attractive rates generally unavailable in the private market.  FleetBoston is also the major equity investor in the Massachusetts Housing Investment Corporation (MHIC), a low-yield investment participated in by area banks and other funders.  MHIC provides construction financing and equity for affordable housing and has a customer base that consists primarily of non-profit organizations and smaller scale builder-developers.  MHIC also offers several loan products that are not generally available within the local banking community.

The ultimate challenge to the provision of affordable housing, as every participant in the process knows, is that cost exceeds property value.   If property values are adjusted downward due to public sector-enforced income-restrictions even in the event of default, the potential loan-to-value differential becomes greater.  In non-Low Income Housing Tax Credit projects, the financing gap can only be addressed by public sector funds or foundation-based dollars.            

Suggested Federal Initiatives          

States, local government and the private sector have been innovative in attempting to address the affordable housing crisis through financing partnerships or joint efforts to raise needed capital.  Without a significant commitment from the Federal government – including a programmatic structure that encourages substantial leveraging of public sector dollars with private sector financing –  the housing crisis will only become more acute.  If this joint effort is to be successful, the Federal government must re-examine certain policies to attract private financing and allow more local governmental control.   Also, annually proposed funding levels must recognize that there is substantial competition for the same funds between projects which are targeted to different income groups (all at or below 80% of median income).  The Federal government should recognize that there is a need for a housing production program in markets where demand substantially exceeds supply.  

Case for a Federal Housing Production & Preservation Effort

(1)  Background

In its 2001 report entitled The State of the Nation’s Housing, Harvard’s Joint Center for Housing Studies cites the following with regard to market rate apartments:  “… the multifamily rental stock [in the Nation] has been hard hit by losses.  Almost 1.4 million units in multifamily buildings with two-to-four apartments [only] were either converted or demolished during the 1990’s.  New construction between 1985 and 1999 added only about 400,000 apartments in these small buildings, leaving a net loss of nearly one million units of this type.”  With regard to apartment buildings of five or more units, The Joint Center reports that “… the net number of rental units… increased by only 350,000 for the decade.  Although new construction added over 1.6 million [new units], fully 1.25 million were removed from the market over the course of the 1990’s.”    

Consider also the following statistic from The Joint Center for Housing Studies, with regard to assisted housing:

“The Federal government [Nation-wide] provides rental assistance to about 4.6 million extremely and very-low income renters. Roughly 1.3 million are tenants in public housing, 1.9 million live in privately owned buildings with subsidies tied to the properties, and 1.4 million receive vouchers to rent private market units that meet Federal requirements.  More than twice as many extremely and very low-income renter households (9.7 million) receive no Federal housing assistance.”       

Given the profile of the Nation’s multifamily housing, the challenge to current Federal policy and current resources can be highlighted by the following:  

· Twenty-eight percent of the Nation’s assisted housing is public housing.

There is a lack of adequate resources for the preservation of less dense public housing, which absent any significant production of replacement units, will result in a significant net loss of affordable housing.

· Substantial “expiring use” issues threaten the stock of affordable housing.  In several localities affordable units will be substantially converted to “high-end” market rate housing.  In New England, 50,000 assisted rental units are scheduled to reach “expiring use” status over the next five years.

· There are escalating subsidy costs associated with the rental voucher effort, sparked by “tight” housing markets.  Currently, 30% of the assistance provided to lower income households is through this means.  Consider the following vacancy rates: Orange County, California (2.2%); Bergen-Passaic, New Jersey (1.9%); San Francisco (3.1%); and Boston (2.7%).    

As cited in the Harvard study, despite a growth lag in numbers of households during the 1990’s, rental vacancy rates have decreased in one-half of the 75 largest metropolitan areas during this period, substantially due to the net losses in market-rate rental stock.        



 (2)  Federal Production & Preservation Initiatives
Versions of a Housing Trust Fund have been proposed in both the House and in the Senate.    Without commenting on the specific merits of this proposed initiative, it seems undeniable that some Federal housing production program is a requirement, if the “supply and demand” problem in tight housing markets is to be effectively addressed.   

The subsidy costs of mixed-income, multi-family homeownership is becoming prohibitively expensive as the sole means by which to house many lower-income and some moderate-income households.  As we are aware, many low and moderate-income households in high cost areas, even with recently adjusted Section 8 subsidies, are not able to find rental units.  Consequently, vouchers are being returned as landlords have no economic incentive to participate in the Section 8 program.  The future expected cost of Federal and local rent subsidies and the cost of refinancing older “expiring use” properties could only substantially escalate without additional production.   

A potential guideline for Trust Funds associated with a rental production initiative might include the following:

(a) Funds would be awarded on a competitive basis and targeted to projects located in neighborhoods where public funds are most needed in order to attract private financing.  A critical element of the program should be to maximize private investment with the use of public funds. 

(b) Funds would be targeted to neighborhoods where “market rate” rents lag behind the local jurisdiction average.  In these instances, it is more difficult for market rate units to substantially “carry” the construction or rehab costs of the subsidized units.  The goal is to use production subsidies to spur mixed-income rental projects in areas of disinvestment and in areas where there are concentrations of lower income units.   Alternatively, however, an equal emphasis could be placed on projects in more economically stable or middle-income neighborhoods.  Projects would be required to reflect higher percentages of affordable units, with even a stronger requirement for private sector financing to complement any public funds.   

(c) An emphasis should be placed on projects which can be subsidized through a write-down (or contribution) of publicly owned land.  This may include a ground lease or land sale.       

(d) The program competition should be limited to “tight” housing market areas and targeted to smaller (under 50-unit) properties that may not be cost-effective to undertake with Low Income Housing Tax Credits.      

Supplemental HOME Fund Program

As an alternative to a new production program, consider a smaller housing initiative through a competitive “HOME Supplemental” program, again limited to “tight” housing markets.       

The program would be less costly, building off the current “administrative chassis” of the HOME program, but would provide for regulatory flexibility and meet the objectives referenced above under the Housing Trust initiative.  The program would be funded on a competitive basis from the same source of funds otherwise proposed for the Housing Trust Fund.  

A “Special Allocation” Homeownership Tax Credit

The New England Housing Network supports a single-family tax credit initiative.   Given the dynamics of the Boston marketplace and other communities where developable land is scarce, an option should be added to include developer tax credits for multi-family homeownership projects as well.  There should be flexibility to include the development of two-family structures built on the inventory of publicly owned land, with the “second” unit reserved as an affordable rental and as a supplemental income source for the homebuyer.  Maximum local flexibility is required in order to account for the diversity of housing stock that would qualify under this tax credit initiative.

Preservation of Lesser Density Public Housing

Funding for public housing modernization subsidies should not be eroded.  Mixed-income housing and the reduction in public housing unit density should be a major objective of the national housing effort.  However, as many have already argued, Hope VI without a “companion” housing preservation effort will result in the potential net loss of units.  Hope VI also further increases the level of competition for Low Income Housing Tax Credits associated with other projects targeted to lower income households.      

The Federal government should be an active partner with Local Housing Authorities and the private sector in providing for the preservation of lower density public housing, particularly in markets where demand substantially exceeds supply.  Housing practitioners, some LHAs and the private financial markets have had broad range discussions or placed into practice on a more isolated basis a financing structure where short-term bonds are issued by LHAs.  The bonds would be FHA-insured or co-insured jointly between the Federal government and the State.  The FHA would essentially insure only the payments required under HUD’s “Annual Contributions Contract” which in turn pay debt service on the bonds.  The insurance is required as payments under the ACC are subject to adequate annual appropriations of Public Housing Modernization funds.  The level of FHA risk that is assumed, however, would arguably be “controlled” by Congress in that FHA insurance payments would only be triggered if annual appropriations were insufficient to make the bond payments.    

There are, of course, LHA operating risks associated with pledging a proportion of its ACC payments over a multi-year period.  This initiative should perhaps be implemented on a “pilot” basis, restricted to the following:  (1) only “high” performance, financially sound LHAs as determined by HUD would participate; (2) the public housing project(s) to be renovated are of lower density; and (3) the LHA must serve a locality that suffers from substantial “supply and demand” problems in the private marketplace.

A LHA based in Connecticut issued a bond last year for the renovation of units, with a credit enhancement provided by a letter-of-credit issued by a regional bank.  There was no FHA role, with the bank apparently willing to accept the risk of future ACC payments on an exception basis.  In any event, some LHAs are already investigating variations of this initiative and the Federal government should carefully consider their proposals while soliciting the comments of the private sector.  In order to “begin the conversation” with the private sector, bond payments will need to be insured if this is to occur on any volume basis.

Need for More Flexibility & Local Control  
The private financing market does not like uncertainty, entangled or seemingly inconsistent Federal rules and regulations.   The following recommendations should be considered if local governments are to form more effective financing partnerships with the private sector.       

Length of Section 8 Contracts

HUD Section 8 contracts may be issued for a 20-year, 15-year, 5 year, or 1-year term, frequently depending upon the underlying mortgage or capital structure of the project.  For example, LIHPHRA projects may only be approved for a 1-year contract term.  In situations where a commercial bank (or the private market) is willing to commit to longer-term mortgages, the term of the Section 8 Contract should be coterminous with the mortgage.  ACC term aside, there is the risk of Section 8 subsidies being subject to annual appropriations.  In order to meet CRA-related obligations, banks have made permanent loans to projects with Section 8 subsidies, accepting the appropriations risk and the risk of default should the subsidy be eliminated or be significantly reduced.   

Project-Based Section 8

The preferred “product” from the private sector’s viewpoint, of course, is the project-based Section 8 rent subsidy.  Although there has been an issue as to the adequacy of rent escalators during the long term of the contract, subsidies “tied” to the collateral are logically preferred.  HUD allows up to 20% of Section 8 certificates to be converted to project-based assistance.  The recommendation here is that HUD waive the 20% “ceiling” if a specific project can attract private financing, even though the locality may have exceeded the “20% ceiling” on a global basis.        

With regard to the term of ACC contracts and the availability of project-based Section 8 subsidies, it should be realized that private financing would not be attracted to projects without a perceived long-term subsidy commitment by the Federal government.  The annual appropriations process and the potential that future programmatic cutbacks could “throw projects into default” are impediments to private market financing.  Given these risks, some form of Federal insurance (or State co-insurance) is a necessity in order to attract private sector participation. 

Program Requirements Under CDBG and HOME

The capital structures of smaller (less than 50 unit) projects can be time-consuming and cost-inefficient.  Yet the realities of limited land availability and the composition of the existing housing stock, cannot exclude smaller properties from any comprehensive housing policy.  This is particularly true in New England.  On a project-by-project basis, local government cannot achieve maximum leverage with private sector financing opportunities unless Federal rules, regulations and guidelines are continually evaluated with the input of local government and the private financing community.   We see this as an ongoing challenge.      

Very simply, projects with Federal subsidies must attract more private capital.   Potential changes are recommended in two areas--- as a beginning.      

· HOME essentially has a standard where at least 90% of households must be at or below 60% of median income.  Amend this HOME regulation to reflect the same “80% of median income” requirement that applies to the CDBG program.

· Currently, 51% of the beneficiaries of a CDBG-funded project must be at or below 80% of median.  This regulation applies if any block grant dollars are injected into the project.  Replace this requirement with a maximum allowed percentage of a project’s cost that may be funded by CDBG dollars before the “80% of median income” requirement is triggered.  (No change in the current CDBG requirement is suggested for non-housing activities).  

The current requirements cited above may be counter-productive if the goal is to produce more affordable housing, attract greater private capital, and give local government the flexibility it needs to carryout its overall housing strategy with limited resources.  HUD must enable local governments maximum flexibility in the capital structure of affordable housing projects.                     

The Role of FannieMae

Although FannieMae is not a Federal agency, it nevertheless has a congressional charter.

Let me be clear.  FNMA’s contribution to the national housing effort has been tremendous, second to none.  While FNMA has been willing to commit significant dollars to various programmatic initiatives, some would argue that converting multifamily initiatives into actual “closed deals” has been problematic.    The willingness of the banking community to underwrite longer-term mortgages on multifamily projects, even on a selective basis, will require a more proactive response by FNMA’s multifamily housing division.   This might include more flexible underwriting standards on 5-25 unit multifamily properties--- specifically the purchase from banks of non-recourse debt where:  (1) smaller properties have been renovated or already meet minimum physical standards; and (2) a portfolio of properties has been “seasoned” for a reasonable period of time, prior to purchase.   Under this initiative, units would remain rented at Section 8 market rates.    In essence, the small property owner receives a non-recourse loan at a competitive rate in return for maintaining rents at the Section 8 level.   This product would be targeted to smaller, less costly housing markets where Section 8 rent levels are approximate to stable, market rate rents (e.g. Hartford as opposed to Boston).   This effort would require coordination between FNMA and HUD. 

Summary Conclusion

The common themes coming from the regional hearings conducted to date by the Millennial Housing Commission have been calls for new funding, more local control of Federal housing subsidies, and more flexibility.  These same themes are repeated in my observations and recommendations. 

Key Recommendations for Federal Initiatives

1. Institute a housing production program similar in concept to the Housing Trust Fund program being proposed in Congress, funded from FHA-based revenues.   In lieu of this, consider a new, more flexible “HOME Supplemental” fund/program which would also be offered on a competitive basis in “tight” housing markets. 

2. A Federal preservation initiative where FHA or FHA and the State would be co-insurers for a LHA bond program to fund the renovation or rehabilitation of lower-density public housing units administered by well-run LHAs.

3. A “Special Allocation” Homeownership Tax Credit program administered similar to the current LIHTC (rental) program.  Investor tax credits would be available for minimum-unit developments and for “single-family” properties as defined by FannieMae. 

4. Amend factors that determine the term of HUD Section 8 rent subsidies so that regardless of other subsidies associated with a project, the term of the HAP Contract would be at least equal, if not longer, to the mortgage term of the conventional lender.

5.
Bring additional flexibility to “income restriction regulations” currently associated with the CDBG and HOME programs.  Income restrictions for HOME and CDBG should be consistent.

6.   Increase the 20% “conversion” ceiling concerning Section 8 rent subsidies so that this ceiling could be waived in order to attract private sector financing.     

7.  Although not technically a “federal initiative,” FannieMae must nevertheless become more proactive in working with the banking community on multifamily products that are attractive for both parties
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