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I. Synopsis

The Federal Budget Laws inhibit, if not prevent, Federal Departments from entering into binding contractual obligations of greater than one years duration.

Multifamily housing projects which depend on or have the benefit of rental or operating subsidies are significantly and negatively impacted by this limitation.  This limitation to single year obligations curtails and in certain cases prevents, the leverage of private sources of debt and equity to benefit these developments.  Although to date unquantified, the negative impact of this circumstance is manifest to the affordable housing industry.  With respect to certain project based subsidies, this situation could be directly remedied in the short term without material change to the Budget Laws, thereby dramatically increasing the efficiency and success of the Federal Government in preserving up to 1.3 million units of existing affordable housing.  With respect to any prospective production program involving income or operating subsidies which may be contemplated and pursued, this circumstance will also be a material limitation on the efficiency of any such effort unless remedied.

II. Introduction.

As a consequence of the laws and rules governing the federal budget making process, all Housing Assistance Payments Contracts (HAP) of longer than one year’s duration which provide project based subsidy under Section 8 of the U.S. Housing Act of 1937 contain the following language:

“Subject to the availability of sufficient appropriations to make housing assistance payments for any year in accordance with the Renewal Contract as determined by HUD…………”

The effect of this language is to make such contracts terminable by the government in the event the Congress does not appropriate sufficient money to fund it in accordance with its terms (the HAP Condition).  The existence of this right of the government is the consequence of a series of laws governing the creation of the federal budget.  The consequences of the laws impact (as manifested by the above HAP Condition) are in certain cases detrimental to affordable/subsidized housing and the residents who occupy it.

It is clear that the creators of the budget laws and rules were correct in creating the system now in place, however, they did not, and in fact could not, have foreseen the actual effect that these rules would have on the Section 8 program.  The modern Section 8 program was first authorized by the Housing and Community Development Act of 1974 and then amended in 1977 to increase the minimum term for Section 8 contracts.  In 1977 under this new authority, the Federal Government began entering into long term project based Section 8 HAP contracts with sponsors participating in the new construction/substantial rehab program, Section 202 financed projects and existing Sections 236 and 221 (d)(3) financed projects.  The Budget 

Laws (as later defined) described above, did not begin to take effect until 1974 and get enforced until 1990.  It was not until 1996-7 that the first of the original long-term Section 8 contracts began to come up for renewal.  As such, the impact of the Budget Laws on HAP contracts could not have been clearly foreseen at the time of their passage and enactment.  Currently, with five years of experience with these renewals, and reasonable time to assess the impact of the Budget Laws on this process, it is clear that some specific adjustments are called for.

III. The Requirements of the Federal Budget Process.

The Constitution of the United States mandates the creation of a federal budget, however, the modern federal budget process did not begin to take shape until the passage in 1974 of the Congressional Budget and Impoundment Act (the Act).  The Act for the first time established formal procedures for developing an annual Congressional Budget Plan (as well as achieving a system of impoundment control on the Executive Branch).  The Act also created the Congressional Budget Office and most significantly the Budget Committees in both the Senate and the House of Representatives.

The process as set forth in the Act has two principal purposes.  One is to allow the Congress and the Federal Government to control it’s financial activity and in turn control or direct how this impacts on the economy at large and second, to permit a reasonably controlled and thoughtful distribution of its economic resources in a manner which meets the Nations’ objectives.  To do this, all projected revenues are identified and are divided between the functions of government (i.e. agencies and departments).  The ultimate objective of this process is simply put, to have revenue equal or exceed budget authority appropriated or outlays provided.

The passage of the Act was to lead to the balancing of the budget.  With deficit spending continuing through the late 1970’s and into the 1980’s, Congress passed the Balanced Budget and Emergency Deficit Control Act, a/k/a Gramm-Rudman-Hollings, in 1985.  The significance of Gramm-Rudman-Hollings was to further refine and implement the purposes of the Act, by imposing a greater level of discipline on the budgeting process.  This was principally done in two ways, first by introducing the concept of “maximum deficit amounts” and thereby imposing caps on the amount by which the federal budget could be out of balance in any fiscal year, and second, by creating a distinction in the budget process between mandatory and discretionary spending as a practical, political and legal matter.

The final major legislative action which ultimately completed the modern Federal Budget process and forever changed the way housing programs are financed by the Federal Government, was the Omnibus Budget Reconciliation Act of 1990 (the Reconciliation Act).  Title XIII of the Reconciliation Act is the Budget Enforcement Act (BEA).  The BEA built upon the principals of Gramm-Rudman-Hollings by establishing specific caps on discretionary spending accounts and the requirements that the Budget is to “pay as you go”.  It is the requirements of the discretionary caps and pay as you go which impose on the HUD/VA Subcommittee the need to budget project based Section 8 on a fiscal year basis.  To allow for commitments beyond the fiscal year being budgeted for, would place enormous pressure on the discretionary caps, and simply, could not be afforded under the current “paygo” system.

IV. Impact on Affordable Housing Programs.

Taken together the Act, Gramm-Rudman-Hollings and the Reconciliation Act (including the BEA) (collectively the Budget Laws) have changed the way the federal budget is created and managed.  The changes that the Budget Laws have brought and the discipline they impose, are necessary to the maintenance of a healthy and growing national economy in the 21st Century.  I believe, however, that there is an argument to be made that now that we have over a decade of experience with this process, that certain fine tuning is called for where unintended consequences of the Budget Laws’ requirements work at cross purposes with the best interests of the Federal Government and the taxpayers.  In this case, I am specifically referring to the HAP Condition and its impact on the preservation of the properties which benefit from the HAP subsidies.

As previously stated, the project based Section 8 program was created in 1974 and amended in 1977 to permit long term contacts.  Long term (i.e. 20, 30 and 40 year) Section 8 agreements were entered into between 1977 and approximately 1991.  Estimates of the total number of project based units covered by HAP contracts vary, with the number currently used by HUD officials placed at approximately 1.3 million.  I estimate that by August of this year, approximately 870,000 of these units will have come up for renewal after the lapse of their original contractual obligation.  The balance of the units will come up for their first renewal between then and 2023.

Each of these units and the families living in them are affected by HUD’s Section 8 renewal policies, including those mandated by the Budget Laws.  From 1996 (when the first renewals began) until 1999, all expiring contracts were renewed for one year.  Since then, HUD has provided the option for certain properties of renewing for more than one year.  Many owners do, but many do not in order to preserve their options for the future.  Many owners come to the conclusion that there is no benefit in signing a HAP contract with a term greater than one year, since in essence, it is a one sided obligation.  The owner is bound, but the government under some undefined circumstance can assert budget deficit as a rationale, and terminate the agreement.  This contracting approach by the government may be well suited (or less so) for certain other aspects of its functions, but its is particularly ill-suited to the preservation and long term viability of affordable housing.

The impact of the Budget Laws on the financing by the Federal Government of affordable housing as a general matter, is unparalleled by any area of government which I can think of.  Except for the Low Income Housing Tax Credit (LIHTC), all of the significant programmatic achievements of government in this area occurred prior to the Budget Laws being fully enacted.  Public Housing and all of the significant housing production programs which the Federal Government has provided over the years, were accomplished because the budget process permitted out-year obligations.  By doing so, local governments and other developers of this housing stock could leverage other sources of capital (public or private) and build new units of housing.  Real estate and its development is somewhat unique as an asset class in this respect, in that its long useful life (both and its from a tax, financial and physical standpoint) class has a long time horizon.  If you want to construct new units of affordable housing, the financing vehicle and its ability to leverage must have a long time horizon to completion.  This fundamental principal of real estate development runs four square into the principals behind the Budget Laws.  This conflict is also an obstacle to the preservation of the existing Federal housing stock for the same reason.

The incentive for the Federal Government to evaluate the impact of the Budget Laws on the Section 8 housing stock is in my opinion compelling and unique.  The scope of the impact is large, with roughly 23,000 projects, 1.3 million units and over time more than 3 million people affected by this problem, in almost every congressional district in the nation.  The confluence of the Budget Laws impact with the obsolescence of the real estate and the lapse of the subsidy contracts, has combined to create the potential for loss of additional affordable housing through opt-out, foreclosure or uninhabitability.  From the Federal Government’s perspective, if this alone is not a sufficient incentive to act, then the fact that for the last 30 years, tens of billions of dollars have been invested in this resource and the government needs to act to protect its investment, should provide the incentive.  A substantial and unquantified risk to the federal budget for example is the fact that roughly 16-17,000 of these Section 8 developments are also currently FHA insured.  

There is much activity today in both public and private sectors designed to preserve this housing.  Real estate needs to be recapitalized and substantially rehabilitated somewhere between 20 and 35 years into its existence in order for it to remain viable.   The Section 8 stock has begun to enter this window at the same time as its subsidy arrangements expire.  The extension of these agreements is in many respects central to the financing of its recapilization and rehabilitation, but the Budget Laws have caused a condition to be placed on a material term of the extended HAP contracts.  This, in turn has an impact in the marketplace on the availability of capital to do what is needed for these properties.

In the marketplace, the HAP Condition is known as “Appropriations Risk”.  Appropriations Risk has several significant impacts.  First, for owners that have a choice, many times the lack of certainty regarding the availability of subsidy on a prospective basis is an incentive for an owner to leave the program and opt out.  Part of this motivation stems from the fact that in most cases the owner is coming out of a fully obligated long-term contract and now must confront the risk of annual appropriations being made available.  Some choose not to do so.  Regardless of what they do, they must each year give their tenants notice that they may leave the program, unnecessarily causing turmoil and stress for their residents.

Second, for owners who wish to stay in the program and preserve their properties through refinancing, the universe of lenders providing capital for Section 8 properties is generally limited. This marketplace is comprised almost entirely of Fannie Mae, Freddie Mac and FHA lenders.  Both Fannie Mae and Freddie Mac when lending in Section 8 refinancing transactions require what is now known as a “transition reserve”.  The transition reserve is a cash reserve, which is in addition to the replacement reserve and debt service reserve.  In some cases it can be six months of debt service (including insurance and real estate taxes) or more, which can be a substantial amount of money.  This reserve is established to hedge the Appropriations Risk by providing cash which can be used in the event that the Section 8 subsidy is lost as a consequence of the failure to appropriate.  As a contrast, when financing a Section 8 project which has a fully obligated “old” contract, no transition reserve is taken and the debt is split into an A piece and B piece, with the B piece amortizing to zero during the remaining period of time under the old contract.  The negative impact of this reserve requirement can vary, it may be of such magnitude as to cause a transaction to be uneconomic and therefore cause an owner to not pursue a preservation transaction or at worst to opt out, or it may limit the availability of proceeds to the transaction, and as such, lower the scope of work being performed at the property to preserve it.

Third, and most significantly, is the impact of the HAP Condition on the recapilization, refinancing and rehabilitation of Section 8 projects utilizing the LIHTC.  When underwriting a refinancing, lenders will determine the market rents for a particular project and will assume and assess the properties' suitability for a particular loan on that basis.  Likewise, when a Section 8 contract comes up for renewal, Federal law and HUD policy require that the rent levels be set at a “comparable market” level.  As discussed above, in refinancing transactions with no LIHTC, this process is symmetrical (between HUD Section 8 policy and lender underwriting requirements) assuming that both come to the same conclusion regarding what is viewed as comparable properties in that marketplace.  In such a transaction, the Appropriations Risk and HAP Condition require a cash transition reserve to be created.  In LIHTC transactions this circumstance is repeated but is compounded in certain cases.

The LIHTC program today is the single most significant resource for the construction and substantial rehabilitation of affordable housing.  It is in many ways the best option for the true preservation of the Section 8 stock.  The Congress in their wisdom recognized this, and provided that when the LIHTC is utilized in conjunction with Section 8, that unlike other Federal grants or below interest loans, the Section 8 would not have a detrimental impact on the amount of equity that might be raised from the LIHTC.  Further, they also provided that in the event that the subsidy provided by Section 8 is greater than the maximum rent chargeable under the LIHTC rules, that the owner may collect the higher Section 8 rents.  The clear purpose of these exceptions being to harmonize the rules of the programs so as to cause them to work effectively together to preserve the Section 8 stock.

Unfortunately, the Budget Laws and HAP Condition create an obstacle in this regard.  In circumstances where the LIHTC maximum rent is below the Section 8 subsidy (the market in “new” renewal transactions) and an owner seeks to refinance its property, the underwriting for both the debt and the LIHTC equity will be based on the cash flow generated by the lower of the market/subsidy level or the LIHTC rent.  Transactions where the market and Section 8 subsidy is higher than the LIHTC rent create the anomalous circumstance that the owner is collecting cash flow, but can’t use it to leverage new debt or equity to bring into the deal.  The result is similar to that mentioned above, some deals don’t get done, some owners opt out, some stay in but don’t improve their properties, some improve their properties but not to the same degree they would have had the extra proceeds been available.

V. Potential Solutions to the Impact of the HAP Condition.

At this point in time, I am not aware of any published analysis that has quantified the impact of the circumstances discussed above.  Anecdotal evidence and personal experience leads me (and many others in the affordable housing industry) to the conclusion that this is currently a problem, and will be increasingly so as the number of Section 8 contracts being renewed increases and the real estate supported by its subsidies continue to age.  There are good reasons to consider seeking correction of this circumstance at this time.  Although it would seem reasonable to seek to change the impact of the Budget Laws on affordable housing programs generally, it certainly would not be pragmatic.  I do believe, however, that a effort focused on the HAP Condition and its unintended consequences should and could be addressed.

The timing of the Millenium Commissions’ recommendations come relatively early in the life cycle of the actual impact of this issue.  Long term Section 8 renewals are actually in their early stage, the real estate which is subsidized by it although aging is not yet generally beyond its useful life and the use of LIHTC equity with Section 8 in preservation transactions is now just beginning to gain momentum in the owner, developer and allocating agency communities.  However, the most significant circumstance suggesting that now is the time to correct this issue is related to the Budget Laws.  The Reconciliation Act (which contains the BEA) was extended twice, in 1993 and 1997, and is due to expire at the end of FY 2002.  This would suggest that the Congress will discuss and debate topics relevant to its implementation, and as such, a window of opportunity for the housing industry may well be present to make a case for correction of this point.  An indication that Congressional discussion and debate over various Budget Laws issues will occur, can be taken from the introduction in the House of HR 129, a bill which among other things proposes to create a biannual budgeting process for Federal Departments by amending Title III of the Budget Act of 1974.

Although not fully developed as proposals, the following represents several conceptual approaches which might be utilized to correct the HAP Condition problem or eliminate or minimize its impact on project based Section 8 preservation transactions. 

1. As part of the process of the re-authorizing the Reconciliation Act, a change in law should shift the Section 8 project based HAP contract funding from a discretionary account to a mandatory account.  I have been informed that the circumstances surrounding the reauthorization will require that all the Rules impacting this process will be evaluated and re-authorized by the Budget Committee(s).  This would present an opportunity to make this shift and provide on a one-time basis that it be done without offset.

This proposal should be sound from a budget making standpoint since both CBO and OMB include project based funding in the federal budget baseline each year.  CBO analysis includes it in the baseline for the next 10 years.  From a practical standpoint, there has to my knowledge never been a reduction in the funding for existing contracts.  I emphasize existing, because I would argue that units in a mandatory baseline should never grow and would only cover those units covered by validly existing contractual obligations.  In fact, this baseline is currently shrinking at a rate of approximately 2% per year.  If an owner opts out of the program, or HUD fails to renew the contract within its administrative discretion, the units should come out of the mandatory account.

I would also make a point in this regard that the mandating of this expenditure should not be considered an entitlement.  This should not be an open-ended expenditure which provides financial assistance to all eligible individuals in a class.  I would further recommend as part of this proposal that this mandatory account continue to be the subject of an annual appropriation bill to allow the Congress to monitor and control the process, by annually liquidating the obligation as part of the budget process.

As part of the refinement of the budgeting process (regardless of whether the shift to a mandatory account occurs or not) a further legal distinction between budget authority and outlay might be provided.  The process of appropriating by the Congress is effected by budget authority, which legally authorizes an agency to spend money and create an outlay.  The question of whether the Federal Government has a deficit is ultimately determined on the basis of whether outlays exceed revenue.  The issue in the marketplace for financing as stated, is the lack of certainty regarding the appropriations.  If the Congress was able to provide budget authority for a select class of contracts on an out-year basis, but the law restricted the outlay for that authority to a set amount on a year to year basis, it would have the effect of providing security for the marketplace, but would not result in any greater potential outlay from the Treasury in that year then had the budget authority been limited to that year, and thereby not contribute or compound a deficit computation.  The following year that budget authority would be rolled over in the baseline, and the annual outlay limited to the contractually obligated payment.

2. In the circumstance that the Section 8 project based account remains discretionary and therefore subject to Appropriations Risk, the Congress should consider providing legal guidance regarding how a reduction should be administered by HUD.  Today, the Appropriations Risk is undifferentiated.  Meaning that if the Congress was to reduce the appropriation, it would be left to HUD to determine how and which projects have their subsidy reduced or eliminated.  In 2002 there are just under 20,000 units expiring for the first time, and that is increased by those which have been in a one-year renewal cycle over the last several years.  Would a reduction in the account be directed at current fiscal year renewals, would HUD direct the reduction at existing contracts subject to the HUD Condition?

I would propose that a rule be created to address this which would also have the effect of creating a cushion against the Appropriations Risk.  The Congress might consider legislating an order of priority in the event of an appropriation reduction, which I call FUFO (first up, first out).  First, deny funding for those contracts which have previously been renewed on a short term basis that come up for renewal that year, second, deny funding for those contracts that come up for renewal that year for the first time and third, all other existing contracts subject to Appropriations Risk, but previously renewed, in ascending order with the shorter term contracts being the first to be subject to the HUD Condition.

This approach would provide a reasonable measure of protection for lenders and investors who wish to rely on long term Section 8 contracts.  Although, they would still be subject to the HUD Condition, they would have the protection of being the last in the line to be terminated by the lack of appropriation.  The risk of appropriation failure would then be measured not by the possibility that there may be some reduction in the account, but by whether there would be a reduction significant enough to reach the bottom tier of priorities.  When you consider that this account has never been reduced, it is reaching to think that it would be (both from a practical and political perspective, particularly considering OMB’s 10 year inclusion in the baseline), it is far more reaching to think that it would be significantly reduced.

3. The impact of the HUD Condition is a real one, as mentioned above it is not clear how a reduction in the Section 8 project based account would actually be implemented. One significant open question is whether such a reduction would be a reduction in overall Section 8 appropriations or whether the reduction would be exclusively directed at the project based account.  Under current law, in the event of a termination or loss of project based subsidy, each resident who had the benefit of Section 8 project based subsidy is entitled to an enhanced voucher.  As such, in the event of a dislocation as a consequence of the reduction of project based Section 8 appropriations (and a resulting exercise by HUD of the HAP Condition), the cost to the government would simply be shifted from the project based account to the tenant based account.  For FY 2002, the combined appropriation for Section 8 will be in excess of approximately $16 billion.  Although substantial, this amount many argue, is still significantly below the level of resource actually needed to assist many of the nations underhoused poor, working poor and working middle class families find affordable, decent, safe and sanitary accommodations.

The point here is, in the event that the Appropriations Risk is realized and the HAP Condition exercised, the Federal Government will have to provide resources to manage the transition away from the project based system.  Under current law, this would start with vouchers, and in the event that as part of this process the Congress was to change the law and opt not to provide voucher support, there would be an even greater need for transitional assistance.

To address this point, the Congress could act presently to take steps to address the issues raised by the Appropriations Risk and the HAP Condition and thereby gain greater private leverage for the project based stock today.  The additional debt and equity resource made available would better secure the long term investment of the Federal Government in these properties, and begin to establish a transition mechanism in the event that the Congress fails to appropriate sufficient subsidy to cover the project based unit baseline in the future.

There are two ways in which this could be done which are in some ways similar, but which approach the issue from different directions.  They are as follows:

A.
As part of the HAP contract, in the event that the government exercises the HAP Condition, the government would agree to hold harmless the owner of the property benefiting from the project based subsidy, and in turn such owner’s lender (who would be a 3rd party beneficiary).  This hold harmless would be in accordance with a formula with clear parameters to address a measure of damages which would clearly occur as a direct consequence of the exercise of the HAP Condition. For example, this provision could require transition payments to the owner in an amount equal to the difference between actual rent collected at the property and the level of rent provided by the Section 8 subsidy (i.e. market rate), plus an amount needed to cover costs of remarketing the building (and units) for occupancy by non-subsidized or for voucher holding residents.  This stream of payment would need to be available to the owner until the latest of refinancing or maturity of the first mortgage or the end of the tax credit compliance period. 

The amount of these payments would vary from property to property.  If the property was underwritten at a market rent level based on subsidy to be received, the government’s obligation could be fulfilled by providing enhanced vouchers to the residents, new residents with market rate vouchers or cash payments to the owner to cover vacancy or income loss (along with reasonable costs of transition) until the property is leased to tenants who can pay the market rent (with or without subsidy).  The owner in turn would be required to use commercially reasonable efforts to re-lease and transition the property to a self-sustaining position.

B.
As an alternative to the approach described in A above, a similar cushion against the Appropriations Risk could be provided through the creation of a new FHA mortgage insurance product.

Instead of being a credit support on the cash flow payable to owner, this product would support the debt, although in some circumstances, it might work similarly. 

In a LIHTC transaction with project based Section 8, where the tax credit rent is below the Section 8 subsidized rent, the FHA would provide insurance on the debt supported by the NOI available from the difference between the set aside rent and the subsidy payment.  This could be done with a single FHA mortgage loan product or in the case of transactions where the lender is not the FHA, the FHA could provide a first-loss risk-share on that same amount, to cover the risk of appropriations failure in the transaction.  In the event of a default circumstance, the FHA insured debt would be converted to a B piece of debt, and would standstill and accrue (without compounding) until the later of the maturity or refinancing of the A or first mortgage or the end of tax credit compliance period.

In non-tax credit transactions, the insurance could be used to cover the costs of transition in a manner similar to the calculation discussed in A above, in order to eliminate the need to require transition reserves.

VI. Conclusion.

Appropriations Risk as a consequence of the operation Budget Laws is an inevitable result of the need of the modern Federal Government to operate without deficits which disrupt the nation’s economy.  Unfortunately, this process is particularly ill suited to the financing by the government of real estate development and operations, due to the long term capital nature of real estate as an asset.  Further compounding this problem is the fact that affordable housing which is dependent on government resources for its existence is also developed and financed by sources in the private sector.

This combination of governments’ objectives and the private markets’ needs, are working at cross-purposes today in certain areas of affordable housing.  A significant and manifested example of this problem is found in the preservation of the vast existing project based Section 8 housing stock.  As a consequence of Appropriation Risk, the Federal Government is missing the opportunity to leverage large amounts of private capital which could be used to preserve this housing stock.  A housing stock in which it has already invested billions of dollars over the last twenty-five years and which for many reasons it could not replace today and can ill afford to lose.

Since this is a narrowly defined problem which has yet to have serious consequences, it is incumbent on the Federal Government to look for, develop and implement solutions to it before it ripens into a deeper more intractable problem, the costs to fix it later being far greater than those needed to be incurred today in order to address it in its current state.

1
1

_935849690.unknown

