Millennial Housing Commission

Preservation and Tax Issues Task Forces

Defining a “Preservation Transaction”

Overview

Eligibility for the proposed preservation tax incentive would be limited to “preservation transactions” in which a desirable property is preserved for sustainable long-term affordable housing use, in the hands of a “preserving entity.”  The key elements are therefore:

· Preservation-worthiness.

· Sustainability

· Long term affordable housing use agreement

· Preserving Entity

A suitably qualified entity, such as a State HFA, would certify a proposed transfer as a “preservation transaction” on behalf of government.  This paper outlines potential criteria for the determination of a “preservation transaction.”

Determining Preservation-Worthiness

Objective. The property – once in the hands of the purchaser -- should be of acceptable quality (viable neighborhood, physically viable, financially viable, regarded positively by residents and local community).  To the extent the property is not already of acceptable quality:

· Assess Whether Redevelopment or Demolition is Appropriate.  Determine whether the property should be continued in its current configuration or not.  See Appendix 1, drawn from the Preservation background paper.

· Comprehensive Assessment.  The property should undergo a comprehensive assessment to determine what needs to be changed in order to achieve acceptable quality.  See Appendix 2, drawn from the Preservation background paper.

· Preservation Plan.  The purchaser would make a proposal to remedy any deficiencies in quality. 

Thus, the property need not of acceptable quality in the hands of the seller; indeed, one goal of preservation is to salvage potentially valuable but troubled properties, cure the problems, and preserve them as improved.

Determining Sustainability

The property should undergo a comprehensive assessment (see Appendix 2).   The results of the assessment will then used by the purchaser to craft a financing and operations plan that is consistent with sustainability principles. The plan may call for government subsidies (LIHTC, etc.) to pay for sustainability modifications such as:

· Reduce debt to a level that is consistent with sustainability.  The property may need increased operating expenses and likely will need increased Reserve deposits vs. its pre-preservation condition.  The property may also need increased vacancy allowance / increased debt service coverage, so as to be able to weather moderate stresses.

· Funding to eliminate capital needs backlogs so that the property, with a Reserve deposit sized for sustainability, can be adequately maintained over the long term.

· Improvements to bolster the property’s competitive position (e.g., curb appeal improvements) and/or reduce its ongoing operating expenses (e.g., HVAC system modifications for improved efficiency).

Thus, the property need not be in sustainable condition in the hands of the seller but would have to be put into sustainable condition through the preservation transaction.  

Use Agreement Standards For A “Preservation Transaction”

[From the Sustainability paper] The availability of the property for long-term affordable housing use is assured through a binding covenant running with the land.  The long-term affordability of the property is not dependent on the identity or motivations of the sponsor, and is assured even if the property fails financially and undergoes a workout or a foreclosure.  The length of the use agreement term and the level of affordability it requires are appropriate for the property, its target resident population, and the subsidies with which it is financed.  Long use agreements provide increasing flexibility (for example, in income mixes) over the term.

[From the Preservation Tax Incentive paper]:

· Length.  There is general agreement on two points.  First, the term should be as long as practicable.  Second, the longer the term, the more carefully the use agreement must be drafted, in case it later makes sense to demolish, redevelop, or change use.

· Priority.  Most argue that the use agreement should be a covenant running with the land.  As such, it would prime the 1st mortgage and would survive foreclosure.  However, such a structure would make financing more difficult to secure, more expensive, or both.  It is likely that the financing markets will adjust.  It is less likely that affordability would survive a foreclosure, absent a use agreement that primes the lender.
· Number of Units.  Comparable programs restrict 20% to 100% of the units.  In the context of a preservation tax incentive, a strong argument can be made for 100% restriction because the a preservation tax incentive covered 100% of the units.  Restricting 100% of the units seems fully appropriate.
· Affordability Standard.  There is much to be said for the LIHTC standard (maximum rent at 30% of 60% of area median income).  However, the LIHTC restriction is often above local market rents and thus is “out of the money.”  The affordability could therefore be expressed as the lower of the LIHTC standard, or [10]% below market.  A potentially attractive hybrid approach is to apply the LIHTC standard (not to exceed market) to all units and to further require a percentage of units, distributed across unit types, to have rents [10]% below that level.
· Use Agreement Monitoring.  It should be noted that there would be a need for someone to monitor compliance with the use agreement.

Defining “Preserving Entity”

[From Sustainability paper] The ownership entity is led by a “preserving entity” that combines a commitment to affordable housing, strong real estate and business skills, and the organizational capability to conceptualize, package, develop, stabilize, and operate affordable housing.  

[From Preservation Tax Incentive paper] Some argue that only nonprofits (or only certain sub-categories of nonprofits) should qualify. Others argue that business capability, commitment to the affordable housing mission, and financial capability are the most relevant criteria. Moreover, in many areas of the country, there is an inadequate supply of highly capable nonprofits.  It seems clear that both nonprofit and for-profit entities should be able to qualify.  Extension of ‘preserving entity’ status to for-profit entities places additional emphasis on the long-term use agreement. Governmental agencies (e.g., public housing authorities, redevelopment authorities) should also be able to qualify.

Potential “Preserving Entity” Requirements. [from Preservation Tax Incentive paper]

· Access to Capital.  Ability to finance the acquisition of the property plus any renovation needed.  One potential qualification would be the expressed willingness of the state housing finance agency to have the entity as a borrower
.

· Capability.  Demonstrated capability to acquire, finance, rehabilitate, and manage affordable housing.  In the world of market rate apartments, capability is measured primarily based on experience and past performance.

· Commitment to Affordable Housing.  Though essential, this would admittedly be difficult to measure.  In an allocated system, the state allocating agencies could develop their own criteria. Perhaps the most practical approach is to determine that any entity willing to accept the use agreement has a sufficient commitment.

· Independence.  The preserving entity can have no identity of interest with the seller.

Thus, the property need not be in sustainable condition in the hands of the seller; indeed, one goal of preservation is to salvage potentially valuable but troubled properties, cure the problems, and preserve them as improved.

Other potential property qualifications [from the Preservation Tax Incentive paper]

· “Not The Worst.”  It may be good policy to require properties being preserved via a preservation tax incentive to meet some threshold requirements as to neighborhood quality, physical condition, and general “preservation worthiness.”  A process similar to HUD’s Mark to Market “Rental Assistance Assessment Plan” could be followed, evaluating each property according to standard criteria, based on comments from key stakeholders.  In an allocated system, the allocating agency would perform this function.
· “Not The Best.”  It may be good policy to allow the highest-value properties to convert to market rate use, on the grounds that preserving them will be too expensive relative to the cost to preserve other at-risk housing.  With a phase-out of a preservation tax incentive based on net cash to the seller, this issue probably becomes moot.
Appendix 1: Making Preservation Decisions

Questions to Answer

1. Location – is this location OK for apartments?  If this site were vacant, would we want to build apartments here?

2. Rental vs. Homeownership – is the neighborhood mix OK?  Or is the neighborhood housing stock over-weighted with apartments?

3. Homeownership – should homeownership be introduced into this property?  If so, what is the right way to do it?

4. Resident profile – is the current resident profile OK, or does the property need to be repositioned?

5. Income Mix – what is the current income mix?  Is that mix OK?  Is the property capable of attracting higher income households, or could it be capable of doing so with appropriate improvements?  If so, would we want to attract at least some higher income households?

6. Density – is the total number of units OK?  If the property is too dense, can the density be reduced without incurring unmanageable resident relocation problems?

7. Unit mix – is the current unit mix (number of bedrooms and baths) OK?

8. Floor plans – are the existing floor plans functional?

9. Buildings – are the existing buildings structurally sound?

10. Defensible space – is the current layout of buildings, parking and common areas adequately crime-resistant?

11. Degree of renovation needed – does the property need little or no capital investment?  Moderate rehabilitation?  Substantial rehabilitation?  More?

12. Resident displacement – can the needed renovations be done with residents in place?  If not, are there adequate relocation resources?

13. Demolition – should we consider partial or full demolition?  If so, what are possible re-uses for the site?  Any problems re-using the site?  Any barriers to demolition?

14. Community space – is there adequate community space?

15. Costs – is the ideal approach cost-effective?  Is there a compromise approach that optimizes cost and community quality?

Appendix 2: Property Assessment Protocol

For Long Term Sustainability and Affordability

The Mark to Market Property Assessment Process

The following is an outline of the property assessment process followed in HUD’s Mark to Market program, mentioned in the paper as an example of a process that is adequate to position a property for long-term affordability and viability.  The M2M process has the following features:

· Open Process.  Property assessors consult the property owner, property management company, residents, local government, HUD Hub or Program Center, and others who have an interest in the property’s operations and long-term viability.

· Assessment of Ownership and Management.  Property assessors determine whether the owner (or purchaser) and property management company are capable and committed to the property.  Approval is contingent upon acceptable ownership and management.

· Market Rent Analysis. Property assessors obtain a third party Rent Comparability Study from a state certified general appraiser.  Property assessors also personally evaluate the property, neighborhood, and comparable properties.  The property assessor reaches an independent market rent conclusion, taking into account the appraiser’s conclusions but departing from them where appropriate.  The property assessor also reaches independent conclusions regarding vacancy, collection losses, and income other than rents.  

· Physical Condition Assessment.  Property assessors obtain a third party assessment of the property’s current physical condition and of the major repairs and replacements needed to keep the property viable for the next 20 years.  The property assessor reaches independent conclusions regarding the property’s current condition, any repairs or upgrades needed to bring the property into competitive condition, and how best to fund a Reserve for Replacements that is adequate to fund the property’s ongoing major physical needs.

· Operations Analysis.  Property assessors determine the level of operating expenses reasonably required to maintain the long-term viability of the property.

· Underwriting Analysis.  Property assessors determine the amount of first mortgage debt that can be supported at market rents and with an operating budget that is adequate, without being excessive, to maintain the long term viability of the property.  

The assessment is market-specific and includes opportunities for local government and the local PHA to provide input.  The assessment is property-specific, assessing the actual needs of each property rather than using rules of thumb or averages.  This type of process is time consuming and involves a great deal of expert judgment.  Accordingly, it is important to select assessors carefully. 

� This is not to suggest that the HFA should actually be the source of financing, but to indicate the general quality of purchaser.
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