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1) Thank you for the opportunity to speak on this very important topic--affordable housing and community development lending is critical to our neighborhoods.

2) Background of the JPMorgan Chase Community Development Group:

a) Mission -  Strengthening the Communities in which we do business through:

i) Expanding access to credit,

ii) Leadership by example,

iii) Bringing to our communities the full resources of JPMorganChase.

b) A Record of Lending and Investment--Being a Bank.

i) Last year alone, directly provided $500 million in community development loans leading to the development of 4,234 units of affordable housing and 237,000 square feet of commercial space in LMI communities.

ii) Plus $150 million in residential mortgages and small business loans which supplemented the lending done by the mainline mortgage and small business units.

iii) In the past 2 years, provided loans, investments or advisory services to more than 75 community development loan funds.

iv) During that same period built community development lending and investment portfolios with commitments in excess of $2 billion.

3) My time is limited so I will not use it to cover all of the issues critical to the development and preservation of affordable housing, such as predictable and easily accessible sources of grants to fill the economic gap inherent in creating or preserving units that are affordable, exit taxes, etc.  (I do endorse the recommendations made by Joseph Reilly who heads the community development real estate unit of the JPMorgan Chase Community Development Group and testified in Washington on behalf of NAAHL, the National Association of Affordable Housing Lenders.)

4) Instead, I want to address a particular problem, that of the difficulty of finding permanent financing for multi-family buildings and for other types of community development projects.

5) The challenge is to find a way to broaden access to the secondary market for the sale of mortgages, that is to motivate the private sector to fill the vacuum.

a) All the expertise needed is already resident in the private sector to provide the underwriting/rating services needed to support a market-based solution.

b) Two possible approaches (not mutually exclusive):

i) Engage more actively real estate conduits and rating agencies

ii) Develop an insurance product which can be available across the country, much as the State of New York Insurance Agency (SONYMA) and the Residential Mortgage Insurance Corp. (REMIC) make it possible to sell mortgages on community development projects (mainly multi-family projects) to the New York State and City pension funds.

6) Some Relevant JPMorgan Chase Experience: 

a) When properly underwritten, credit is not an issue--both construction and permanent loans perform as well as conventional loans.
b) These properties do need to be properly managed, just like any other real estate asset.
c) While community development loans are no more risky than other real estate loans, they are more labor intensive and therefore less profitable. 

d) These higher costs result not only from the additional work required to structure these deals and from often working with not-for-profit developers that may have less experience, but also from the extra effort and skills required to understand the underwriting risks.

e) While the costs are often higher, the fees are also lower since community development loans are generally smaller in size than other real estate loans

f) One clear obstacle to private sector involvement in the underwriting, insuring, packaging and selling these loans is the lower (sometimes negative) profitability.
7) Therefore, transaction subsidies might provide a way to mobilize the private sector to develop a market solution, eliminating the need for the public sector to set up a vehicle to share risk, an approach that has up to this time found only limited support/success. 

8) The subsidies are needed to offset the higher transaction costs for underwriting these more complex deals and the lower fees from the smaller deal sizes.

9) To engage the private sector, the level of subsidy may need initially to be higher to cover the costs of upfront R&D or to jump start the process.

10) Comparing Affordable Housing and Community Development Loans with the Common Elements for Successful Securitization 

a) The essential element for any asset securitization is standardization with most of the following characteristics:

i) History of financial performance 

ii) Strong debt service coverage (1.25x)

iii) Moderate Loan to Value (75%)

iv) Adequate property reserves

v) Single Purpose Entity Legal Structure with no material assets or liabilities outside of the property

vi) No subordinate Debt

vii) Standardized legal documentation

b) In general community development multifamily housing projects share these characteristics except for:

i) Higher loan-to-value ratios

ii) Government subsidies in the form of subordinate mortgages

iii) Customized legal documentation. 

11) These exceptions need not be fatal.

a) The underwriting, legal, and rating agency expertise exists to understand the asset class.

b) The risk is no higher, just needs more effort to understand.

i) Higher loan to value ratios are mitigated by the well-documented demand for affordable housing that keeps vacancy rates low. 

ii) Much of the subordinate debt is held by federal, state, or local governments which are primarily motivated to leave in place owners that are running and maintaining their property well.  Experience has shown that the subordinate mortgagee is very reluctant to assert its rights in a foreclosure action.

c) A significant amount of up front legal work may initially be required to have standardized documentation in place that facilitates the sale of the loan for ultimate securitization.

d) Ratings Agency Review – The case will have to be made to the ratings agencies on the risk profile of this asset class. But, as mentioned earlier, we believe that it is a case that can be successfully made so that the securitization pools will be investment grade.

12) A Place to Start—Permanent financing for housing created through the use of low income housing tax credits.  This market already has the advantages of:

a) Well developed expertise that understands the risks of investing in tax credit projects.

b) Scale--already a multi-billion dollar industry.

c) A “standardized” product.

13) Community development has evolved rapidly in the past decade, but the market is not fully developed or functioning as efficiently as it could.

a) Only a few years ago, few investors understood how to evaluate the risks and rewards of investments in Low Income Housing Tax Credits (LIHTC).

b) The opportunity now exists to attract the private sector to provide permanent financing as willingly as it has provided equity for the LIHTC.

c) Transaction subsidies could create incentives for the private sector to do the research and underwriting required to understand these smaller sized deals.

14) By allowing markets to work efficiently, the use of transaction subsidies could make possible the creation of a private sector secondary market mechanism that could in turn lead to an increase in production and productivity, ultimately leading to an increase in capital for our communities.

