Principal Recommendations to Congress: A Framework for Change

The Millennial Housing Commission’s vision can be stated quite simply: 

To produce and preserve more sustainable, affordable housing in healthy communities to help American families progress up the ladder of economic opportunity.

The Commission’s principal recommendations to Congress for achieving this vision are divided into three categories: new tools, major reforms to existing programs, and streamlining of existing programs. The four policy principles of strengthening communities, devolving decision-making, involving the private sector, and ensuring sustainability inform all of the recommendations. The Commissioners believe that these principles will make housing programs work more effectively to attain the goal of more affordable housing in healthy communities, building on what works now to meet bold housing goals tomorrow.

1. Strengthen communities.

The Millennial Housing Commission believes housing policy must foster healthy neighborhoods that form larger communities and function well for residents of all incomes. Housing is, however, only one part of the equation. Good schools, job opportunities, and public safety are also essential to creating healthy communities.

Distressed inner cites, declining inner-ring suburbs, and booming suburban areas can all benefit from affordable housing that is part of a broader community development plan. In inner cities, safe and well-maintained housing anchors communities, often attracting businesses and additional economic development. In declining, inner-ring neighborhoods, the addition of affordable and appealing housing units can slow—or even reverse—population losses. In high-growth suburban areas, the presence of affordable housing contributes to community by enabling key workers—such as teachers, firefighters, and police—to live near their jobs. Affordable housing also expands the pool of labor to fill lower-wage service jobs, reduces individual commuting times and overall traffic congestion, and allows workers to spend their wages locally.

People should have the choice to settle in healthy, sustainable communities in any location. To make that possible, the federal government must take the lead in offering states and localities the tools and incentives to encourage development not only of affordable housing, but also of thriving mixed-income communities.

2. Devolve decision-making to states and local governments, but within a framework of federal standards and performance objectives.
While all three levels of government are important players in the housing delivery system, the Commission believes that states—working closely with localities—can best address certain key challenges. It is a major thrust of the MHC’s recommendations that Congress pay special attention to assigning appropriate roles and responsibilities to each level of government.

•
Federal role.  The federal government should set overall affordable housing goals, establish performance measures, and provide the resources to address urgent housing needs. It should also ensure those resources are fairly and effectively delivered. To do so, HUD must establish broad performance requirements for delivery of housing assistance in both entitlement programs (such as HOME and CDBG) and competitive programs (such as homeless assistance and HOPE VI). While specifying acceptable outcomes, HUD should not be involved unnecessarily in procedural requirements, other than those necessary to assure the objectives of programs are met.

•
State role.  Housing needs do not exist in a vacuum, but rather in the broader context of job and commercial development, smart growth initiatives, health care delivery challenges, and other community development issues that require statewide leadership, planning, and administration. States should therefore administer and allocate a portion of the funds because they can coordinate housing resources with the other federal funding streams they already manage, and they can carry out strategies that extend across jurisdictions. States may wish to delegate some of these functions to local governments, as some 
already do.


•
Local role.  While it is the states’ job to address regional issues and provide necessary resources, local governments are in the best position to assess and address specific affordable housing needs. Local governments have a key role to play in neighborhood revitalization, with affordable housing one of their most effective tools. The MHC recommends that federal programs that provide funds directly to localities (such as HOME and CDBG) be simplified so that they can be combined more easily. Local jurisdictions should also be involved in state plans to target any new federal initiatives for housing and community development.

3.
Provide the private sector with effective incentives to help produce and preserve affordable housing.

Congress charged the Commission with enhancing the role of the private sector. The MHC took this mandate seriously. Effective delivery of affordable housing relies on enabling the public sector, for-profit businesses, and nonprofit organizations to do what each does best. Indeed, one of the most cost-effective ways to produce more affordable units is to attract the capital and skills of the private sector to this activity.

For-profit businesses perform all the activities—land acquisition, design, finance, construction, and property management—necessary to produce new affordable units. With the proper incentives and sufficient public subsidies, all that private access to capital, efficiency, and entrepreneurial talent can be brought to bear on the affordable housing shortage. Competition and market incentives can also play a valuable role in making service delivery efficient and in reducing costs to consumers.

4. Design programs to sustain the stock of affordable housing over the long term.

Federal investment in the affordable housing inventory must be carefully protected. Ensuring the adequate maintenance and long-term viability of both the new and existing affordable housing stock should therefore be one of the most important priorities of U.S. housing policy.

Allowing buildings to fall into disrepair is much more costly in the long run than planning and funding regular maintenance and replacement. Deferred maintenance adds to capital costs over time—each dollar spent on maintenance now is worth many more dollars spent on major renovations later. Housing programs must ensure that resources are available to keep affordable housing in good shape over the long term. 

All property, whether affordable or not, requires ongoing repairs and capital improvements. Roofing, boilers, and other major systems have limited useful lives. It is a housing policy failure when money is not budgeted to replace major systems in buildings financed and subsidized by the federal government.

Ensuring the long-term sustainability of new affordable units requires a recognition that more durable materials cost more and that sufficient reserves need to be included in the underwriting. 
At the same time, owners must receive a return on capital that provides sufficient incentive to keep their properties in good repair.

The Commission’s principal recommendations are presented below.

New Tools

The Commission proposes several new tools, all of which would be administered by states working with localities. The tools are targeted to unmet need and involve private-sector incentives as appropriate.

Allocate a flexible new tax credit to stimulate production of affordable properties suitable for homeownership.

The federal tax code provides the largest and most often-cited incentive for families to become homeowners—the deductibility of mortgage interest payments and real estate taxes from federal income taxes. For higher-income taxpayers who itemize their deductions, this provision reduces annual tax liabilities and thereby increases disposable income. Most homeowners also benefit from the capital gains exclusion when they sell their principal residences.

Low-income homeowners, however, enjoy few of these tax-related benefits. Because they have smaller mortgages and lower-value properties, these homeowners do not have itemized deductions that exceed the standard deduction. In fact, about 90 percent of the total benefits of the mortgage interest deduction accrue to homeowners with more than $40,000 in income.1 

To help lift low-income and minority homeownership rates, the MHC recommends creation of a new homeownership tax credit, to be allocated to state housing finance agencies. HFAs would have the flexibility to use the credit to build supply in tighter markets, to stimulate demand where markets are relatively weak, 
or both.

Promoting Production and Preservation

The state HFA (or a local agency if a state decides to delegate) could choose to use the credit to promote production or rehabilitation of homes in eligible census tracts where production/rehabilitation costs exceed the market value of the properties. Developers would compete for the tax credits and could sell them to investors. Proceeds would cover the difference between the cost of production and the fair market value of the property, up to 50 percent of total development costs. (In most cases, considerably less than 50 percent would be necessary.) Scrutiny of total development costs would be an important element of this program, 
as would careful appraisals where no comparable sales exist. The Commission views this as an important community development tool.

Achieving Affordability

The state HFA could also choose to use the credit to achieve affordability for low-income homebuyers 
by tackling the primary barriers to homebuying: insufficient income to support monthly payments and insufficient savings to cover downpayment and closing costs. While the availability of low-downpayment first mortgages has increased, closing costs are still a major hurdle to homeownership. In addition, low-downpayment mortgages do not eliminate income constraints, because borrowers typically pay higher interest rates and mortgage insurance on their larger loan balances.

States could use the new homeownership tax credit to address both income and wealth constraints by auctioning off credits to lenders in return for commitments to reduce borrowing costs, downpayment requirements, or both. Lenders—including financial institutions, community development corporations, 
and community development financial institutions—would bid for the credits from state housing finance agencies. Qualified lenders would underwrite loans within clear guidelines for minimum and maximum ratios, as well as for home purchase price and prepayment expectations.

The credit would be applied against the borrower’s mortgage in the form of prepaid points, below-market interest rates, or other subsidized mortgage terms. Borrowers could apply points toward downpayment or closing costs, or buy down the interest rate to reduce monthly outlays.

Only first-time buyers with incomes below 80 percent of area median would be eligible. Congress may wish to encourage states to adopt a requirement that such buyers take homeownership training courses in order to qualify for single-family housing assisted with this credit. Recent research shows that such counseling has a demonstrable impact on loan performance.2 

Buyers would be prohibited from prepaying the tax-credit loans for five years except in the case of a sale, and loans would not be assumable. Buyers of units produced with the production credit would be required to sell to qualified owner-occupant buyers if the unit were sold within five years of project completion. Recapture provisions, such as those currently used in the HOME program, would apply.

The advantage of the homeownership tax credit over direct subsidy programs is that it devolves authority to states and relies on private-sector partners to deliver allocated resources. No matter how agencies choose to use the credit, however, the Commission believes it will be a valuable community development resource that enhances the overall stability of neighborhoods.

While a homeownership tax credit is an important additional incentive to create more affordable housing, details of a new credit must be carefully crafted to avoid any adverse impact on the existing Low Income Housing Tax Credit for rental housing.

Enact exit tax relief to encourage preservation.

This is a two-part recommendation that first explains the importance of preservation generally, and then outlines a critical new tool to promote the immediate preservation of at-risk properties.

The Case for Preservation

Broadly speaking, privately owned, multifamily rental units available to low-income families fall into two categories: (1) federally assisted units, in which an owner receives some sort of public, project-based subsidy in exchange for a contractual obligation to maintain affordability for low-income renters, and (2) conventionally financed units, which may be available to low-income renters in some markets but where the owner is without a contractual obligation to maintain affordable rents. Many of the low-income families who occupy conventionally financed units pay more than 50 percent of their incomes in rent.

In 1999, the federally assisted inventory provided one in ten rental units affordable to low-income renter households. For a variety of reasons, units are being lost from both inventories. As part of its strategy to address this crisis, the nation needs to preserve the federally assisted properties and to draw privately held, conventionally financed multifamily units into the long-term affordable stock, where possible.

Losses from the federally assisted inventory. The federally assisted stock generally consists of two types of units: those financed, beginning in the 1960s, with federally subsidized, 40-year mortgages; and those financed, beginning in the 1970s, through Housing Assistance Payment (HAP) contracts between owners and HUD. The HAP contract guaranteed owners a contract rent amount to make up the difference between tenant payments and the fair market rent. In both cases, owners were required to rent to eligible, low-income households for the period of time spelled out in the terms of the federally subsidized financing or contract.

Owners of units financed with mortgage subsidies were permitted, after 20 years, to prepay the remainder of their subsidized mortgages and end their obligation to maintain rents affordable to low-income households. For properties financed through HAP contracts, some contract periods have expired and some remain in effect. When HAP contracts expire, owners can either “opt out” of the program, taking their properties to higher, unregulated market rents, or they can choose to remain in the program. Owners then have the opportunity to enter into multiyear contracts that are, however, subject to annual appropriations.

In the early 1990s, substantial numbers of federally assisted units became vulnerable to prepayment or opt out in the midst of a strong real estate market. This confluence of circumstances brought about the most pressing crisis in the history of federal involvement in affordable housing. Where local markets supported an economic decision to do so and as their federal contracts expired, many private owners of assisted properties exercised their right to prepay their subsidized mortgage notes or opt out of their HAP contracts. As a result, many units were lost from the rent-restricted inventory.

The Commission notes that many of the properties eligible to leave the rent-restricted stock that were in a position to profit by exiting have already done so. Some properties that remain in the affordable inventory but are legally eligible to leave it will do so, as well. The owners of some properties that are economically marginal may prefer instead to transfer ownership to a new, mission-driven entity. In general, properties with lesser economic value are at risk of deterioration, and ultimately abandonment, unless they can be transferred to such entities.

For most of the federally assisted project-based inventory, the affordable use restrictions on the properties will eventually expire.3 A portion of these properties is at risk of loss from the restricted stock because of local market conditions. For example, strong markets may increase the likelihood of opt out, while weak markets can contribute to further property deterioration. The Commission’s proposed preservation tax incentive, described below, is intended to reduce the number of project-based units lost from the affordable stock by giving current owners an incentive to transfer ownership to new owners who commit to the long-term preservation of affordability.

Losses from the conventionally financed inventory. The conventional inventory is also a large source of affordable housing for low-income families. In fact, in 1999 more than 60 percent of units affordable to extremely low-income households and nearly 87 percent of units affordable to very low-income households were unassisted.4 The loss of this stock has potentially dramatic consequences for such households. In tight housing markets and/or gentrifying areas, the risk of escalating unaffordability is real, since owners can increase rents as local market conditions warrant. The Commission cites the risk of rent escalation within the conventionally financed inventory as a compelling reason both to preserve as many privately held units as possible and to recognize the preservation of affordable housing as a critical public policy goal.

Preservation as a critical public policy goal. To avoid a repeat of the current preservation crisis, it is critical that the nation adopt a preservation philosophy to guide its housing policy going forward. Every newly produced building ultimately reaches the end of its useful life. Federal housing policy must anticipate and plan for this eventuality.

Moving forward into this new paradigm will require several changes to existing federal programs and standards, each aimed at embedding the following principles, among others, into the federal system:

•
A new underwriting standard for long-term sustainability. All federal programs should embrace a new norm whereby rehabilitated buildings are underwritten to provide 30 years of affordability and newly constructed buildings are underwritten to provide 50 years of affordability. There must be one underwriting standard for each type of building that reflects its respective affordability period. This is a change from the existing system, in which two separate underwriting standards—one for financing and one for affordability restrictions—are in place.

The best way to ensure a property’s long-term physical and financial health is to maintain adequate reserves for replacement. The new underwriting standard must reflect a property’s long-term capital needs. The Commission recommends that Congress undertake an analysis of the impediments to establishing and maintaining adequate replacement reserves, including the tax implications.

•
Efficient use of federal resources, including built-in encouragement of private leverage of public capital. The federal system should encourage the use of mixed-income models, the pooling and leveraging of assets, and the creation of economies of scale to reward practitioners who help build efficiencies into the system. There should be built-in rewards and incentives for the quick and efficient use of capital to encourage preservation practitioners to compete favorably with market-rate, private-sector interests.

•
Recognition of the unique nature and needs of entities committed to expanding the universe 
of affordable units through preservation. The current system forces preservation under an umbrella 
of affordable housing programs that are geared toward new production. Entities dedicated to preserving currently affordable units and acquiring and then preserving conventionally financed properties must be expressly recognized in U.S. housing policy and programs. The Commission recommends that such “preservation entities” be provided with the tools and resources they need to carry out their unique mission.

•
Recognition of the broader benefits of preservation. U.S. housing policy must recognize that preservation is cheaper than new construction, that the rehabilitation and preservation of units returns the units to low-income families faster than new construction can provide such units, and that maintaining and renovating existing units combats blight and contributes to healthy communities.

The Case for Immediate Preservation via a Preservation Tax Incentive

While these principles must be woven into the overall system for long-term success, the need to preserve at-risk units is immediate and pressing. Because time is of the essence, any proposed tools or approaches that can quickly and efficiently preserve housing should receive heightened attention, support, and funding from the federal government. It is therefore critical that tools such as the proposed preservation tax incentive (PTI) be adopted and enacted as quickly as possible. The PTI would grant exit tax relief to multifamily owners who sell to a preservation entity.

For all of the reasons stated above, it is critical that all multifamily owners be eligible for exit tax relief. 
Since residents of federally assisted properties enjoy true affordability (paying no more than 30 percent 
of income in rent), federally assisted properties should receive highest priority for preservation using this proposed new tool.

Before 1986, the tax code included incentives to encourage limited partner investors to provide equity to multifamily developers in exchange for current tax savings (against then higher marginal rates). Investors were permitted to deduct from taxable income their share of the losses of the project partnership, including, importantly, depreciation expenses (a noncash item)—thereby reducing current income taxes payable. In later years of the partnership, when mortgage amortization exceeded depreciation expenses, the amount of that excess amortization would become taxable as ordinary income (so-called “phantom income”). The code essentially provided for a deferral of tax, and the value of that deferral constituted the investor’s economic return.

Changes in the tax code in 1986 eliminated the ability of most investors to deduct losses generated by their properties from otherwise taxable income. When mortgage amortization began to exceed depreciation expenses (after 10 or 15 years) and properties still generated taxable phantom income—typically in amounts greater than cash flow—pre-1986 investors were deprived of their expected economic return. Investors found themselves with no deferral of tax, and the tax on phantom income in the later years of a partnership remained. Clearly, investor economic interest in such properties was substantially diminished and, as a consequence, necessary maintenance was in many cases reduced or eliminated. Properties with such a history are most likely to benefit from a preservation tax incentive.

Even if an investor is no longer interested in owning a property (from which s/he has gained no significant economic benefit since 1986 and will gain none in the future), the investor is discouraged from transferring the property, because s/he will typically have a negative tax basis (the amount by which accumulated depreciation exceeds mortgage amortization) and be subject to a tax on that negative basis (the “exit tax”).

As an urgent first step in the nation’s movement toward a preservation philosophy, described earlier, the Commission recommends that states be given the authority to allocate exit tax relief, via a preservation tax incentive, to stimulate the transfer of properties to preservation entities. Such relief would offset the investor’s negative tax basis in the property, thereby eliminating a significant barrier to transfer.

Because current owners have options to eliminate or reduce their tax liabilities by holding and, in some cases, refinancing, their properties, it is unclear how much tax revenue would be foregone with enactment of such relief. What is clear is that absent such relief, properties and tenants will continue to suffer the consequences of maintenance disincentives, and spillover effects will occur in some neighborhoods.

The MHC expects states to use this new tool to address identified need by encouraging private-sector owners of properties to transfer ownership to preservation entities. In the implementation of the recommendation, the Commission envisions different roles for different levels of government, as described below.

Implementation of the Preservation Tax Incentive

Federal role. The Commission recommends that Congress:

1. Specify the minimum required elements of transactions eligible for PTI. For example, Congress may wish to require that the transaction be governed by a “long-term affordable housing use agreement” that specifies ongoing affordability for a certain term. The Commission suggests a minimum use agreement of 30 years and the following affordability requirements:

•
For assisted properties: The new owner (a preservation entity) must maintain existing federal subsidies. When the affordability period for the existing federal subsidy expires, the new owner may not opt out, must renew at least 50 percent of the federally subsidized units, and must also rent at least 20 percent of the units to households earning no more than 50 percent of AMI or 40 percent of the units to households earning no more than 60 percent of AMI.

•
For unassisted properties: The new owner (a preservation entity) must make at least 20 percent of units affordable at 50 percent of AMI or 40 percent affordable to households earning 60 percent of AMI. 

These minimums will ensure that tax credit and tax-exempt bond financed projects will be eligible for relief. They will bring dependable, long-term affordability and a measure of income-mixing to newly preserved buildings.

2. Establish penalties for noncompliance. The Commission suggests the penalty for nonprofits be loss of tax-exempt status; for-profits should pay a tax penalty.

3. Establish broad affordability parameters for newly affordable, preserved units. For example, Congress may wish to specify that a minimum percentage of newly affordable units be targeted to extremely low-income households.

4. Establish general, minimum threshold criteria for an entity to qualify as a preservation entity for purposes of exit tax relief transactions.

5. Clarify that use restrictions, affordability levels, and subsidies can be assumed by other qualified entities.

State role. As described below, states would determine which properties/owners are eligible for a preservation tax incentive. They would also establish specific criteria that define a “preservation entity” 
and a “preservation transaction”:

•
Criteria for eligible properties/sellers: The following types of properties would be eligible for relief: assisted properties with negative tax equity (i.e., properties that, if sold at fair market value, would generate net sales proceeds [over and above debt] insufficient to cover the owners’ capital gains tax liabilities), positive-tax-equity assisted properties, negative-tax-equity unassisted properties, and unassisted properties with positive tax equity.

•
Criteria for qualifying as a preservation entity: The state may, for example, require a preservation entity to demonstrate its previous commitment to affordable housing as well as the organizational and financial capability necessary for long-term, successful management of a mixed-income project. Furthermore, the state should require an entity seeking “preservation entity” status to demonstrate its independence from the seller or its affiliates.

•
Criteria for preservation transactions: Such transactions will comply with any and all federal requirements and must meet additional state criteria, if applicable. In order to be eligible for exit tax relief under the PTI, the proposed transaction must be certified as economically viable. That is, the state must determine that the property, under the proposed underwriting, is capable of sustaining itself as affordable and structurally sound for the minimum period of 30 years.

States will also perform other functions. Specifically, they will: 

1. Develop and maintain a list of qualified preservation entities.

2. Issue approval letters to sellers and purchasers who have proposed eligible transactions.

The letters will set forth conditions that the transaction (as closed) must meet in order 

to maintain eligibility for relief.

3. Be responsible for assuring owner compliance with program requirements.


Illustrative Mechanisms

A seller would establish entitlement to relief by working with the purchaser and the state HFA to have the state HFA approve the eligibility of the proposed transaction. The HFA’s letter of approval would set forth the conditions to be met at the closing. After the transaction closed, the seller would certify to the HFA that the transaction closed in accordance with the conditions set forth in the HFA’s approval letter. The seller would attach the HFA’s approval letter and the seller’s post-closing certification to the seller’s federal income tax return as documentation of the seller’s entitlement to exclude the gain due to the seller’s negative capital account from federal taxable income. Tax would be paid on any consideration received over and above the mortgage amount.
The Commission acknowledges that this recommendation proposes a tax credit limited only by the aggregate negative tax basis of preservable affordable properties. In the event that Congress chooses to apply a different limit to the amount of credit made available, the Commission recommends two options:

•
Extend eligibility first to HUD- and USDA-assisted properties, then to unassisted properties where housing choice vouchers are readily accepted, and then to other unassisted properties; or

•
Cap the resource and allocate it to state housing finance agencies, allowing them the discretion to allocate relief to both assisted and unassisted properties, as needs warrant.

Provide capital subsidies for the production of units for occupancy by extremely low-income households.

The most serious housing problem in America is the mismatch between the number of extremely low-income renter households and the number of units available to them with acceptable quality and affordable rents. This is a problem in absolute terms, with 6.4 million ELI households living in housing that is not affordable. And it is a problem in terms of severity, in that ELI households make up only 25 percent of renters but 76 percent of renter households with severe housing affordability problems. The median ELI household reported paying 54 percent of its income for housing in 1999.

Despite persistent and growing need, it has been more than 20 years since there was an active federal housing production program designed to serve extremely low-income households, other than a relatively small effort to replace housing demolished or otherwise lost from the subsidized inventory. The primary barrier to producing new housing for these families is that the production and operating costs of units for extremely low-income households require rents that exceed the level that they can pay.

To meet the 30-percent-of-income standard, subsidies have to be high enough to cover both capital and operating costs. Thus, even though the need is generally acknowledged, the costs are formidable and require multiyear federal expenditures. Although existing programs (especially Section 8 vouchers, Section 202, and Section 811) provide useful vehicles for addressing ELI housing needs, their funding levels are sufficient to do little more than maintain the status quo. As a consequence, several sources of subsidy are often required to serve such households.

The Commission recommends that Congress address the housing needs of extremely low-income households, as presented in the section on America’s housing challenges, through a 100 percent capital subsidy for construction, rehabilitation, or acquisition of units earmarked for extremely low-income households. This new tool would be a substantial state-allocated capital source that would eliminate the need for debt on units, which would be located primarily in mixed-income developments or neighborhoods. Rents on the units would cover operating expenses, including an adequate reserve. The Commission recommends that states work with localities to specify in a state allocation plan how this new capital subsidy tool would be used to address areas of greatest need for additional ELI production in conjunction with other production resources.

The goal of this program is to increase significantly the number of good-quality rental units for ELI households, particularly the number of units located in low-poverty neighborhoods and accessible to employment. Under this proposal, rent levels would cover operating costs—including vacancy losses and adequate replacement reserves—with a reasonable margin for sustainability.

The MHC recognizes that, without additional assistance from other programs or sources, rents would exceed the 30-percent-of-income standard of affordability. Nevertheless, rents would still be lower than what ELI households typically pay—and for far better housing. As proposed, the program would only serve ELI households willing and able to pay more than 30 percent of their incomes for rent, as the overwhelming majority now does. Vouchers or other assistance would, however, be necessary to enable the very lowest-income households to pay even rents that cover only operating costs.

With a capital resource dedicated specifically to production of extremely low-income units, states could choose to apply the funds directly to mixed-income developments or in conjunction with financing through other resources, including the rent-restricted units financed with tax-exempt bonds or the Low Income Housing Tax Credit. States could also allocate the capital subsidy to local jurisdictions, including housing authorities, to supplement HOME funds and other resources. To enable states to apply the subsidy to meet 
a variety of situations and ELI needs, eligible uses should include new construction, preservation, and acquisition with or without rehabilitation. 

Specifics of the proposed program include:

•
Administration. The state credit agency, usually the state HFA (or a local agency if the state decides to delegate this authority), would allocate the subsidy—probably in combination with other available subsidies, although this would not be a requirement. It would also provide oversight, assuring that the proposed development meets an identified need for ELI housing and that it observes targeting and fair housing requirements. 

•
Mechanism. The program would provide additional capital funding for the units to be designated for ELI occupancy so that they would have no debt service costs, with rents reduced accordingly.

•
Income mixing. The program would generally target 20 percent of units in new developments for ELI occupancy, although the state credit agency would have flexibility to determine the appropriate share on a property-by-property basis. State credit agencies could also allocate funds for preservation and acquisition with or without rehabilitation in mixed-income neighborhoods or as part of a revitalization plan.

•
Rent level and affordability. Minimum rents would be consistent with sustainability, assuming zero debt service. The developer would propose sustainable ELI rents, which the state credit agency would approve. The originally approved rents would be adjusted annually based on an inflation index.5 Since sustainable rents for the units would normally exceed the 30-percent-of-income standard for extremely low-income households, owners/developers and state credit agencies might pursue additional subsidies (such as thrifty production vouchers,6 real estate tax abatements, HOME grants, or foundation grants) to reduce rents to more affordable levels. In addition, the units can and should be actively marketed to housing choice voucher holders.

•
Occupancy. Only extremely low-income households could occupy the housing unless available units outnumbered applicants. In that case, the remaining units would be available to households at or below 
a designated income level up to 40 percent of AMI.

•
Neighborhood standards. Low-poverty neighborhoods might be defined as all census tracts except Qualified Census Tracts, or as those with a poverty rate below, say, 20 percent. The standards for inner-city areas could differ from those for suburban or rural areas. State credit agencies could have limited flexibility to approve extremely low-income units in developments outside low-poverty census tracts, particularly in gentrifying neighborhoods or those with active revitalization programs under way.

Attract private capital to the production of mixed-income, multifamily 
rental housing.

The MHC recommends that the limits be taken off states’ ability to issue tax-exempt debt for specific multifamily properties, with the condition that eligible properties must restrict rents on at least 20 percent 
of the units to levels affordable to families with incomes below 80 percent of AMI. The Commission believes that access to credit, at the lowest feasible interest rate, is critical to the production of more housing. In addition, the 20-percent requirement will achieve a degree of affordability without impairing the developer’s willingness to participate and will ensure that the program helps to offset the decline in rentals affordable to low- and moderate-income working families (Fig. 12).

The Commission also recommends that states have the flexibility to place rent restrictions on more than 20 percent of the units and to apply deeper targeting to the rent-restricted units, or both. This program is viewed by the Commission as both a production and a community development tool.
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In addition, the following federal targeting requirements should apply to use of the tax-exempt resource:

•
Owners may not discriminate against applicants holding housing choice vouchers, subject to state-specified limits on the percentage of voucher holders per property in order to ensure that low-income households are not concentrated in any one development.7 

•
At least half of the low-income units should be available to ELI households through capital grants, project-based vouchers allocated by a public housing agency, or housing choice vouchers. At the option of the 
state agency or the relevant PHA, project-based thrifty production vouchers or other available operating subsidies might be combined with the capital subsidy to reduce rents, perhaps to 30 percent of income. State agencies should be permitted to issue this type of debt even if none of the subsidies intended to assist ELI households is available.

This tax-exempt bond authority should be in addition to the existing volume cap, which, with its companion tax credits and deeper income targeting, would remain unchanged.

The Commission recommends that Congress require states to develop parameters and criteria for the allocation of this resource, similar to the Qualified Allocation Plan (QAP) required under the Low Income Housing Tax Credit program. This suggestion relates to the Commission’s vision of the tax-exempt resource not only as a tool to stimulate the production of rental housing affordable to low- and moderate-income working families, but also as a tool for community development.

Specifically, Congress may wish to require states to identify areas where multifamily housing is needed to serve a broader community development effort and where the financing tool is necessary to achieve that purpose. The Commission recognizes that states may need funding for market studies or other analyses essential to identifying places where new multifamily housing would support broader community development goals. States may wish to delegate authority to localities in some instances.

States would also identify developers eligible for tax-exempt bond financing. Beyond private for-profit and nonprofit developers, eligible applicants might include governmental entities within a state’s jurisdiction (e.g., cities, counties, preservation entities, public housing authorities, regional entities, tribally designated housing entities) or private developers working in partnership with a governmental entity.

Facilitate strategic community development.

Strategic community development requires coordination of housing development with economic development, school improvement, employment and training, childcare, social services, transportation, 
and other initiatives to maximize the benefits of each. It also requires a combination of federal support, 
state leadership, and local innovation. Private-sector investments that work with public sector investments 
are key to assuring the reinforcement and alignment of neighborhood revitalization objectives.

Unfortunately, the many silos of categorical programs create almost insurmountable barriers to execution of comprehensive local programs. Federal funding flows to different jurisdictions, on different timetables, with unique planning, performance standards, eligibility determinations, and procurement requirements. Often these requirements are not only incompatible, but they also discourage comprehensive strategies altogether because of the time and energy required.

Funding childcare, employment and training, and enhanced transportation in connection with a housing development may involve four or five agencies with completely separate administrative structures derived from the federal authorizing statutes. The delays and barriers in assembling the desired set of resources drive up costs and discourage private-sector investment in the projects. Private investors gain confidence from well-executed, on-time performance. Such a standard is almost impossible to achieve when navigating the labyrinth of program requirements one at a time.

When state and local leadership overcome these unnecessary barriers, however, the results speak to the value of facilitating such approaches. Comprehensive community initiatives around the country—including Bethel New Life in Chicago, Community Building in Partnership in Baltimore, and the Dudley Street Neighborhood Initiative in Boston—confirm the enhanced return when public investments reinforce each other and attract private-sector investment.

The Commission believes that state and local leadership should have the tools to respond in a highly coordinated fashion to locally unique, comprehensive development proposals. The goal is prompt, consolidated review that crosses program boundaries, and streamlined administration so that private 
and public energies are not drained by conflicting, overlapping, and duplicate demands for information.

The Commission recommends creation of a new, more potent community development tool that builds on 
the lessons of successful projects while unifying funding and regulations. This proposal would allow state governors to reserve up to 15 percent of their federal block grant funds (including TANF, CDBG, HOME, Workforce Investment Act (WIA) funds, Social Services Block Grants, Child Care Block Grants, and transportation funding) to support comprehensive redevelopment projects sponsored by local governments, including consortia of local governments in rural areas.

Localities wanting to undertake such projects would apply to the state for funding through programs already administered at the state level. A consolidated program review and decision/award process for all identified programs would follow. The locality could also earmark 15 percent of the funds it receives directly from the federal government for these initiatives. Indeed, one of the factors a governor should consider in approving 
a request is whether the locality is willing to use its own funds to support the undertaking.

The application for consolidated funding would include a comprehensive plan approved by the appropriate local officials. The plan should include census data on the neighborhood, annual milestones and quantifiable results, description of the public participation process that produced the plan, and evidence supporting the need for a comprehensive approach. This plan would suffice for the federal planning requirements for funding streams such as HOME, CDBG, and WIA. The locality would prepare annual reports for the governor describing project progress and also supply an independent third-party evaluation. All documents would be available to the public.

Governors would have limited waiver authority to facilitate the blended use of funds within the general purposes and intent of each program. For example, in lieu of compliance with four or five income-targeting requirements, an application might suggest a uniform eligibility standard. A broader definition of eligible uses for one program might be proposed to fill funding gaps in the comprehensive plan. Basic federal standards such as civil rights could not be waived, but reporting requirements might be consolidated into a single report. Unless the responsible federal agency objected within 30 days of receiving the request, the waiver would go into effect.

The Commission notes that the Bush Administration’s proposal for reauthorization of welfare reform contains a proposal for “superwaivers” that differs from this recommendation in several respects. First, the MHC’s proposal is intended to apply only to block grant funds where states and local governments already have substantial flexibility, and the total amount subject to the waivers is limited to 15 percent of each block grant. Second, use of the funds would have to be consistent with purposes of the respective block grant programs. And third, waivers would be limited to comprehensive, geographically defined, neighborhood-based projects sponsored by local governments, so that state governments would act only in collaboration with a local initiative.

Major Reforms to Existing Programs

Several housing programs are in need of major reform. In particular, public housing and the Federal Housing Administration require significant reconfiguration to align these programs with 
their stated missions. In addition, the elimination of homelessness is within the nation’s reach; the Commission’s recommendations are meant to make this goal a reality. Finally, the MHC draws lessons from some of the successes to date of welfare reform, recommending the elimination of rules that can create disincentives to work. 

Transform and revitalize the public housing program.

Public housing currently serves 1.3 million of the nation’s lowest-income families and elderly and disabled persons. Over time, however, the program has become highly regulated and rule-bound—often serving as a laboratory for a wide, and sometimes contradictory, variety of social and philosophical ideas emanating from well-intentioned laws that have created more problems than they have solved.

The public housing authorities (PHAs) that administer the program find it increasingly difficult to meet 
their basic mandate while complying with the maze of regulations. The complexity and cost of compliance not only undermine the effectiveness of the best agencies, but also provide a convenient excuse for the operational failures of the least competent ones. Very small (usually rural) PHAs are particularly burdened, because they must abide by the same statutory and regulatory requirements as large, complex urban agencies but without the means—or the need—to do so.

The public housing program can better serve its customers and communities. Today, some public housing developments isolate residents8—typically the poorest and most vulnerable families—depriving them of real housing choices and economic, educational, and other social opportunities. In addition, many units are of substandard quality. Meanwhile, program costs continue to grow even without considering the more than $20 billion backlog of capital needs (Fig. 13).9
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The need for significant reform of the public housing program is clear. For large urban housing authorities, the HOPE VI program has made significant progress in revitalizing distressed public housing and surrounding neighborhoods. While the Millennial Housing Commission affirms the importance of retaining and revitalizing the existing public housing portfolio, it recommends an entirely different approach—one that more closely resembles private real estate market practices—to achieve that objective.

The MHC’s recommendations should not be confused with proposals to convert the stock of public housing to tenant-based assistance. The Commission affirms the importance of maintaining a permanent inventory of housing for people with extremely low incomes that is well managed and sustainable over time. Making more effective use of the resources already available to the program and improving the existing stock of public housing for current residents are key goals of this recommendation.

1.
Apply private real estate principles.

Over time, public housing’s physical inventory and population would shift to the project-based Section 8 model. This entails converting operating and capital funding to a long-term Section 8-type contract10 linked to each public housing property11 rather than to a PHA, as is currently done. The contract would provide reliable funding to cover operating costs including asset and property management costs, debt service on loans for capital costs, replacement reserves, and debt service insurance. Subsidy levels would be based on each property’s market rent. To be eligible for such a contract, the PHA would pledge to retain some specified income targets for the property.

The conversion could be voluntary at first, with a period of 7 to 10 years for completion. In this case, HUD would have to provide some oversight for PHAs that choose not to convert some or all of their stock during the transition period. If the requirement is mandatory, PHAs unable to make the change would need an alternative ownership model.

Conversion of public housing would follow a “mark to market” process similar to that which the project-based Section 8 inventory has gone through in recent years. To capture the market value of the properties and to implement an orderly transition, it is imperative that a market study and market-based physical and financial assessment be conducted for each property in a PHA’s portfolio to determine the feasibility of the conversion approach. The steps to ensure a thoughtful and orderly transition are:

•
Assess the capital, operating, and asset and property management needs of each property12 in the public housing inventory to determine the best debt and reserve structure. The first properties to convert would be those in the best condition and locations.

•
Set up each property as an individually owned entity, with its assets outside the public housing Annual Contributions Contract (ACC) between the PHA and HUD. While the entity could be a subsidiary nonprofit corporation of the public housing authority, its assets would have to be freestanding to facilitate debt financing of capital improvements.

•
Establish clear and widely accepted standards for redesign, unit and site amenities, and physical condition so that the properties are attractive to the full range of eligible families. Such standards would serve to reduce the concentration of the very poorest families in public housing.

•
Upon turnover, permit PHAs to admit a percentage of market-rate tenants13 to properties where income-mixing is feasible. Use of tenant-based subsidies in areas with inadequate supply, or project-based subsidies for units in other locations (to replace the former deeply subsidized public housing units), will also help to retain affordable housing for extremely low-income families.14 

•
Replace the Annual Contributions Contract with a Housing Assistance Payment (HAP) contract 
as each property moves to the project-based assistance model. This would immediately reduce the regulatory burden of the PHA and HUD oversight requirements. Properties that cannot or choose not
to seek project-based assistance would move to a housing choice voucher-type HAP contract. HUD’s public housing oversight structure would ultimately be eliminated.

•
Use a Section 8 administrator to avoid conflict of interest if the PHA is the owner/manager, sets rent levels, and performs housing quality inspections. Such arrangements already exist in many jurisdictions.

•
Involve the residents in future planning about the project. Neither public housing nor other rental housing is truly viable if residents and managers are unaware of or unwilling to consider each others’ desires, opinions, and goals. Successful conversion of the public housing stock requires the involvement and support of residents in the planning process as well as in carrying out the transition. Throughout this process, input and participation from public housing residents and other important stakeholders should be actively sought and considered. Residents should have access to the training and technical assistance necessary to make their involvement informed and productive.

2. Provide for an orderly transition at severely distressed properties.

A more comprehensive approach is recommended for severely distressed properties in order to preserve the housing and neighborhood, as well as to restore dignity to current residents. A severely distressed property generally has multiple physical and social problems. The physical problems include age (some properties are more than 50 years old), inadequate or failing infrastructure, extremely small and inadequate rooms, and other design deficiencies. Compounding the physical deterioration of these severely distressed properties is the social pathology characteristic of high-poverty neighborhoods that is often manifested by poor school performance, low education levels, high crime rates, high unemployment rates, and longer average tenancy.15 Given the blighting effect of these large, severely distressed properties, most of the neighborhoods in which they are located have suffered from decades of disinvestment.

The HOPE VI program must be maintained as both a preservation and production tool. In addressing severely distressed properties, HOPE VI must be the first money in, because the private sector does 
not have the resources to address the predevelopment costs to acquire a buildable site. Under current regulations, HOPE VI funding pays only for public housing-related costs (including the relocation, demolition, site remediation, and construction costs for public housing-assisted apartments) and leverages non-public housing funds to pay for the non-public housing costs. The latter costs make up the larger share of development budgets.

As previously discussed, each property in a PHA’s portfolio would undergo a complete market-based assessment to determine the feasibility of the proposed conversion. If such an assessment reveals that the property is severely distressed but has a viable location and warrants private investment, then a HOPE VI revitalization, mixed-income approach would be considered feasible. As the property is revitalized and the multifamily component is completed, the property would be moved to a project-based voucher contract. If a property is not well located, not viable, and should be demolished, a local market assessment must be done to determine what housing resources are available to the families who must be relocated.

3. Allow debt financing of capital needs.

To complete the transition to this new public housing model, capital improvements16 would be financed through loans secured by a mortgage, which could be backed by FHA mortgage insurance. No additional guarantees should be necessary for the majority of public housing properties, whose market rents would fully support the debt service to bring the property to acceptable quality standards. Likely lenders would include commercial and mortgage bankers and, in some states, housing finance agencies. Credit enhancers would include FHA and the GSEs.

Properties that potentially have sustainable rents17 but do not initially meet quality standards would have 
a limited time to rehabilitate or replace inadequate units. During the planning and rehabilitation period, rents could be pegged to what the units would command after renovation. Additional credit enhancements or other HUD guarantees would be necessary in that, by definition, the property’s condition will require financing that exceeds its market value.

If a PHA decides not to replace or rehabilitate a property, rents would be based on market value, and replacement reserves would continue to accrue. While some public housing properties need no new capital investment, others are in such poor condition or are so poorly located that they do not warrant additional investment. These properties are good candidates for demolition and replacement with vouchers or hard units, depending on input from community stakeholders, including public housing residents, as well as analysis of local markets and housing conditions.

A debt financing strategy has several merits. The long-term costs of this capital improvement approach would likely be lower than the current approach. An added benefit is that improvements can occur quickly, before properties deteriorate further. Finally, debt financing provides another level of operational oversight from lenders, thus substituting standard real estate practice for HUD oversight and regulations.

Debt financing is not, however, appropriate in all cases. For small properties, the ratio of transaction costs to overall debt makes this type of financing impractical. A more suitable approach for these properties would be to use existing capital grant programs or to front-load direct grants.

For properties whose capital needs require rents substantially above market-based levels or Section 8 fair market rents, the alternatives include:

•
Using the HOPE VI program to revitalize properties that are well located but in poor condition
or otherwise obsolete, and

•
Granting PHAs full access to all housing development vehicles including debt financing and tax credits, as well as new loan and grant programs.

While these alternative approaches may add to the already tight competition for tax credits, the ability to compete successfully depends on the credibility of the PHA and its partners as asset and construction managers. Over time, such competition would help integrate public housing into the rest of the affordable housing delivery system and subject PHAs to the same degree of private-sector discipline as owners of tax credit properties. This suggests that Congress should consider an increase in the allocation of the Low Income Housing Tax Credit so that this resource can be used to revitalize the public housing stock without diminishing its availability for other uses.

Finally, the Commission suggests that Congress direct HUD through FHA to work with the private sector and bond-rating agencies to structure a guarantee based on the proposed Section 8 project-based appropriations. Such a guarantee would enable PHAs to leverage private-sector investment for constructing or rehabilitating units affordable to voucher holders and located in mixed-income developments.

4. Simplify the rating of PHAs.

HUD has used various systems to assess PHA competence that often focus on process compliance rather than on outcomes. At the same time, the evaluation systems have become pointlessly complex in an effort to prevent PHAs from “gaming the system.” HUD needs to simplify the system to identify objectively those with determinable competence or incompetence. Such a system must:

•
Relate to the quality of housing that residents experience and be simple enough to enable PHAs or other administrators to judge how they are doing. The limited successes of HUD’s public housing assessment systems (such as the Public Housing Management Assessment Program and the Public Housing Assessment System) provide enough insight to design an approach that accurately gauges the quality of both housing and its management, while allowing significant input from residents and industry professionals.

•
Prevent PHAs that do not meet minimum standards from converting to the proposed project-based program. If such a PHA owns some properties that do meet standards, those properties could be converted under some form of ownership that provides opportunities for resident participation and 
does not give the PHA complete control.

•
Require agencies with competency problems to accept alternative management. Many troubled PHAs have been fixed by other PHAs acting as administrators. If no qualified administrators can be contracted, however, alternative management would be either provided by the state or procured competitively from the public, nonprofit, or for-profit sectors. Agencies with multiple problems that cannot be resolved through alternative management would have to report to an administrative or judicial receiver.

5. Test new rent-setting approaches.

Setting public housing rents has always been a balancing act among simplicity, accuracy, and equity. Today, emphasis has shifted too far toward hair-splitting issues of equity, with a predictable increase in the difficulty of achieving accuracy. This highly complex system is onerous for administrators, residents, and applicants alike.

The MHC recommends that Congress consider funding a research demonstration of alternative rent models. Rigorous research is necessary to ensure that public housing residents who are elderly or disabled (44 percent of the PHA tenant population18) are not forced to pay too high rents in the name of simplicity.

In addition, the rent structure should incorporate incentives for residents to seek economic opportunities. One approach would be to establish an income threshold below which residents are subject to full verification and pay a simplified income-based rent. Families with incomes above the threshold would pay a higher fixed rent based on their unit size and subject to annual adjustment. Such an approach creates real economic incentives for families in the upper-income tier, while still not burdening those with the lowest incomes.

Another approach would set rents at 30 percent of income for the first year and then “step up” the level every year thereafter. This again creates an incentive to seek economic opportunity, but gives families a full year to access services and achieve some stability.

6. Exempt small PHAs from unnecessary and burdensome reporting requirements.

Small PHAs must abide by most of the same statutory and regulatory requirements developed for large PHAs. The MHC recommends that PHAs with fewer than 250 units have a simplified contract that establishes basic standards for physical conditions and operations, but strictly limits paperwork and reporting. In this way, small PHAs can appropriately focus their staff and financial resources on property management. Even under these simplified requirements, however, some PHAs that are geographically isolated or face high staff turnover will need ongoing, reliable technical assistance.

Revitalize and restructure the Federal Housing Administration 
within HUD.

Revitalizing and restructuring the Federal Housing Administration is an urgent priority. FHA multifamily insurance is an indispensable tool for stimulating housing production, and FHA single-family insurance is vital for expanding homeownership among low-income families and minorities. In FY 2001, FHA endorsed more than $100 billion in mortgage insurance under its single-family and multifamily programs, and injected about $4 billion into the federal budget.19 Indeed, unlike most federal programs and agencies, FHA is a moneymaker.

The potential of FHA to support the production and preservation of affordable housing is hampered, however, by its structure and the prescriptive statutes under which it operates. For example, although federal regulators of financial institutions are permitted to pay salaries above normal federal pay scales in recognition of the special skills demanded by sophisticated financial market operations, FHA’s hiring authority is limited by statute and congressional appropriations. FHA’s dependence on the appropriations process (instead of 
its own “earnings”), together with competition for funds within HUD, has led to under-investment in productivity-enhancing technologies that not only makes it difficult for FHA to work efficiently with 
its industry partners, but also increases operational risk (i.e., risk of managerial shortcomings).

The statutes and regulations dramatically increase the time necessary to develop and implement new products, keeping FHA from being fully responsive to the evolving marketplace. The nature of the political process often leads to highly specific—and sometimes contradictory—changes to programs, further curbing flexible implementation.

1. Restructure FHA as a wholly owned government corporation within HUD.

A corporate structure would give FHA maximum flexibility to adapt its programs to the evolving finance market without relying on Congress to legislate each change. This could be accomplished with no substantial budget impact.

Specifically, the Commission recommends that FHA and Ginnie Mae be combined into a single entity, based on the model laid out in the Government Corporation Control Act (GCCA).20 The following structure would enhance FHA’s unique ability to support production and preservation of affordable housing.

•
Powers and mission. The new corporation would continue to issue insurance backed by the full faith and credit of the federal government, including credit enhancement and related functions such as asset management and disposition. Legislation should specify broad parameters for the insurance authorities, including creation of three separate insurance funds for single-family housing, multifamily housing, and health care facilities. Each should have its own statutory mortgage limits that focus FHA’s mission on affordability. Within these parameters, however, FHA should have freedom to create or alter specific insurance programs without direction from Congress. FHA’s mission must also be focused through its accountability to Congress and the Secretary’s role (see below) in coordinating the corporation’s activities with the rest of HUD.

•
Governance. The corporation should be run by a Chief Executive Officer appointed by the President 
and reporting to the Secretary of HUD. The CEO’s term could run for the duration of the current administration, or for a specific number of years that overlap administrations (like the terms of most banking regulators). The recommended structure is a board chaired and appointed by the Secretary of HUD; an alternative structure could be an advisory board appointed by the Secretary.

•
Oversight. Like other government corporations, the new FHA corporation should be subject to regular financial and other reporting requirements, including an annual audit. In addition, an annual actuarial review should be conducted to set credit subsidy rates for the three funds, for use in the President’s annual budget. Regulation of FHA’s safety and soundness, particularly the adequacy of its reserves, could be the responsibility of either the Office of Federal Housing Enterprise Oversight or the Office of Management and Budget.

• Hiring and procurement. FHA should have greater flexibility to pay employees according to the same standards as the federal banking regulatory agencies, including exempting workers from certain competitive and other requirements. The corporation itself should be exempt from the Federal Property and Administrative Services Act, so that it can quickly procure needed goods, contractors, and other services.

•
Funding. A restructured FHA would not require additional funding because it should continue to take in more than it spends. Each year, as part of the annual budget process, the corporation should report the expected level of “earnings” to be retained for funding FHA operations and reserves. Earnings estimates would be based primarily on the actuarial review of the corporation’s programs. The balance could either remain within FHA or be available for other government purposes.

With this new structure, FHA could invest in technology to improve its efficiency and reduce its risk, thereby creating production and ownership opportunities that would otherwise not exist. A corporate structure would also serve to attract staff with the requisite skills and experience to manage FHA’s nearly $500 billion mortgage insurance program. Equally important, however, FHA would remain an integral part of HUD and, as such, an effective force for the production and preservation of affordable housing.

2. Provide for more flexible multifamily operations.

Statutory reforms are needed to grant FHA a sufficient degree of flexibility to improve its multifamily operations (Fig. 14). Although the Commission recommends the following changes be made as part of a restructured FHA, they would by themselves improve FHA’s support of multifamily housing. At minimum, Congress should pass statutes that:

•
Combine all multifamily programs in the General Insurance and Special Risk Insurance (GI/SRI) Fund into a single program for purposes of determining credit subsidy allocations. As currently structured, any individual insurance program that does not break even requires an appropriation of credit subsidy from Congress, even if other programs within the fund generate earnings. When the subsidy runs out, these programs must shut down for the remainder of the fiscal year unless Congress makes an emergency appropriation. A single appropriation of credit subsidy for all programs in the GI/SRI fund would eliminate this problem. Enabling FHA to manage its multifamily programs as a single fund would allow it to set premiums and target loan volumes for each program in such a way that the fund as a whole requires no appropriation of budget authority.
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•
Permit FHA to vary the terms or other aspects of its multifamily insurance programs. Today, program specifics are spelled out in statutes that require congressional legislation to change. Broader authorities should replace many of these details. In crafting such legislation, Congress can look to its own FHA multifamily risk-sharing legislation, which gives FHA the flexibility to react to market changes and other conditions much more rapidly.

•
Grant FHA broad authority to pursue pool insurance and offer adjustable-rate insurance products. This authority would allow FHA to respond much more quickly and effectively to market changes, 
for example by offering short-term or adjustable-rate mortgages when interest rates favor short-term financing.

•
Index multifamily mortgage limits to a construction cost index and give FHA greater flexibility to increase limits in high-cost areas. Even with the recent 25 percent increase, current FHA mortgage limits are too low to produce new housing in high-cost areas. At present, FHA can use the maximum limit adjustment in only two states. FHA should be allowed to apply this adjustment to other areas it designates as high cost.

•
Allow FHA to insure construction-only loans, including a tailored interim-loan product to cover the costs of acquiring and renovating properties. Such a program would help preservation entities purchase and rehabilitate at-risk affordable housing. The program could offer either risk-sharing or full insurance and should start as a demonstration focused initially on federally assisted properties.

•
Build on the success of the 221(d)(4) rental production program (FHA’s multifamily mortgage insurance program for for-profit developers) by removing outdated features limiting its effectiveness.21 

Congress should also urge FHA to:

•
Use its existing multifamily risk-sharing authority to offer pool insurance to housing finance agencies and government-sponsored enterprises, especially for financing the preservation of small properties.

•
Consider risk-sharing partnerships with private lenders, but only after carefully establishing strict criteria for participation such as capital and reserve requirements and lending track record.

3. Provide for more flexible single-family operations.

FHA lacks risk-sharing authority for its single-family programs, freedom to introduce new products and insure pools of single-family loans, and authority to set high-cost area limits without specific acts of Congress. Again, the Commission strongly believes that the best way to strengthen FHA’s single-family programs is to restructure the agency as a whole. At minimum, though, the following reforms would make FHA a more responsive, flexible, and capable partner for lenders and other private-sector players.
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•
Expressly authorize FHA to initiate single-family risk-sharing demonstration programs under terms and with partners it sees fit. Present statutes grant FHA some authority to share risk with partners on single-family loans, but on very narrow terms. FHA should have broader authority to choose its partners, loss position, and types of credit enhancements (including reinsurance as well as insurance or reinsurance on pooled loans).22 

While FHA can absorb risk better, potential partners may have superior risk assessment and management systems. Others may be able to provide access to new products and delivery systems targeting communities with underserved borrowers that FHA does not yet reach, such as the subprime mortgage market.23 Congress should establish one FHA risk-sharing program for credit subsidy purposes and allow it to operate both programs that break even and programs that do not within this authority, provided it achieves an overall target.

•
Authorize FHA to set its own standard for selecting business partners. At present, FHA approves lenders, but not appraisers, under congressionally mandated standards. FHA’s inability to select appraisers and other business partners on its own terms severely handicaps its capacity to manage risk and, by extension, the risk to communities from liquidating inventories of defaulted loans.

•
Expressly authorize FHA to introduce new products, such as pool insurance products, without requiring Congress to pass a new statute for each. This would offer the same benefits on the single-family side as those described for the multifamily side. 

•
Urge FHA to use sophisticated private-sector techniques to prevent mortgage defaults and, when defaults are unavoidable, reduce their cost. While FHA has made progress in loss mitigation and property disposition in recent years, potential partners have demonstrated far greater success in these areas. In 1998, Congress gave FHA authority to take assignment of loans for purposes of transferring them to partners who would manage loss mitigation, foreclosure, and property disposition. The authority also allows FHA to take an equity interest in a joint venture partnership, so that FHA can share in the returns generated from more efficient and effective operations. The Commission recommends that FHA implement this existing authority for defaulted loan sales to joint ventures.

This recommendation is not to suggest that FHA should simply sell its entire inventory of foreclosed homes for the highest price. That approach has had—and would continue to have—devastating impacts on low-income people and communities. The merits of bulk sales and accelerated claim procedures for dealing with dispersed FHA-owned homes in stable neighborhoods often do not apply in low-income communities with high concentrations of vacant, dilapidated properties. In fact, Congress created special initiatives within FHA such as the “Asset Control Area” program in part to help communities combat the problems caused by bulk sales of FHA-owned homes to investors with little or no regard for the homes’ habitability, the well-being of homebuyers, or the stability of the neighborhood. These initiatives should continue.

•
Expand FHA’s home improvement lending activities by reforming its Title I program to attract more lenders and better manage risks. Financial and other risks associated with the quality of construction and its impact on property values, combined with the relatively high fixed transaction costs of small loans and of monitoring construction progress, have reduced the number of lenders willing to administer home improvement loans. Scarce capital for these typically high loan-to-value loans also limits the availability of these products.

FHA should take decisive steps to stimulate home improvement lending by raising Title I loan limits from $25,000 to $50,000, and reducing the administrative hurdles to loan origination. Title I insurance should also be full-faith-and-credit instead of conditional, which now allows FHA to force lenders to buy back a loan even after a claim is paid. A stronger FHA role in the market would help establish effective third-party oversight and underwriting rules others could emulate. It could also prompt Ginnie Mae to 
re-enter this market.24 

•
Expand FHA’s small investor lending activities by reforming its Section 203(k) program for acquiring and rehabilitating two- to four-unit properties. The program’s design and management contain many restrictions and carry low loan limits, making the program generally difficult to use. Few lenders will process or originate these loans, in part because they have higher administrative costs than non-FHA loans. By revising and streamlining these programs, FHA could provide a competitive product that 
would limit any opportunities for predatory lending by others.

End chronic homelessness in 10 years by building additional units 
of supportive housing.

While the accuracy of homeless counts is controversial, the best current estimate is that at least 800,000 people are homeless on any given night, and that between 2.3 million and 3.5 million people experience homelessness over the course of a given year.25 

About three-quarters of the homeless are single adults living alone, and about 15 percent are households 
with children. Indeed, nearly 200,000 children are homeless on a given day.26 In addition to those living on the streets or in shelters, an unknown number are doubled up temporarily with friends or relatives. A study 
of nine metropolitan areas found that between 2 percent and 10 percent of all poor families are homeless 
each year.27 

The homeless can be divided into two broad groups. Up to one-third are the “chronically homeless” who experience frequent or long-term episodes of homelessness. This population—primarily single adults, although including a small percentage of families as well—generally suffer health or substance abuse problems in addition to extreme poverty.

Many of these individuals live in the homeless system, cycling from shelters to the streets to jails and hospitals—often at enormous cost. A recent study of New York City’s homeless system found that the public cost to care for a homeless, mentally ill person was roughly equivalent to the cost of housing that same person.28 The chronically homeless require “permanent supportive housing” to escape homelessness and reduce the enormous burden on public care systems.

The “transitionally homeless,” in contrast, are households whose predominant need is rapid access to affordable housing. Overall, the transitionally homeless have more in common with the “housed poor” than with the chronically homeless. In fact, many of the needs of the transitionally homeless can be met by increasing the affordable housing supply for extremely low-income families, as well as by policies promoting employment and self-sufficiency.

The MHC strongly endorses a program to end chronic homelessness within 10 years through provision of additional supportive housing. Best estimates put the number of chronically homeless people near 200,000 and the number of appropriate units near 50,000. This shortfall calls for another 150,000 units of suitable housing over the next 10 years, along with continued funding for the 50,000 or so existing units.

The tools to achieve this goal are already in place. For the last three fiscal years, 30 percent of HUD McKinney-Vento Homeless Assistance funding has been set aside for permanent housing through the Shelter Plus Care, Supportive Housing, and Single Room Occupancy programs. The Commission recommends that this set-aside be made permanent as a way to ensure the addition of 15,000 incremental units of permanent supportive housing each year.

A related recommendation is to transfer renewal funding for expiring rent and operating subsidies for permanent supportive housing (initially funded under McKinney-Vento) to HUD’s Housing Certificate Fund. This would treat HUD-supported housing for the homeless similarly to other 
HUD-subsidized housing, freeing current year McKinney-Vento appropriations for investment in incremental permanent supportive housing units and other initiatives for the homeless.

Together, these two initiatives would serve to end chronic homelessness within 10 years. Policies recommended elsewhere in this report would also greatly reduce transitional homelessness. Moving these populations out of shelters and jails and off the streets is in the best interests not only of housing policymakers but of all Americans.

The Millennial Housing Commission recognizes, however, that providing extra domicile space alone cannot address the fundamental needs of either the transitionally or chronically homeless. Overall, a successful policy to solve homelessness must: 

•
Provide sufficient public and private funding for a full continuum of interventions targeted to various homeless sub-populations, ranging from street outreach and emergency shelters to permanent affordable and supportive housing; and 

•
Infuse this continuum of interventions with the high expectations, incentives, and supports needed to encourage homeless households to participate in treatment programs (to address their physical and mental health, substance abuse, and other personal conditions), work productively within the legal labor force, and otherwise engage in constructive behavior.

In this regard, future policymaking on homelessness should draw on the lessons of welfare reform. The nation’s experience with the TANF program, enacted by the Personal Responsibility and Work Opportunities Act of 1996, has demonstrated conclusively that a system of narrow, unconditional public assistance is less effective in promoting self-sufficiency than one that artfully wields both sanctions and a broad array of supports. Moreover, the successful welfare reform experiment has, from its inception and throughout its implementation, recognized that a one-sized approach does not fit all target populations. Accordingly, the Commission recommends a broad spectrum of interventions in keeping with the paradigm shift that has occurred in the field of welfare policy.

Over time, link housing assistance with work requirements.

The Commission believes that more should be done to link housing assistance with economic opportunity, self-sufficiency, and personal responsibility.

The MHC recommends that federal housing assistance programs encourage and facilitate expanded economic opportunity, recognizing that working-age families living in assisted housing, like other able-bodied people, have an obligation to contribute to society as well as accept its help. Thus, MHC supports provision of the necessary services and supports to enable these families to find employment that will enable them to become self-sufficient and, when such services are available, directly or through non-housing agencies, to accompany them with realistic work requirements. The Millennial Housing Commission thus recommends that, over time, the housing assistance system require residents who are not elderly or disabled to work as a condition 
of receiving aid.

This recommendation is modeled on the reform of the Aid to Families with Dependent Children program, which brought about work requirements coupled with access to support services (such as childcare, education and training programs, and transportation) (Fig. 16a). This approach helps recipients get and keep jobs, plus provides financial incentives (including more generous income disregards that allow them to keep more of their earnings, and specialized savings accounts exempt from resource limitations) that make work pay.
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Since enactment of welfare reform and creation of Temporary Assistance for Needy Families, many states have made substantial changes to the provision of family assistance. The TANF law encouraged states to 
link assistance with work requirements. The combination of federal welfare reform, state flexibility in implementation, and economic expansion has led to a dramatic decrease in the number of AFDC/TANF-assisted households and a simultaneous increase in the percentage of TANF-assisted single mothers participating in the workforce (Fig. 16b).

There is evidence that combining incentives to work with job-promoting services for welfare recipients is more effective for those who also receive housing assistance than for other welfare families.29 This may be because subsidized housing provides the stability that people need to find and hold jobs, allows families to devote more of their earnings to work-related expenses such as childcare, and/or helps families move to areas with better job opportunities.

Welfare reform was the culmination of 15 years of experimentation with efforts to promote employment and self-sufficiency. Over time, welfare agencies developed expertise in social work to help families become self-sufficient. It will therefore take time and adequate funding to develop an analogous system for residents of assisted housing who are not already covered by the welfare program requirements.
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Some housing authorities have already instituted changes that help to counter the disincentives to work for assisted families. While not directly requiring work, many PHAs now disregard increased earnings in setting rents; support work requirements under state and federal welfare policy, with exceptions for elderly and disabled households; set rents at levels only households with earnings can afford; and give preference to working families in their admissions policies.

The Millennial Housing Commission recommends that Congress support continued experimentation with, and evaluation of, such policies. Experimentation with stepped and flat rents should be encouraged. In the short term, the most important job of public housing authorities is to manage their real estate properly. 
Over time, however, PHAs should build on the concept of linking housing assistance to work requirements. 

Nevertheless, Congress should impose these requirements only if it supplies adequate funding for services to help recipients get and keep jobs, and for income disregards that allow residents to keep more of the money they earn. Furthermore, Congress should facilitate partnerships between PHAs and welfare agencies so that PHAs need not expand their missions to provide services that are already provided by other agencies.

Streamlining of Existing Programs

Several housing programs work well but would benefit from minor modifications. The recommendations presented below affirm the basic strengths of these programs and 
suggest ways in which they can be improved.

Expand and strengthen the housing choice voucher program to 
improve the access of extremely low-income households to the 
private housing stock.

Since the 1970s, the housing voucher program has effectively assisted millions of low-income renters—particularly extremely low-income households who are most likely to have severe affordability problems and/or live in inadequate housing. The voucher program now serves 1.6 million households, including several special-needs populations such as persons with physical or mental illness and families making the transition from welfare to work. In certain circumstances, vouchers can also be used to help families become homeowners.

Because the program is flexible, cost-effective, and successful in its mission, the MHC believes housing vouchers should continue to be the linchpin of a national policy providing very low-income renters access 
to the privately owned housing stock.

The MHC recommends appropriation of additional funds for substantial annual increments of vouchers to address the housing problems of extremely low- and very low-income families who lack access to other housing assistance. The MHC also supports expanded use of vouchers for homeownership to help low-income families build assets. Finally, the MHC recommends specific refinements that would increase the program’s efficiency and effectiveness.

1. Improve utilization and success rates.30 

HUD needs to diagnose the reasons for the limited success of the voucher program at some PHAs and offer targeted technical assistance.31 Voucher units should be reallocated from low-utilization PHAs to entities serving the same geographic area and households. Where reallocation is not feasible, the PHA could be required to contract with another entity to administer the unused vouchers. In all cases, households on the original PHA’s waiting list should have priority for the unused vouchers.

HUD could also make two simple administrative changes that would improve the voucher system in tight rental markets: (1) expand the resources devoted to rent surveys so that published Fair Market Rents do not lag actual rents, and (2) quickly approve exception payment standards when census data demonstrate that average area rents are at the level of the exception sought (with some appropriate upper limit).

2. Increase landlord participation.

HUD and PHAs should develop consensus standards for shortening the inspection and lease approval process and for providing better service to landlords. These standards should be based on a review of PHA performance, feedback from both landlords and voucher holders, and review of all standards that affect landlord participation, such as lease approvals, inspections, and voucher transfer payments.

The MHC also recommends that HUD provide technical assistance to PHAs for improving landlord participation, disseminate best practices information to program administrators, experiment with giving PHAs greater flexibility in applying the Housing Quality Standards (HQS) to attract owners to the program, and change the cap on the family rent contribution for newly rented voucher units to 40 percent of gross (rather than adjusted) income.32 

3. Link vouchers to housing production programs.

The MHC recommends that HUD strengthen and enforce the requirement that owners of housing produced under federally funded programs accept households with vouchers. This is in an effort to enable extremely low-income families to live in rental housing produced with other subsidy sources that would otherwise be unaffordable.33 In the interests of promoting mixed-income housing, however, the MHC also recommends that owners of developments of 50 or more units be able to limit the share of voucher households to 20 percent or 30 percent, subject to local market conditions.

Extremely low-income households would receive special vouchers for units produced under capital subsidy programs such as the LIHTC, HOME, CDBG, and the new mixed-income, multifamily rental production program proposed elsewhere in this report. Payment standards for units served by these “thrifty production vouchers” would equal the operating cost, rather than being based on the Fair Market Rent. These vouchers could be targeted to places where the tenant-based voucher program has had little success, or where there is a severe shortage of rental units at or below the program Fair Market Rent. In addition, state and local housing plans would be required to take into account voucher success rates and barriers to voucher use when determining the use of HOME and CDBG funds. These funds could be used for voucher program enhancements, such as assistance with searches or security deposits.

PHAs should be allowed to designate a portion of available housing vouchers for “first use” in a particular housing project. This would supplement the current system of project-based vouchers, but not guarantee the owner a specific number of voucher holders over time. These designated vouchers should be allowed only in neighborhoods with access to jobs and decent schools, or as part of a comprehensive revitalization project that addresses these other aspects of neighborhood quality.

4. Link vouchers to work opportunity and self-sufficiency initiatives.

While the current voucher program provides incentives for tenants to move to neighborhoods with better opportunities and good schools, it does not make mobility a primary goal. But housing vouchers can play 
a larger role in helping welfare-dependent families and marginally employed workers improve their job stability and earnings potential. Indeed, vouchers are more effective than any other kind of housing assistance in improving recipients’ opportunities for employment, savings, and long-term self-sufficiency (Fig. 17).
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The ability of the voucher program to help families become more self-sufficient may depend in part on its ability to assist families in moving to neighborhoods with access to good jobs and good schools. As the Moving to Opportunity (MTO) demonstration34 has shown, however, effective mobility counseling is expensive. In addition, the goal of mobility competes with other program objectives such as maximizing the number of households served, minimizing the dependency of households on public subsidies, and ensuring the full utilization of program funding.

Another way for the voucher program to help families move toward self-sufficiency is to build in opportunities for employment and savings. Among the current HUD programs aimed at increasing employment and income among voucher holders, the Family Self-Sufficiency (FSS) program35 has 
shown particular promise.

5. Link vouchers to non-housing programs.

HUD should allow other agencies to compete for special allocations of vouchers for certain populations, but require that PHAs (or regional consortia of PHAs) perform key operations such as housing inspections, rent-setting, and payments to landlords. HUD should monitor performance of these functions as part of the PHA’s overall voucher program.

Housing vouchers can also work effectively with other types of assistance programs for special-needs populations. In particular, as states expand community-based housing options, they are likely to look increasingly to vouchers to provide permanent housing supports for persons with disabilities. This will require establishing stronger partnerships between PHAs and other providers of supportive services, and permitting state agencies and nonprofits to administer special-purpose vouchers.

6. Allow for the flexible use of Section 8 project-based units.

In addition to expanding tenant-based housing choice vouchers, the Commission proposes certain improvements to the project-based Section 8 program. More than 800,000 units of project-based Section 8 units are still in the federally assisted stock. While most are in good condition, some are obsolete, deteriorating, and located in areas where assisted housing is highly concentrated. Others are at risk of opt out from their Section 8 contracts.

Unfortunately, the treatment of project-based Section 8 units is rather inflexible. Current HUD policy does not appear to allow the transfer of subsidies from deteriorated properties to other locations to create replacement housing. Although the Mark-to-Market program can help rehabilitate properties that are in relatively good condition, it makes better economic sense to demolish and replace some obsolete or poorly located properties.

It would be a better use of federal funds if, with local government support, some or all of the project-based Section 8 and other subsidies could be transferred to other locations as part of mixed-income housing developments. All companion use and affordability restrictions would also be transferred to the new properties. The ability to transfer subsidies would thus help preserve existing affordable housing now at risk of loss.

This flexibility would also provide new preservation options for property owners who are considering opting out of their contracts. Owners would have the opportunity to do a partial opt-out, converting some but not all units to market rate. This partial conversion would foster income-mixing in the housing development by attracting residents with higher incomes. Other properties assisted by shallow subsidy programs (such as LIHTC and HOME) could use the transferred subsidies to serve some very low-income renters.

HUD currently has authority to transfer project-based Section 8 contracts to other developments. There do, however, appear to be statutory issues involved in transferring existing contracts to new construction projects intended to replace obsolete units, and in transferring companion use restrictions to other buildings under Mark-to-Market transactions. The Commission therefore recommends that the administrators of these project-based contracts be permitted and encouraged to allow transfer of assisted units to aid in the preservation of affordable units in high-quality properties and to improve income diversity. It also recommends that Congress remove any statutory obstacles to using transferred project-based Section 8 subsidies for replacement housing. These recommendations are in keeping with the Commission’s emphasis on devolving greater responsibility to state and local entities and providing greater program flexibility to increase the public benefit.

Improve the HOME Investment Partnerships and Low Income Housing Tax Credit programs to work better individually and in combination, and increase funding for HOME.

As the MHC heard time and again in testimony, housing programs must be flexible enough in implementation to enable local actors to tailor federal resources to local needs. Two modern housing production programs—the Low Income Housing Tax Credit and the HOME Investment Partnerships Program—are, to a large degree, highly successful precisely because they were designed with flexibility
in mind.

The LIHTC was enacted in the Tax Reform Act of 1986. The program provides housing developers with 
a source of equity—generated by private-sector investors—that enables them to achieve affordable rents on new or rehabilitated rental units. Without such equity, rents would have to be significantly higher to cover the cost of amortizing debt.

The LIHTC is administered by state credit agencies (usually state housing finance agencies). Federal program guidelines are spelled out in the Internal Revenue Code (IRC). Through the IRC, the federal government defines tenant income and rent restrictions, generally describes the Qualified Allocation Plan (QAP) process that credit agencies must use in awarding credits to projects that propose to serve such tenants, outlines the eligible project costs for which the credit may be used, explains how investor benefits relate to eligible project costs, and lays out compliance requirements for investors.

Credits are allocated annually to state credit agencies on a per capita basis. The agencies then award credits to individual developers via the state-developed QAP, which identifies statewide housing needs and lays out the agency’s ranking factors given those needs. Allocators have enormous flexibility in designing their QAPs. In effect, through its QAP requirement, the federal government mandates that state credit agencies define the public benefit to be achieved through the use of the tax credit, which is essentially a public subsidy.

Developers who compete successfully for a credit allocation then sell their credits to private-sector investors, with proceeds of the sale providing project equity. Investors derive economic return as long as the property remains in compliance for the required period of time. The statute requires a 15-year initial compliance period and mandates an extended-use agreement under which properties must continue to serve low-income tenants for an additional 15 years, but with a contingency clause that allows for conversion to market rate under certain conditions.36 

Enacted in the National Affordable Housing Act of 1990, HOME is a federal block grant program administered by the U.S. Department of Housing and Urban Development. Grants are allocated annually, 
by formula, to states, localities, and consortia of local governments. The federal government determines 
the allocation formula, sets overall program objectives and eligibility requirements for applicants and beneficiaries, and defines eligible and ineligible uses of the funds. Beyond that, HOME fund beneficiaries have great flexibility to determine how best to use the funds to meet local needs (Fig. 18).

In addition to expanding the supply of affordable—particularly rental—housing for low- and very low-income families, one of the stated national objectives of the HOME program is to “strengthen the ability of state and local governments to design and implement strategies for achieving adequate supplies of decent, affordable housing.”37 Funds can also be used for capacity-building assistance to beneficiaries, and to strengthen partnerships between beneficiaries and the private sector.

Both LIHTC and HOME have helped to build the capacity of state and local jurisdictions to engage in housing development. The LIHTC in particular has imposed private-sector discipline on state credit agencies and developers who benefit from tax credit equity, because private-sector investors in LIHTC-funded projects face severe tax penalties should the projects fail to comply with IRC requirements. State credit agencies are required to monitor projects’ physical condition and compliance with federal tenant and rent restrictions, so private-sector investors demand effective public oversight of the projects; otherwise they risk losing the economic benefit of having invested. Indeed, a uniquely clever element of the LIHTC program is that private-sector investors are compelled—by the potential for economic loss—to assure that the public objectives of the program are met.
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The LIHTC and HOME programs represent a true and strong paradigm shift away from some of the less effective federal policies and programs of the past. States and cities—not the federal government—now determine how to use most housing resources. The LIHTC, in particular, builds on lessons learned about providing incentives for private-sector involvement in housing. LIHTC’s program design eliminates many of the perverse incentives that resulted in costly long-term problems with the privately owned, subsidized stock. Congress has recognized the success of both programs by recently increasing the per capita tax credit allocation from $1.25 to $1.75 and pegging the credit to inflation beginning in 2003. In fiscal year 2002, Congress funded the HOME program at its highest level ever.

The Commission’s recommended improvements to the LIHTC and HOME programs are meant to eliminate outdated requirements and thereby provide even greater flexibility for states and localities to respond to local production and preservation needs. The MHC proposes improvements to each program, as well as several recommendations that would make the LIHTC and HOME programs work better both together and with other programs.

1. Improve the Low Income Housing Tax Credit Program.

•
Allow sponsors of tax credit properties in low-income rural areas to set rent caps based on statewide median income. This recommendation is intended to facilitate use of the tax credit in rural areas where the median income is too low relative to construction costs to stimulate multifamily housing production. The proposed change would allow states to extend eligibility, where appropriate, to developments whose rents are affordable based on statewide (rather than countywide) median incomes. Additional subsidies will be necessary to make an appropriate portion of the units available to extremely low-income families.

•
Remove impediments to the use of tax credits for preservation. Repealing IRC §42(d)(2)(B)(ii) would make it easier to transfer desirable tax credit properties to preservation entities. This “anti-churning” provision precludes a property from receiving an allocation of acquisition tax credits if it has changed hands within 10 years. The 10-year rule was put into place to prevent owners from selling or transferring properties in order to gain tax benefits. Because Congress has since eliminated or restricted these tax benefits, the 10-year rule is now obsolete.

•
Remove the prohibition against combining LIHTC with assistance under the §8(e)(2) moderate rehabilitation program. IRC §42(c)(2)(B) precludes a moderate rehabilitation property from receiving an allocation of tax credits. This prohibition was imposed because of concerns about inappropriate awards of assistance in the early 1980s. The overriding concern today, however, is the need to preserve affordable housing for long-term affordable housing use. Repeal of this provision would support 
this goal.

•
Clarify what project costs can be included in eligible basis. Ambiguity about what costs may and may not be included in eligible basis is a fundamental problem in the development and financing of tax credit properties. Five Technical Advice Memoranda issued by the Internal Revenue Service (IRS) in late 2000 in response to confusion over the eligibility of particular costs resulted in IRS positions contrary to common industry practice. The Commission recommends that Congress provide needed clarity on 
this issue.

2. Improve the HOME Investment Partnerships Program.

•
Given the widely recognized success of the HOME program, enact a substantial increase in HOME funding for both states and local jurisdictions. In addition, the Commission recommends raising HOME’s minimum state funding level from $3 million to $5 million, with the increase in the minimum funding level coming from the overall state portion of the substantial increase recommended above. This minimum funding level increase would affect allocations to 12 states.

•
Allow the use of HOME funds to capitalize a long-term project reserve account. Under current regulations, HOME funds may be used to capitalize an initial operating deficit reserve to meet any shortfall during project rent-up. Long-term reserves, in contrast, are the only cost for which a developer must secure private debt, which complicates the process of financing HOME projects. The Commission recommends that Participating Jurisdictions (PJs) be given the option to use HOME funds for long-term project reserves.

•
Permit Participating Jurisdictions to use HOME funds to refinance certain low-income housing mortgages, regardless of whether refinancing is done in conjunction with rehabilitation. Certain subsidized rental properties in jeopardy of loss—including tax credit and rural multifamily projects—could be preserved if the PJs were able to use HOME for refinancing. The Commission recommends that PJs be permitted to do so.

•
When rental housing is financed with both HOME and CDBG funds, HOME rules should govern. When HOME and CDBG funds are used for the same housing initiative, the sponsor must comply with conflicting rules. The Commission suggests remedying this by letting HOME rules govern the use of both resources.

•
Improve lead hazard evaluation and control by incorporating lead safety into general housing rehabilitation activities. First, the Commission recommends repeal of the language in Title 10 (1992 legislation on lead-based paint regulations) that triggers full abatement of lead-based paint when $25,000 in HOME and/or CDBG funds are used for rehabilitation. Evolving knowledge about lead hazards suggests that a specific abatement trigger unnecessarily increases rehabilitation costs and discourages cities from using block grant funds for preservation. HUD requirements for lead-safe work practices by contractors with basic training in lead safety, followed by clearance testing, offer a better, performance-based standard for most federally funded rehabilitation projects.

Second, the Commission recommends that requirements for lead hazard evaluation and control apply to properties built before 1960, rather than before 1978. Properties built before 1960 are not only more likely to contain lead-based paint, but also to contain paint with higher concentrations of lead that covers more surfaces. In most cases, following lead-safe work practices and relying on real estate disclosure and clearance testing are sufficient in newer (1960-1978) properties.

3. Eliminate barriers to combining the LIHTC with HOME and other programs.

•
Make both new construction and substantial rehabilitation expenditures eligible for the 9 percent tax credit, even when the development is federally assisted. Under current law, developments that use loans funded out of appropriations are, with some exceptions, eligible only for 4 percent credits. This provision was enacted in 1986 and intended to prevent over-subsidization of projects. Beginning in 1990, however, housing credit allocation agencies were required to perform a financial feasibility analysis to determine the amount of credit needed per project in light of other sources. This requirement, along with the allocating agencies’ desire to make the credit available as widely as possible, ensures that projects receive no more credit than necessary. The Commission recommends that allocating agencies be permitted to match 9 percent credits with such projects as necessary to provide deeper subsidies than possible using only 4 percent credits.

•
Allow a “basis boost” for tax credit developments in high-poverty, high-cost areas, even when they also receive HOME assistance. This recommendation would eliminate a barrier to using the credit for new development or substantial rehabilitation in high-poverty areas where development costs are high relative to AMI. To encourage use of the tax credit in such areas, current law provides for a “basis boost” of up to 30 percent for tax credit properties. The statute, however, makes developments using HOME funding ineligible, effectively discouraging use of the tax credit. It should therefore be eliminated.

•
Delegate subsidy-layering reviews for tax credit properties to state allocating agencies. Section 102(d) of the Department of Housing and Urban Development Reform Act of 1989 requires the Secretary to certify that HUD assistance to any housing project is no more than necessary to make the project feasible, taking into account other forms of assistance. Section 911 of the Housing and Community Development Act of 1992 specifies that this requirement for projects receiving HUD assistance and tax credits can be satisfied by certification from the housing credit agency to the HUD Secretary, within certain guidelines. IRC §42(m)(2) requires allocating agencies to assure that the amount of credit allocated to a project is no more than is needed. The Commission therefore recommends repeal of §102(d) and §911, as well as delegation of the subsidy-layering review to state allocating agencies. Congress may wish to direct these agencies to certify to the HUD Secretary that subsidy use meets agreed-upon guidelines.

•
Allow states to use Temporary Assistance to Needy Families (TANF) funds for one-time grants to existing tax credit properties without reducing the properties’ eligible basis, as long as owners agree to reduce rents for eligible families for an agreed-upon period. IRC §42(d)(5)(A) reduces the eligible basis of a LIHTC building by the amount of any federal funding, thus effectively preventing states from using TANF funds to reduce the debt service and operating costs of such properties. The Commission believes that allowing states the option to make one-time grants from TANF funds in return for deeper targeting and longer periods of affordability would provide important support for former welfare recipients.

Expand states’ ability to use the Mortgage Revenue Bond program.

Subject to various restrictions, state housing finance agencies typically use the proceeds from Mortgage Revenue Bond (MRB) issues to generate additional mortgages. Initially, HFAs could use all the payments from MRB-financed mortgages to issue new mortgages. In 1988, however, HFAs were required to use principal payments received after 10 years from bond issuance to pay off the bonds. This now-obsolete requirement was enacted when the MRB program faced an imminent sunset.

The mortgage volume lost due to the 10-year rule has been significant. Losses over the last four years have totaled nearly 109,000 mortgages. Through 2005, the 10-year rule is expected to result in additional lost mortgage volume of about $2 billion to $3 billion—or upwards of 27,000 mortgages—annually (Fig. 19). 38 
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MRBs also have limited ability to finance home improvement loans, with the $15,000 maximum unchanged since the MRB law was first passed. This restriction prevents MRBs from being used for high loan-to-value home improvement and acquisition/rehabilitation loans.

The Commission recommends repeal of the Mortgage Revenue Bond program’s 10-year rule, which would increase the resources available to states for homeownership. This measure would allow states to issue more mortgages without additional appropriations, enabling more families to buy homes through below-market-rate loans. Repeal would also reduce pressure on the private activity bond cap by drawing “recycled” mortgage funds into the pot of housing finance resources available to assist low-income households.

A second, complementary recommendation relates to a restriction on “prepayment refundings” that repeal 
of the 10-year rule would exacerbate. HFAs currently have 18 months to issue mortgages funded from MRB proceeds. If mortgages are prepaid within 10 years of issuance, HFAs can either issue “refunding bonds” to redeem bonds whose mortgages have been prepaid or use the funds to issue new mortgages. HFAs have only six months, however, to issue new mortgages using prepayment funds.

HFAs seek to provide mortgage funds efficiently by timing their bond issues with movements in interest rates and seasonal changes in demand, while minimizing issuing costs from having too many small issues too frequently. It is inefficient for an agency to borrow money that will be spent within six months. The 18-month exception for original issuance recognizes this reality. The Commission recommends that the same exception be applied to mortgages financed out of prepayment funds.

The Commission also makes the following recommendations to address issues related to other restrictions 
on MRBs.

1.
Given enforcement of income limits, remove the limits on the purchase prices of homes financed. Purchase price limits were enacted when the program had no income limits. Currently, underwriting standards combined with income limits in effect amount to appropriate purchase price limits.

2.
Given enforcement of income limits, repeal the first-time homebuyer eligibility requirement so that 
low-income owners who need to sell and relocate to take advantage of employment or other opportunities can still benefit from the program. The Commission recommends that Congress consider permitting states to adopt rules beyond the current recapture provision to ensure that repeal of the first-time homebuyer eligibility requirement does not result in windfalls to sellers of properties financed under the program that have appreciated significantly.

3.
For states that issue Veterans Mortgage Bonds, remove restrictions limiting eligibility to Veterans  
who were “on active duty before January 1, 1977, and applied for financing within 30 years of being 
on active duty.”

4. Increase the limits on MRB home improvement loans to the FHA Title I loan level.

Revise federal budget laws that deter affordable housing production and preservation.

Budget laws inhibit HUD—as well as other government departments and agencies—from entering into contracts requiring more than one year’s funding. In the case of Housing Assistance Payment (HAP) contracts, this restriction has led to the introduction of language in multiyear contacts that subjects HUD’s payment obligation under the agreement “to the availability of sufficient appropriations.”

This language, known as the “HAP condition,” essentially transfers the appropriations risk to owners and lenders. This added uncertainty about payment encourages owners either to remove their properties from the affordable stock or to defer needed maintenance and repair. Lenders predictably protect themselves against this risk by avoiding such properties, requiring reserves, and/or making smaller loans at higher rates with more stringent terms.

The HAP condition thus discourages private-sector investment in affordable housing, but without in any way reducing federal expenditures or obligations. Appropriations for housing assistance under Section 8 have never been—and are unlikely ever to be—decreased. Even if the HAP condition were exercised, the government would still be obliged to provide resources to manage the transition from project- to tenant-based subsidies. Thus, while the HAP condition is largely meaningless, neither owners nor lenders view it as such.

The Commission recommends that Congress make a serious effort to address the issues raised by the 
HAP condition in order to preserve the existing stock of government-assisted affordable housing. The Commission believes that the best policy would move project-based Section 8 HAP contract funding from the discretionary part of the budget (where program funds are subject to annual appropriations) to the mandatory category (where programs are run using permanent spending authorities that do not require annual congressional action). Congress could establish the authority with appropriate budgetary controls that could limit the total amount of funding available and the terms of the new contracts using this authority, for example, while at the same time adding extra assurances that the subsidies will continue to support tenant rent payments over a longer period of time. This change would serve to attract more private-sector capital 
to affordable housing and follow Congress’s practice of funding all of these contracts every year.

This proposal is sound from a budgetary standpoint since both the Congressional Budget Office and the Office of Management and Budget include the entire cost of project-based funding in the federal budget baseline each year. The effect of this proposal on the long-term budget situation would be neutral relative 
to this baseline. This mandatory baseline will never grow faster than already anticipated in the budget and would be designed to preserve the same number of units under an existing contract. If an owner opts out or HUD fails to renew the contract, funding for replacement units would come out of the mandatory account.

Alternatively, Congress could take other steps to shift the Section 8 renewal appropriations risk away 
from property owners, lenders, and tenants and toward the federal government. For example, the federal government could at little cost offer indemnities or sell some form of insurance that would add an incentive to lenders/owners to minimize the appropriations risk in their pricing.
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