New Multifamily Housing Production Initiative

Introduction

There is a need for a new multifamily housing production program that would meet the affordable rental housing needs of households with incomes between 60 percent and 100 percent of median income,   In order to effectively address the needs of these households—America’s “working poor”—the program should produce between 60,000 and 70,000 multifamily units on an annual basis.  

Workers in municipal jobs, such as teachers and police officers, and in the services sectors, such as janitors, licensed practical nurses and salespeople, often fall into this income bracket.  They also make up a large and growing component of many local economies.  The growth in such jobs, however, has not been matched by an equivalent growth in the supply of affordable housing, creating an increasingly difficult situation for both renters and homeowners.  Two earners are often required to pay for housing costs, whether rental or homeowner.  Moreover, high housing costs will force many of these households to remain renters for the indefinite future, putting additional pressure on the affordable rental housing stock.  

According to a report recently released by the Center for Housing Policy
 working families earning between the equivalent of a full-time minimum wage job ($10,712) and 120 percent of area median income are experiencing persistent and worsening housing affordability problems.  Moreover, this appears to be true in all parts of the country, including cities, suburbs and rural areas, despite the recent economic prosperity.  

According to the report, in 1999 there were 13 million American families that had a critical housing need, defined as paying more than 50 percent of their income for housing or living in severely inadequate housing.  This is a small decline from 1997.   The composition of those families has changed in the last two years, however.  The proportion of low- to moderate-income working families with critical housing needs has risen from 23 percent in 1997 to 28.5 percent in 1999, going from 3 million to 3.7 million.  

For the low- to moderate-income working families, cost is the overwhelming reason they are experiencing critical housing needs, with eight out of 10 paying more than 50 percent of their income for housing.   Thirty-eight percent more renters and 16 percent more homeowners had a critical housing need in 1999 compared to 1997.

Although critical housing needs are more common among families with the lowest incomes, they grew more rapidly between 1997 and 1999 among medium and higher income families.  During that period, the number of families with critical housing needs in the 50 to 80 percent of AMI bracket increased 31 percent; the number with critical housing needs in the 80 to 120 percent of AMI bracket rose 77 percent.

The Center for Housing Policy study reported on rental and homeowner affordability for five typical service-related occupations in 60 different metropolitan areas. 

Janitors or retail salespersons could afford to rent a one-bedroom unit in most of the 60 areas, but could not afford a two-bedroom unit in any area without paying considerably more than 30 percent of their income for rent.  

On the homeownership side, unless a teacher or police officer’s household had two earners, it would not be able to purchase a median priced home in two-thirds of the metropolitan areas.  For licensed practical nurses, janitors and retail salespersons, home ownership is affordable only in the lowest cost markets.  

The Joint Center for Housing Studies reported similar findings: 14 million Americans were severely cost-burdened at the close of the decade, and a family earning the equivalent of a full-time job at minimum wage could not afford the fair market rent for a two-bedroom apartment anywhere in the country.  In 24 states, even households with two earners could not a fair market rent apartment without paying more than 30 percent of their income on rent.

Further, there is an imbalance between the supply of affordable units and the growing demand for them.  The multifamily sector has been hit hard by losses of units in small multifamily buildings (2-4 units).   While 1.6 million new rental units were built during the 1990s, 1.25 million units were removed through conversions and demolition.   

Although existing federal housing programs, such as housing vouchers and tax credits, can provide housing for low and very-low income households, increasing development costs have made it very difficult to build rental units for moderate-income households who are excluded from participating in these programs.   The trend toward exclusionary zoning and other growth restrictions in many communities will likely continue to drive up land prices and make it even more difficult to provide affordable housing to moderate-income families.  

Public policy focused exclusively on the lowest-income Americans fails to address this problem.  To address effectively, NAHB has estimated that production of at least 60,000 to 70,000 new multifamily units annually is required.   Such a production initiative would reaffirm the goal established by Congress in the 1949 Housing Act to “provide a decent home and suitable living environment for every American family.”  

Recommendations

We therefore propose a new multifamily production program that targets households earning  between 60 and 100 percent of area median income (115 percent in high cost areas) who are not currently served by federal or other publicly supported housing programs.   The specific form of the subsidy is not crucial.  It could consist of some combination of low-interest rate loans, capital grants, deferred loans, grants and guarantees; as long as the administration of the program and paperwork requirements are not overly complex and burdensome.

The program should encourage mixed-income projects in order to help communities avoid concentrations of low-income households.  There is widespread agreement among policymakers that this is sound housing policy.  The U.S. has had experience with high concentrations of low-income tenants in public housing projects, and it is almost universally acknowledged that it was unsuccessful, resulting in the construction of  many buildings that subsequently had to be torn down.   Also, NAHB tabulations of data from HUD and the Census Bureau’s 1995-1996 Property Owners and Managers Survey indicate that mixed-income projects tend to be successful financially.   

In order to encourage mixed-income projects, 15 to 25 percent of the funds for the new production program should be used to target very-low-and low-income households.   Housing low-and very-low-income residents will almost invariably require additional subsidies.  The new production program should thus be structured with intention and ease of combining it with other programs such as vouchers, FHA mortgage insurance, tax credits, HOME, Community Development Block Grants, and tax-exempt bond financing.   Additional set-asides for the production of housing for the elderly (some with service components), small projects, and rural housing development may also be desirable.

The program should be structured to provide adequate incentives so that property owners stay in the program for at least 15 years, while ensuring the financial stability of the project.   For example, the program could require a minimum debt service coverage to provide more cash flow for the sponsor over time, or provide fee bonuses for properties that meet a criterion for excellence in management and maintenance.  

The method for allocating funds in a new program would need to be negotiated among the various stakeholders, funds could be allocated to states on a per capita basis or provided based on a formula related to housing needs.  However, there should be a consistent  set of rules under which all states operate any new program.   States and/or localities that are willing to match funds and reduce barriers and regulatory burdens should receive a bonus.  However, states or localities that cannot afford to match the funds should not be penalized.

Finally, it is important that the private sector be the major participant in the new program, and that the program be designed in accord with multifamily industry practices.

Housing Impact Analysis

The Housing Regulation Jungle


Because everyone needs to live somewhere, housing is an issue in every American’s life, and such a large industry can be affected by many activities that seem unrelated.  Any decision that affects the price of anything used in housing–including labor, land, construction materials, and transportation​–will affect the availability and affordability of housing.  Import-export rules, transportation planning, environmental and historical preservation, labor and safety regulations, and energy restructuring all affect housing, even though none of them is a housing issue per se.  Other rules affect housing more obviously, like tax rules concerning home owner deductions, or rules governing the mortgage markets.


Well-intended regulations may have unforeseen and unfortunate effects. These unnecessary regulations can raise the cost of housing, needlessly excluding families with modest incomes by raising housing prices out of their reach.  Before federal legislation is enacted, the Congress should assess its impact on housing costs.  Regulatory agencies should include a similar assessment in their rule-making procedures.  This housing impact statement would help ensure that non-housing rules do not frustrate the national housing policy.  More important, it would encourage agencies to find alternative ways to accomplish important objectives, while minimizing any consequent increase in the cost of housing.  In this way, a housing impact study would tend to increase the affordability of housing, allowing more Americans to be better housed without the sacrifice of an unconscionable portion of their income for housing.

NAHB Proposal


The National Association of Home Builders proposes the Congress require a Housing Impact Analysis as part of all new federal rule making, including any new legislative, administrative, or judicial rule making by any agency of the United States government.   Neither the findings nor the process of the analysis would be subject to judicial review, but the agencies must perform some level of analysis.  


The purpose of the bill is to require all federal agencies to analyze whether a proposed new rule would have a significant deleterious impact on housing affordability.    “Significant” would mean an economic impact of $100,000,000 or more.  If not, the finding of no significant impact would be published in the Federal Register, along with the factual basis for the finding.  No additional analysis would be required.

However, if the agency finds there is a significant impact on housing, then it must prepare an initial impact analysis, invite input, and allow for public comment.  The initial impact analysis should state:

(A) the reasons why the agency action is being considered;

(B) a succinct statement of the objectives of the rule, as well its legal basis;

(C) a description of the increase in housing cost or the decrease in the supply of housing or land, along with an estimate of the costs or supply changes, if feasible;

(D) all the federal rules that may duplicate, overlap, or conflict with the proposed rule.

After the public comment period, the agency should submit a final housing impact analysis, again stating the basis and reasons for the proposed rule and an estimate of its impact on housing affordability.

Why We Can and Should Require Housing Impact Analysis

1.Any additional cost is very small.


The housing impact analysis would not call for an expensive new program, wrapping citizens in yet more red tape.  It calls for an addition to the government’s efforts to reduce red tape, instead.  Compliance with the proposed bill would not be expensive.  Under the NAHB proposal, any new rule of a federal agency must be accompanied by an analysis of the proposed rule’s impact on housing, if the rule would have an economic impact of  $100 million or more.  This threshold already triggers a Paperwork Reduction Act analysis, and the housing impact analysis could be done at the same time, and it can be done in conjunction with an environmental impact analysis.  Indeed, one of the major goals of the housing impact analysis is to see whether different rules are working at cross-purposes.  Any additional burden from attention to housing effects would be minimal.


Another impact analysis–the environmental impact analysis–has become famous as a source of delay in projects.  Though the EIS itself has shrunk from the multivolume opus of earlier years to an average length of 204 pages of text (EPA), opponents can keep a proposed venture or policy in court for lengthy periods by challenging the adequacy of the environmental impact analysis.  However the NAHB proposal specifically bans judicial review of the housing impact analysis, its adequacy, or its applicability.  The underlying proposed rule under analysis remains subject to review as specified in the Administrative Procedure Act and any other relevant statutes.


The housing impact analysis will not overwhelm the activities of government with hearings and reports for every mundane decision.  Actions require analysis only if they may raise consumers’ housing costs by $100 million or more.  The NAHB proposes to exempt certain fundamental operations of government, like actions of the courts, the Congress, the governments of territories and the District of Columbia, and military authority in time of war.  Much banking regulation would also be exempt from the analysis requirement.   
2.  Unnecessary Regulation is a Tax on Housing


To the extent that compliance is costly, that cost is borne appropriately by society and the government.  If the government issues conflicting or confusing rules, the confusion will have to be clarified by the courts.  Part of the direct costs of litigation are borne by taxpayer anyway, for they pay for the judges, clerks, and court facilities.  Other direct costs are borne by the litigants who hire their own lawyers, experts, and clerks.  One of the litigants is likely to be the federal government.  Thus taxpayer dollars are still being spent, but they are spent to correct a mistake, rather than to prevent one.   The costs of the government lawyers are paid by the taxpayer, but the builders have to pay their own lawyers, passing that cost on to the home buyer.  This litigation would delay construction even more, further depriving Americans of the shelter they choose, and the cost of litigation becomes a tax on housing.  

Unclear and inconsistent regulation taxes housing in three ways.  First, it requires builders to spend more money to build a house. Builders must pay lawyers and use valuable time to perform a government function–clarification of the law.  Second, litigation is infamously time-consuming, and during the court’s deliberations, Americans are deprived of the shelter they would like.  During all the time that consumers could have been in their preferable new homes, but from which they are barred by the confusion in the regulations, the consumers are losing well-being.  They may not be losing any dollars, but they are forced to wait for their housing, for no good reason.  They must sacrifice their homes for a while because the government could not make itself clear.  Likewise, sellers must wait longer to receive payment on the investment they have made in housing.  The longer they must wait, the greater is the opportunity cost of the funds locked into the building.  Builders must recoup that cost by charging it to the consumer; the price of housing rises. 

Third, the prospect of litigation or arbitrary action raises the uncertainty of the project–uncertainty about the probability and timing of repayment.  Uncertainty is risk, and this increase in risk reduces the attractiveness of new housing as an investment; it must promise a greater return to attract capital.  The only way to provide a greater return is to raise the price of the housing.  If the rules were clearer, housing could attract more capital, more housing would be produced, people would be housed better and at lower cost.  But murky and extensive as they are, regulations raise the price of housing without producing more or better housing; it is a tax. 

Both buyers and sellers could be made better off by formulating clear, non-conflicting rules in the first place.  It is the purpose of government to make the rules, and society as whole should bear that cost; it should not be shifted to the people who are seeking a better life in a new home, consistent with our stated national policy of improving housing conditions. 

If it is our national policy to encourage homeownership, then we should reduce the taxes on achieving that goal, not increase them.  The failure to analyze the housing cost effects of regulation merely means the analysis will be done in the market.  The cost is shifted from the government to housing builders, thence to consumers.  It is unjust to shift a social cost–the cost of law making–away from society as a whole and impose it on one segment of society, if those bearing the cost are not receiving a benefit in return, as in the case of a user fee.  In the case of unclear and unnecessary regulations, the government reduces its short-run costs by shifting them onto the housing market, raising the cost of housing, reducing its availability and affordability.  The government’s short-run saving is short-sighted as well, since a proper impact analysis would prevent litigation that could well cost more than the small addition to the analysis already required by the Paperwork Reduction Act.

3.  Analysis is not a Bar


It is important to note that the housing impact analysis is not a bar to any agency action.  The agency is only required to make the analysis, then it is completely free to make whatever decision it finds appropriate.  Agencies are not forbidden from making decisions that will affect the cost of housing substantially; they are merely required to be aware of what they are doing.  NAHB proposes to remove the analysis from review by the courts, though it becomes part of the record. This provision raises the consciousness of decision makers in the government, so they become more sensitive to unintended effects, and so they do not block the path to homeownership with regulations whose burden outweighs their benefit.

Agencies should know what they are doing before they do it.  The housing impact analysis merely requires agencies to be aware of consequences that might not otherwise come to mind. 

Source

“EIS Page Lengths.” U.S. Environmental Protection Agency Web Page, http://es.epa.gov/oeca/ofa/length.html.  Washington:  August 2, 2001.

Economic Stimulus Proposals

Introduction


Our economy is stumbling.  GDP growth has fallen to nearly zero, unemployment has climbed to its highest rate in three years, while employment has started to fall.  Industrial production and capacity utilization are declining, as are payrolls.  The Federal Reserve can be lauded for lowering short term interest rates.  However, the Fed began its expansionary monetary policy last year, yet the economy’s performance continues to slide.   The Congress can and should apply fiscal policy, joining the Federal Reserve monetary policy to accelerate a decelerating economy.  


The National Association of Home Builders proposes two programs that would stimulate the economy, though they also make good policy on other independent grounds.  First, NAHB proposes a temporary tax credit be granted to first time home buyers.  This proposal would lower the amount that buyers must save to buy a home, as the large tax refund will allow families to replenish their drained savings or pay down some extra debt.  

Second, NAHB proposes that a down payment for a first home be made an eligible asset for qualified retirement plans, e.g. IRA and 401(k), including their own as well as their parents’ or grandparents’.  This proposal eases the burden on prospective homeowners, who must pay rent as well as save for a down payment, and it recognizes that extended families are often the source of the down payment.  Families would no longer be forced to choose between saving for retirement and owning their own home.  People would then be able simultaneously to buy a home and invest in an asset that provides a greater return at less risk than other allowable tax-deferred retirement assets. 

New Homeowner Tax Credit

NAHB Proposal


NAHB proposes a temporary income tax credit for anyone who buys a first home in the amount of 10 percent of the purchase price, with a maximum credit of $6,500. Both new and existing homes would qualify for the credit.  The credit would be refundable or eligible for carry-forward treatment, in case the family does not owe enough taxes to exhaust the credit. First-time buyer status and recapture provisions would be determined as they are for the mortgage revenue bond program, already in place.  There would be no limit on buyer income, but there would be a limited period of time that the purchase would qualify for the credit.  NAHB proposes a one-year limit, to begin when the legislation is introduced.  

Tax Credits in Housing Policy


Tax credits are an efficient means of influencing taxpayer behavior without constructing a new bureaucracy.  Administration is fairly simple; once the right to the credit is established, the “payment” is done through personal tax return filing.  A first time home buyer tax credit is already in use in the District of Columbia, where a $5,000 tax credit is available to people buying their first house in the District.  A tax credit for the purchase of a new home was implemented in 1975 and a first time home buyer tax credit was passed by Congress in 1992.  President Bush vetoed the legislation for reasons other than the credit.


Since 1997, the Congress has allowed first-time home buyers in the District of Columbia to claim a $5,000 credit against their federal income tax in the year they buy the house.  There are no restrictions on price, but the credit decreases as buyer’s income rises above $70,000.  At  $90,000 income, the credit evaporates; the limits vary according to tax filing status
. 


The Greater Washington Research Center (now part of the Brookings Institution) estimates that 70.1 percent of home purchasers in the District claimed the credit in 1998.  Over three-fifths of the claimants listed prior addresses in the District; presumably, most of them were renters converting to owners.  Of the non-residents, only one-third owned their own homes at their previous addresses; most had been non-owners.  Clearly, the credit induces purchases.  Just over half the GWRC respondents said the credit caused them “to buy at this time.”
 


The participants purchased homes that are modestly priced in the expensive Washington region.    Nearly a quarter of the homes cost between $100,000 and $150,000, and another quarter cost between $25,000 and $100,000.  Less than one-fifth of the credit claims went for houses costing over $200,000, which is still a moderate price in the Washington area.


In sum, this tax credit to the buyer seems to have induced a decision to convert from renting to home owning, influenced the decision about where to buy, and allowed people to buy affordably-priced homes.  It does exactly what a housing program should do:  it houses people better, cheaper, and simpler.  All the administration is through the tax system. 

Stimulus Effects

The NAHB proposal is designed to stimulate the  economy and also increase homeownership.  The credit is to last only a short time, so buyers will accelerate purchases they had planned for the future.  This time limit is key for the macroeconomic stimulus effect. 

The proposal also applies to both new and existing homes.  The stimulus from accelerated purchase of new homes causes additional homes to be built.  Because home construction involves a wide array of products, the additional expenditures spread over many sectors of the economy.  Sales of existing homes also stimulate the economy.  When people move, they not only buy a house, they also buy furnishings and appliances, and they undertake alterations to make the house their home.  People who don’t move also do these things, but at a much lower rate than movers.  People moving into houses built since 1990 spend an average of $8,642 on appliances, alterations, and furnishings, almost three times as much as non-movers.  Additional consumption expenditure of $6,000 per household would have a strong multiplier effect.
 

Facilitating sales of existing houses would also tend to add new construction, as the original homeowners purchase replacement homes.  First time buyers are more likely to buy an existing home, but the sellers of that home are more likely to purchase a new home.  When those sellers buy their new home, the purchase still has a stimulative effect, but these pre-existing homeowners are not eligible for the tax credit.  Hence, the credit would even stimulate construction that would not use the credit.

A new homeowner tax credit for buyers would bring a lower effective price of homes to current non-owners.  It would also allow current homeowners to sell their homes and purchase new housing they prefer.  This increased home buying will stimulate the economy through construction and consumption expenditure, triggering a multiplier effect through the economy. 

Down Payment as a Qualified IRA Asset

The Tension between Home and Retirement Savings

Families are urged to save for a down payment, so they can own their own homes, yet at the same time, they are urged to start saving early for their retirement.  Therefore, they face a conflict between homeownership and retirement security.  In earlier times, it was said, “A man’s home is his castle.”  Nowadays, it is the household’s treasure, as well.  Homes account for the largest share of household assets, larger than stocks, larger than bonds, larger than mutual funds, and larger than retirement accounts.  In fact, housing accounts for a larger share of household wealth than all four of those financial assets combined.  Overall, American households hold 28 percent of their wealth in the form of the primary residence.  This figure is all the more remarkable because it covers the whole population, one third of whom do not even own a home.
  The National Association of Home Builders recommends that a portion of residence assets–the down payment–be allowed as an asset in qualified plans of the homeowner or the homeowner’s parents or grandparents, to the extent they made a contribution to it.

	Household Asset Categories as Share of Total Assets, 1998

	
	

	Financial Assets
	Percentage of Household Wealth

	
	Transaction Accounts
	4.6

	
	Other
	4.5

	
	Cash Value of Life Insurance
	2.6

	
	Certificates of Deposit
	1.7

	
	Financial Market Assets
	
	

	
	
	Bonds
	1.7
	

	
	
	Stocks
	9.2
	

	
	
	Mutual Funds
	5.1
	

	
	
	Retirement Accounts
	11.2
	

	
	Financial Market Subtotal
	27.2

	Share of Total Financial Assets in Household Wealth 
	
	40.6

	
	
	

	Non-Financial Assets
	

	
	Primary Residence
	28.0

	
	Business Equity
	16.9

	
	Other Residential 
	5.0

	
	Equity in Non-Residential Property
	4.6

	
	Vehicles
	3.9

	
	Other Non-Financial
	1.0

	Share of Total Non-Financial Assets in Household Wealth 
	59.4

	
	
	

	
	Total
	
	100.0


Source:  Consumer Finance Survey, 1998

Five percent of all households are saving primarily to buy their own home.  If homes could be made available for those people, not only would those households be free to increase their spending or transfer their new saving toward another purpose,  but the wider economy would benefit as well, as more people are put to work to build and furnish those homes.  Both the households and the economy would prosper.
 

People show a wide variety of reasons for saving, like education or general household purposes.  However, the largest single reason for saving was retirement; 35 percent of households listed retirement as their primary motivation for saving. Two-thirds of households already own a home, but some of the non-owners must be saving for retirement as well.  They are pressed to make a choice between two goals, each of which is a strong policy objective of our nation:  home ownership and retirement security.
 

That pressure could be relieved by recognizing that some saving accomplishes both goals.   Saving to buy a house is also saving toward a secure retirement.  People hold more wealth in their homes than they do in their retirement accounts.
  People already fund retirement with their homes to some degree.  They may sell the home or exchange it to pay the entrance fee for an assisted living community, or they may take out a reverse mortgage, transferring title in exchange for an annuity and possession while alive.  IRA policy already grants some recognition to the interplay between homeownership and retirement planning.  One may withdraw up to $10,000 from a qualified plan in order to purchase a first home without penalty, but the withdrawal will be counted as taxable income in year of withdrawal.   In neither case does the purchased asset–equity in the home–become an asset of the plan.

One may sell an IRA asset and use the proceeds to buy another, if it is acceptable for a qualified plan.  Most attention centers on financial assets like stocks and bonds, and REITs are also allowed.  However, owner-occupied real estate is not qualified.  The use of IRA assets to buy a home would be counted as a withdrawal, subject to income tax at the tax payer’s current marginal tax rate. 

NAHB Proposal

NAHB proposes that owner-occupied housing is as solid an investment as the other qualified assets; it provides a good financial return at low risk.  Therefore, the down payment for a first time home buyer temporarily should be allowed as an asset in a qualified retirement plan, and that it should be allowable in the qualified plans of the homeowner, and the homeowner’s parents and grandparents. The contribution is neither a loan nor a withdrawal; it is the purchase of a qualified asset–equity in the first home for themselves or one of their descendants.  The contributors should be allowed to sell other assets in their plans to make their contributions without tax or penalty, as long as the down payment remains an asset of the plan.  It would be subject to the same rollover provisions as any other asset.  This investment would only be allowable for one year, moving forward purchases that people had planned to make later, creating a strong near term stimulus to the economy. Increases in homeownership and home buying will increase home building, a large and very cyclical sector of the economy. Allowing the down payment on the first home as a qualified investment would also lower barriers to homeownership, accomplishing another important national goal.  Finally, 

Most people seek two characteristics in an investment:  they want a high return, but they also want a low risk.  Because those characteristics are so universal, investors face a trade-off between risk and return.  High returns tend to come at the cost of high risk, and low risk investments tend to yield a low return.  What follows is a comparison of the risk/return performance of owner-occupied housing against a conservative qualified asset–a broadly diversified portfolio of major stocks, represented by the Standard and Poors 500 index.  

Housing as an Asset


Housing is unusual, because it is both a consumer good and an investment good.  People buy houses because they enjoy owning their own homes, but they also provide financial returns.  In some ways, it has these characteristics in common with investing in paintings or antiques, but those markets are notoriously speculative, while the housing market will be shown to be much more secure and dependable.  The financial returns to homeownership come two ways.  First, over the long run, most homes in most areas increase in value over time, so the home yields capital appreciation, just like a stock going up in price.  Second, homeownership yields a stream of income, in the form of freedom from paying rent.  Since no rent check goes to a landlord, it is as though household income had gone up by the amount of the rent.  Purchasing a house purchases the right to keep the rent every month, and add it to household income.  This rent is a form of income, but it is not actually paid to the household as a check; it is a benefit received by right of ownership.  It is measured as “imputed rent;” the rent that would have been paid on that house if it had been leased instead of purchased.


According to the Office of Federal Housing Enterprise Oversight (OFHEO), the price of a house more than quadrupled from 1975 through the end of 2000, rising 312 percent, keeping the quality of the housing constant.  Computing an average annual rate, homes appreciated at a rate of 5.56 percent per year, with a standard deviation of 0.96 percent.  Standard deviation is a measure of risk; approximately two-thirds of results will be within one standard deviation above or below the average.  A small standard deviation means it is unlikely for a result to occur far from the mean, so small standard deviations are signs of low risk.  In this case, about two-thirds of the observations are between 4.5 and 6.5 percent annual appreciation.  In other words, capital appreciation above the rate of general price inflation is extremely dependable for the average house.
 


The other major return to housing is the imputed rent.  According to the Census Bureau, imputed rent is also rising steadily, from $86.5 billion in 1975 to $619 billion in 2000, nationwide.  Spreading that imputed rent over the number of owner-occupied housing units and adjusting for units’ values each year, one finds the imputed rent to average 4.39 percent of the home’s value per year.  That return is very steady, having a standard deviation of one-third of 1 percent (0.34 percent) of the home’s value.  To lose money on rent savings is nearly impossible: it would require a negative imputed rent.


The financial return to housing is the sum of the two parts, capital appreciation and imputed rent.  The capital appreciation data were adjusted for quality, but both the value of homes and the imputed rent include rising quality.  However, as the imputed rent is divided by the home value, and both reflect increasing quality to the same extent, the quality changes cancel each other out.  Therefore, these two series of returns are comparable, and they can be added to make the total return.  Averaging the annual totals reveals a return of 9.8 percent per year over the last twenty-five years.  This return is rock-stable with a standard deviation of 3.0 percent.  If the future behaves like the past twenty-five years, a homebuyer faces only about a 16 percent probability of making less than a 6.8 percent return on the purchase. 

Broadly Diversified Stock Portfolio


A standard investment for many IRAs and individual investors is a broadly diversified portfolio of stocks, and possibly some bonds.  As most people cannot buy very many stocks with a small nest egg, they can accomplish this diversification by buying shares in a mutual fund.  Diversification stabilizes the portfolio, evens the flow of returns, and reduces the loss when one of the portfolio companies performs poorly.  One very broadly diversified portfolio is to hold all the stocks in the Standard and Poors 500, an index of the five hundred largest publicly traded companies in the United States.  Several mutual fund families provide an opportunity to invest in a “market index” fund that holds the S&P 500; it gives the investor the market rate of return at the market level of risk.  Many fund families offer an index fund, so they are widely available to IRA investors.  Index funds are qualified assets in a tax-deferred retirement plan.


Since 1975, the S&P 500 has produced an average annual yield of 11.8 percent, with a standard deviation of 13.8 percent.
  (Like expenditure of the imputed rent from housing, the re-investment or expenditure of dividends is ignored.)  The yield is two percentage points higher than in owner-occupied housing, but the risk is quadrupled.  The standard deviation of the S&P is larger than its average; the investor faces a non-trivial possibility of losing a part of the investment even in this most diversified portfolio of the best firms.  But it is undeniable that stock investing is very much riskier than homeownership, yielding a return that is not very much higher.  While stock ownership may bring greater wealth, it does so at a greater risk cost.  Financial losses are unlikely from stocks, but they are possible, as shown by the recent decline of the S&P.  Financial losses are nearly impossible for the average house.

Summary


Tax-based economic stimulus programs are a fast and efficient means of applying fiscal policy when the economy needs an injection.  NAHB proposes two plans that stimulate home purchases.  The tax credit to first time home buyers provides incentive to move purchases forward into the period when greater economic activity is desired.  And, the tax credit provides added finance help for first time home buyers as they struggle to amass a downpayment.  Stimulating home building stimulates a wide variety of other sectors because so many different and geographically diverse industries supply the home building market. This process puts many people to work, from loggers and quarriers to cabinet makers and appliance manufacturing workers


The second temporary stimulus allows taxpayers to invest in a first home purchase using their assets in a tax-deferred retirement plan.  The down payment on housing would be a qualified asset.  It is as durable as many corporations; it shows nearly as high a rate of return as responsible, risk-averse stock investing, but it has a much lower risk; and it recognizes the way people view their homes as investments to secure their old age.  Therefore, allowing the down payment in a qualified plan makes sense in terms of the objectives of the law and rational human behavior.


The NAHB proposals work by mobilizing people’s existing savings and desire to become home owners.  The new spending injects new production activity into the economy.  The effect is similar to a government spending program, except no tax dollars are involved, and it doesn’t unbalance the budget or gnaw at the surplus.  If the proposals are temporary, families have a greater incentive to buy now, before the window closes.  Therefore, planned purchases are accelerated.  


Both of these proposals serve multiple purposes.  Both will stimulate the economy by accelerating purchases of housing; both will increase the housing stock, and both will increase the level of homeownership.  Both programs provide the greatest direct aid to younger and lower income families who have yet to purchase their first home, but current homeowners benefit as well.  Their homes will appreciate from the improved housing market, and they will have greater opportunity to sell their current homes and move to other housing they may prefer.  Though the initial impacts target people who cannot yet purchase a home, the ultimate impacts are widespread.
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Producer’s Tax Credit for First-Time Homebuyers

Background

Though total homeownership has grown to record levels in the last few years, this climb has left some families behind.  Fully 82 percent of the nation’s high-income households own their own homes, while homeownership prevails in only a bare majority of low income families, 52 percent. Low-income households often achieve homeownership by devoting an especially large share of income to house payments, and that share has been increasing since 1991.  Instead, it means the poor have shouldered greater burdens of debt.
 


We suggest that a targeted intervention in the housing market may direct market forces to bring home ownership within reach of more American families.  Obviously, the cost of homeownership would fall if the supply of housing were to rise, but construction of housing requires investment.  Traditional capital markets direct funds toward the highest return and lowest risk, and low income areas are perceived as promising lower returns and threatening higher risk.  To attract capital, investments must offer a better and/or lower risk than is available elsewhere. Appropriate use of tax policy can act as a lever, raising the expected return to investors, thus attracting private capital to production of housing.  As a result, the housing stock grows, and the cost of homeownership falls, especially for lower income families.

NAHB Proposal


The National Association of Home Builders proposes a tax credit program to assist in the construction and rehabilitation of homes, particularly in distressed neighborhoods, for low- and moderate-income first-time homeownership.  The credits could be auctioned and syndicated, providing credit from a wide source.  Competitive pressures for allocation of the credits within each state would hold home prices down, to maximize the subsidy impact.  The credit applies only to purchases by first-time home buyers, so its use will be oriented strongly 
 toward families with lower incomes.  This tax credit is to be a complement to existing home ownership programs; it is not meant to replace or reduce any current programs to improve the affordability of  rental or owner-occupied housing.

Tax Credits in Housing Policy


Tax credits are an efficient means of influencing taxpayer behavior without constructing a new bureaucracy.  Administration is fairly simple; once the right to the credit is established, the “payment” is done through the tax returns one must file anyway.  A similar program is already in place for rental housing–the Low Income Housing Tax Credit (LIHTC).  The next section is a detailed discussion of the LIHTC and its effects.

 The Low Income Housing Tax Credit for Builders


The LIHTC is granted to private-sector builders or rehabilitators of low-income housing. Its primary purpose is to increase the supply of affordable housing by lowering the cost of producing it.  A builder attracts investors by allowing them to share in the tax credit through syndication; the credit cannot be sold.


The LIHTC works by motivating private capital to invest in housing.  In 2000, 58,748 units were produced by the use of $379 million in credits, or a subsidy of about $6,500 per unit.
  These projects supplied about 15% of all new multifamily housing that year.
  In 1999, 73% of all participating units were new construction.
  In their 1995 sample, Cummings and DiPasquale found 27% of central city new construction projects were built in census tracts that had seen no new rental housing construction in the past five years.  Rents tended to be about 10% lower than the national average for recent movers.


In a 1999 survey of participating property owners, 83% of respondents said the credit was absolutely essential to the deal, and 49% said the credit enabled owners to lower rents. Only 29% of owners said the credit affected the number of units built in their projects, but two thirds of those increased the number, mostly in central cities.
 


In sum, the LIHTC–a tax credit to builders​–has been successful at increasing the number of new affordable housing units built, improving the quality of existing affordable housing, and lowering the rents charged for that housing.

Tax Credits Work


The LIHTC has increased the supply of affordable rental housing for low-income families.  NAHB proposes that we use this same concept for homeownership.  Allocate and auction credits like the LIHTC to builders who construct and rehabilitate homes for low- and moderate-income first-time home buyers.  This process raises capital and lowers the financial risk of building low- and moderate-income housing. The credit applies to purchases of new and rehabilitated homes only, directly increasing the stock of affordable homes without increasing the costs or putting pressure on the current market.   Projects aided by these credits would be especially beneficial in areas that have been difficult to develop.  Urban infill and brownfields are good candidates for the use of these credits, building a community by replacing vacant lots with homeowners.  A project of good quality, owner-occupied homes can give a major boost to poor communities and stabilize changing neighborhoods.  With more housing opportunities available, more low income families will be able to make that major financial step of owning their own homes.
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Davis-Bacon Reform

Introduction

Enacted in the deep Depression year of 1931, the Davis-Bacon Act (40 USC 276a et seq)1 requires builders on all federally funded or assisted projects to pay at least the local “prevailing wage” to construction workers, as long as the construction contract value exceeds a threshold of $2,000.  Remodeling is included as construction.  The National Association of Home Builders (NAHB) supports the repeal or radical reform of the Davis-Bacon Act for four basic reasons.  (1) The act raises the cost to build federally assisted housing construction, therefore less housing can be built with the same appropriation.  (2) The act reduces the competition for federal construction contracts, inflating construction costs further.  (3) The act tends to exclude small, often minority owned business as well as minority employees from participation in federal construction projects.  (4) The act raises the cost of non-federal housing as well, by raising the expected wage in local labor markets.

Davis-Bacon Raises the Cost of Housing

In housing, Davis-Bacon applies primarily to subsidized multifamily housing, as federal grants do not go to housing generally. Federal funding triggers the act, and the builder may no longer pay a market wage.  Instead, the builder must pay the “prevailing wage” in that locality, typically a county (29 CFR 1.7).  The prevailing wage is calculated as either the wage received by a majority of workers in that craft, or lacking a majority, a weighted average of all the wages paid that craft in the locality (29 CFR 1.2).  The U.S. Department of Labor determines the wage schedules for each job; those who cannot pay those wages cannot build federally funded projects.

Costs to the Federal Government

Davis-Bacon raises the cost of federal construction in many ways, the most obvious which is inflation of wages the government must pay in excess of market determined wages.  Researchers at Oregon State University determined that Davis-Bacon raised residential and infrastructure costs by 26 to 37 percent in 1982.
  The General Accounting office estimated that Davis-Bacon raised costs on federally assisted projects by an average of 3.4 percent.  In housing projects, that means 3.4 percent more housing could be built for the same budget outlay.  Thousands of people could be better housed at no extra cost to the taxpayer.

In addition to distorting the market for labor, Davis-Bacon also disrupts the market for construction.  Unable to comply with Davis-Bacon’s costly requirements, some firms will be foreclosed from competing for federally assisted projects.  Thus reducing the pool of competitors, Davis-Bacon reduces competition in the construction market.  This reduced competition reduces the choices available to the government, and it tends to raise the price of construction.  An increased price means less housing can be built on the same budget, or else it means the taxpayers must pay more tax dollars to build the same amount of housing.

Costs to the Private Sector

Davis-Bacon raises housing costs in non-Federal markets, as well.  Since compliance tends to require a wage that is above market, and it extends that wage to more people in that market, the Davis-Bacon wage becomes the wage expected by most workers.  Private sector builders cannot attract labor at economically rational prices.  This higher wage expectation is effectively a contraction in the supply of labor.  Therefore, the private sector must either shrink output to the amount it can produce with the smaller number of workers willing to accept the market wage, or they must pay the Davis-Bacon wage and recoup the extra labor cost by raising the home prices.  Therefore, Davis-Bacon drives up the price of housing and reduces the amount built, because the higher wage forces the firms either to pay higher wages or reduce output.

NAHB Position


The National Association of Home Builders supports reform of the Davis-Bacon Act.  Though the best reform would be outright repeal, other reforms could relieve greatly the law’s most pernicious affects.  In particular, NAHB advocates: (1) raising the applicability threshold to $1 million of federal funds per project, (2) streamlining the reporting requirements by allowing monthly compliance reports, and (3) eliminating the weekly wage payment requirement.  Davis-Bacon coverage should not be extended to leasing arrangements, off-site operations, independent contractors, or projects financed by tax credits.

The $2,000 Threshold


Congress set the $2,000 threshold in 1931, in an attempt to slow the economy’s slide from recession to depression.  Two thousand dollars was a lot of money in 1931, when the median price of a house was $4,778.
  In 2000, the median price of a new house was $169,000, thirty-five times the 1930 value; and the depression had not yet bottomed in 1930.  Though consumers’ prices have risen only ten-fold over the same period, housing prices have risen more.  In 1988, housing was 54 percent more costly, compared to other goods, than it was in 1931. Construction of small buildings cost 14 times as much in 1988 as in 1931.
  Construction is a labor-intensive industry, so it has been less able to realize fully the productivity increases enjoyed by industries that could automate.  


If the $2,000 amount ever had any meaning, it surely has been lost by now.  Its need for adjustment is obvious, but the basis for adjustment should not be inflation; it should be optimization of housing. The threshold should be raised to a level where Davis-Bacon no longer hinders construction of a small multifamily dwelling.  For this reason NAHB urges raising the applicability threshold to one million dollars.  At that level, a builder could erect eight affordable homes without incurring the paperwork or wage onus of Davis-Bacon.

Reporting Requirements


Davis-Bacon requires weekly reporting of the wages of each worker on each job from each employer. Fringe benefits must calculated and included in the wage reports, as well.  These reports add substantial costs to the price of labor, especially after the firm has already invested the costs to complete the extensive application process to qualify as an employer on a federal contract, and after the determinations of which workers fit in which trade, and what wage should be classed as “prevailing” for that worker. Though some large firms may have the personnel to complete these forms, the average multifamily builder has only eight employees.  Small firms are unlikely even to have the cash flow necessary to meet the obligatory weekly payroll; bi-weekly and monthly payrolls are not permitted.  Even for large firms, the larger payroll means more reports must be filed, so federal contracts are more expensive.  


Thus the paperwork costs of Davis-Bacon raise the cost of housing in two ways:  (1) they reduce supply by keeping some firms out of the market for federally assisted projects, and (2) they raise the costs substantially for those firms that seek and win government contracts, forcing the firm to build recoupment of those costs into the bid.  NAHB hopes that the reporting requirements can be reduced to monthly, at least, and any payroll method be allowed, as long as it is common in the trade or receives a special allowance from HUD. 

Disparate Impacts

According to Vedder and Gallaway
, Davis-Bacon’s effect on a worker can be predicted fairly well by the color of that worker’s skin.  Initially intended to keep black workers from coming north to compete for unionized white-held jobs 
, it continues to prevent new workers from learning the skills that would make them employable on federal projects.  


Because many small start-up businesses–including many minority owned businesses–cannot afford to pay high wages, Davis-Bacon bars them from almost all federally assisted projects. A minority business owner, Nona Brazier had to let her firm go dormant, because the Davis-Bacon Act effectively excluded firms like hers from federally assisted projects.
  She was unable to hire local youths who wanted to learn construction trade skills in order to earn a living productively.  Black employment in construction has grown, even since Davis-Bacon, but not as quickly as in other skilled occupations.
  Because most federally funded housing is intended for low income families, Davis-Bacon presents the irony that residents of the projects are not allowed jobs to help build them, even though such jobs might help them out of the poverty that makes them need assistance.

Employers’ Power Over Wages


Some fear that without Davis-Bacon, an employer would be free to set an arbitrarily low wage, and workers would be forced to accept it.  Such a fear is without foundation, for it ignores the competitive nature of labor markets.  Firms have to compete against each other to attract labor.  No firm is large enough to have control over construction wages, and collusion is no more plausible.  Collusion is clearly impossible among the small firms–73,552 firms cannot enter a stable cartel–and these small firms account for 93 percent of the single family market, 9.5 percent of the multifamily market.  Multifamily construction might look more susceptible to manipulation, since 16 percent of the firms build 77 percent of the units.  The percentages may suggest an increased opportunity for collusion, but the actual numbers rebut that suggestion; the large builder category holds 772 establishments.
  No economist will entertain the notion that 772 firms can operate an illegal cartel to suppress wages.  

State Laws


At various times, as many as forty-one states have had their own Little Davis-Bacon prevailing wage laws.  Their provisions vary widely.  Some have no threshold, some have a $500,000 threshold.  Some apply to other services, some allow the wage to hold for the life of the contract.  Different states use different methods to determine the prevailing wage.  At least nine states have repealed their laws, and two others were ruled to violate the state constitutions.  Thirty such laws remain in force.


The Little Davis-Bacon laws vary widely in their severity.  Thieblot
 groups the states into three categories:  near-market wage, average, and near-union wage.  One would expect their effects to be quite similar to those of the federal act, according to their severity.  Migration ameliorates labor surpluses and shortages more easily at the state level; the distances are smaller, and state lines do not present the barriers of national borders.
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Preservation of Project-Based Housing

Introduction

The U.S. faces a severe shortage of affordable rental housing.  The number of rental units affordable to extremely low-income families fell by 5 percent between 1991 and 1997--a loss of over 370,000 units.  A primary reason is the robust economy, which has caused rents to increase more quickly than the incomes of America’s poorest families.  Also, between 1995 and 1998 there was a total lack of federal support for new rental assistance.  As a result, worst case housing needs have reached an all-time high of 5.4 million families, including 1.2 million headed by an older individual.  

Given the magnitude of this problem, debating the merits of tenant-based vouchers vs. additions to the physical stock is misguided.  Housing policy in the U.S. is simply too complex to adopt a “one size fits all” tenant-based approach.  This issue should be dealt with using a multi-pronged method that deliberately includes and encourages the preservation of the existing project-based housing stock wherever possible.  While this does not suggest keeping housing that has deteriorated beyond repair, or that is dangerous, it recommends a strategy which encourages continued project-based housing in healthy and safe communities, and strategies for maintaining and rehabilitating older assisted housing stock without placing the burden on tenants.  

Reasons to Preserve Project-Based Housing  

Limited New Growth in Affordable Units 

Given the magnitude of the current housing shortage, maintaining project-based housing is essential if the total stock of affordable housing is to increase and reduce the number of worst case housing needs.  According to the National Housing Trust, about 38,000 subsidized units were lost between 1996 and 1998 because of owners electing to “opt out” of their HUD contracts.  Between 1999 and 2009 contracts on more than 1.4 million assisted housing units will expire--including 850,000 that are both HUD-assisted and HUD-insured--an average of 140,000/year.  If past trends continue, between 10 and 15 percent of all subsidized units will “opt out” and exit the program.     

The biggest program designed to increase the supply of assisted units available to low-income households is the low income housing tax credit (LIHTC).  The LIHTC is responsible for the construction of about 60,000 new units a year.  Unfortunately, at that rate, assuming all existing assisted units remain in the stock of affordable rental housing, and worst-case needs do not increase, it will take about 90 years to alleviate current worst-case housing needs.  As we know, not all HUD contracts with affordable rental housing providers are renewed, and worse-case housing needs may increase.  As a result, even a 90-year time-horizon is very optimistic.  

While HUD is required to provide tenant-based assistance to tenants in residence when contracts are not renewed, this assistance is always subject to annual Congressional appropriations.  Also, only about 80 percent of tenant-based vouchers end up being used because some landlords refuse to accept vouchers. This is because they find HUD lease requirements too onerous, are fearful about the impacts of renting to the poor, or can rent the unit for a higher price than what HUD will pay.  Thus, despite the best of intentions, worst case housing needs are not likely to substantially improve unless existing programs make a concerted effort to expand and preserve the existing stock of assisted housing.     

Problems with Tenant-Based Programs

While tenant-based solutions have advantages, increasing the number of vouchers without a simultaneous increase in the supply of housing simply raises rents, especially in the short-run in fast growing cities where the private sector is unable to keep up with increasing demand fueled by new arrivals.  

As rents rise so do HUD defined fair market rents (FMRs).  This results in vouchers costing the government more over time, thereby reducing the number of units subsidized at a fixed level of funding.  Also, FMR adjustments typically lag the market, resulting in property owners being less willing to accept tenant-based vouchers.  Either way, the result is unsatisfactory.

About two of every three income eligible households do not receive governmental rental assistance.  For these families, rental increases make their housing situations worse by requiring them to spend increasing amounts of their meager and slow growing incomes on rent.  While changes in assisted housing programs should be designed to help those in and those likely to enter the program, every effort should be made to make low income households not in the program no worse off than they already are.  One way to do this is to preserve existing project-based housing stock.  This protects the supply of affordable housing and thus acts to reduce upward pressure on rents.  

Unlike project-based assistance, owners can refuse to renew a lease to households carrying vouchers.  Property owners are likely to do so if they consider HUD lease requirements as overly demanding, and if they are reasonably sure they can rent the unit to someone else.  Also, tenants who would otherwise be eligible for enhanced vouchers, because project based subsidies are being discontinued where they live, can lose the enhanced portion of the voucher if HUD initiates an enforcement action against the owner.  Simply put, tenant-based programs do not provide the level of security that is provided by project-based assistance.            

Advantages of Project-Based Programs

Unlike tenant-based programs, project-based programs do not suffer from voucher holders being unable to use their vouchers due to landlord unwillingness.  For any household in this situation, or that has experienced this, having the certainty of knowing a home is available to them in a project-based building is far superior than having a tenant-based voucher no one will accept.      

While preserving as much project–based housing as possible makes sense for many reasons, project-based housing is far superior to tenant-based solutions for, among others, the elderly and the mentally and physically handicapped.  These groups often have special needs--such as physical therapy, meals-on-wheels, support groups, or something as simple as transportation to and from a nearby hospital or store.  All these services are most easily provided in a group setting.  Also, some members of these groups prefer being in close proximity to others members of the group, rather than living far away and being physically disconnected.  Moving these households to tenant-based vouchers risks depriving these households of, among other things, their independence and dignity.   

Recently, HUD has begun to dramatically expand its ability to monitor, analyze and correct shortcomings of HUD housing.  As a result, contrary to popular belief, most HUD assisted properties were found to be in surprisingly good condition regardless of location.  As a result of these new and ongoing initiatives, HUD assisted housing is likely to continue to improve as deficiencies are caught quickly, and good owners are consistently rewarded for their high quality stewardship.         

Initial inspections of the physical condition of HUDs multifamily housing—which includes 30,000 properties that are insured by FHA or assisted project-based Section 8 and other subsidies—are very encouraging.  Over one-third of properties received excellent ratings, while almost one-half were rated good.  In contrast, less than 15 percent of properties received fair ratings, and only 2 percent were deemed to be in poor or failing condition.  

In the Northeast and Midwest 73 percent of the buildings scored in the good or excellent range, while the Southwest and West had even higher scores, with 87 percent and 82 percent, respectively, in good or excellent condition.  Lower scores in the Northeast and Midwest are largely due to the properties in those areas being older and the weather being more severe.  

While tenant safety interviews of residents in project-based multifamily housing have not yet been analyzed, initial results from public housing tenant satisfaction surveys have been very encouraging.  While public housing and other assisted multifamily housing are different, dwelling condition survey results were nearly identical for both groups.  Thus, these results may be suggestive of the attitudes of residents in project-based units.  Three-quarters of residents surveyed were either satisfied or very satisfied with their dwelling units and 66 percent said they were satisfied or very satisfied with their development and their neighborhood.  Roughly 75 percent were satisfied or very satisfied with repairs, two-thirds felt management was responsive and three-quarters felt that their unit was safe day or night.  Lastly, 66 percent said they would recommend their public housing development to a friend or family.  Once again, this data suggests that tenants are generally quite satisfied with their physical environment.

Lastly, with few exceptions project-based housing has been built in areas dictated by the government in efforts at neighborhood revitalization.  As a result, these buildings are often located where one might not normally expect to find large, well maintained multifamily units. Thus, these buildings have unique sets of advantages and disadvantages compared to other assisted housing.  For this reason, should the government remove the project-based assistance, these buildings are likely to deteriorate. This would cause nearby businesses to suffer, tenants deliberately drawn to these buildings because of their location to be made worse off, and the area would likely experience prolonged neglect and disinvestment.  These buildings should be considered assets that continue to stabilize the neighborhood.     

Recommendation

Project-based buildings should be maintained where possible, rather than replacing it with tenant-based assistance.  The affordable housing problems facing the United States are complex, and the populations they serve diverse.  Simplistic solutions will not suffice.  Rather, easy solutions will likely create new problems, some of which can already be anticipated and solved by maintaining existing project based housing.     

Preservation Through Exit Tax Relief

Exit Tax Relief  

At present, a portion of the federally assisted properties, often with FHA mortgage insurance, are in, or are at risk of falling into, disrepair due to lack of income needed to continue maintenance expenditures.  These properties tend to have large mortgages, be largely depreciated, and have had little if any price appreciation.  Also, these structures are often owned by older persons who, having fulfilled their contractual obligations, wish to sell.  However, the stiff tax on the recapture of depreciation triggered by the sale of real estate, effectively prevents these owners from selling. 

Most of these properties have 40-year mortgages and shorter contracts with the federal government but have not had sufficient rent flows to maintain them. Many owners find the only means of avoiding the exit tax is to hold the real estate until death when the basis is “stepped-up”, which eliminates capital gain liability. This situation does not produce responsible stewardship, reduces the stock of decent affordable housing and increases HUD’s insurance exposure.

Recommendation

A way to combat this problem is to forgive taxation of recaptured depreciation to owners of subsidized properties if they are sold and the new owner agrees to maintain the property as affordable housing, defined as households with incomes at or below 80 percent of HUD adjusted area median family income (AMI), for not less than 20 years.  Owners would still be required to pay tax on any gain above the original basis of the property, which is currently taxed at 20 percent.  

This would encourage existing owners to sell to new owners interested in maintaining the stock of affordable properties, allowing HUD’s insured portfolio to incur fewer foreclosures. Also, the stock of affordable rental homes is maintained and tenants are not required to move to obtain decent housing.

Improving the Delivery of Affordable Rental Housing

Introduction

At present, the main vehicle for producing affordable rental housing in the U.S. is the Low Income Housing Tax Credit (LIHTC), often combined with tax-exempt bond financing.   The LIHTC program was created by Congress as part of the Tax Reform Act of 1986.   The Act created federal income tax credits that are awarded by state Housing Finance Agencies (HFAs) to housing projects, as long as those projects conform to certain restrictions on the rents and the income of tenants for at least 15 years. 

The credits are shared among the owners of a project, typically investors recruited by syndicators who own the property through limited partnership agreements.   The investors receive the credits for a 10-year period, and the annual amount of the credit is calculated so that, if it were used completely, its present value would be worth either 30 percent or 70 percent of the project’s development costs (or at least those that are included in the “qualified basis”), depending on certain criteria such as whether or not the project receives another type of federal subsidy.   Under interest rates that have prevailed since 1996, the present value calculations work out to annual tax credits of approximately 4 percent and 9 percent of the qualified basis, so   the two cases are sometimes informally called the “4 percent” and the “9 percent” credit.

The LIHTC program is administered jointly by the Internal Revenue Service and state tax credit allocation agencies.  Each state is allocated a dollar amount of credits annually, based on its population.   State housing agencies are responsible for determining which projects should receive tax credits, although the tax code specifies certain criteria that the states must take into account when making these allocation decisions.  

The LIHTC is widely regarded as a successful program for delivering affordable rental housing to U.S. households.  In 14 years, the program has succeeded in creating over a million units and has received positive reviews by the GAO regarding program compliance.   As developers, syndicators, and allocating agencies have progressed along a learning curve—and as legislative and regulatory changes have been introduced—the LIHTC program has generally improved and become more efficient over the years.   Demand has increased to the point where requests for allocations exceed the amount allocated in a given year, in dollar terms, by roughly a three-to-one ratio.  As a result, the rate of return to investors in tax credit projects has  declined consistently and dramatically over the years, at least until very recently.   Meanwhile, leverage in the projects has decreased, so that the amount of equity in tax credit deals now usually exceeds 50 percent.

Nevertheless, a variety of additional measures could be taken—such as leveling the playing field for credit applications, reducing administrative complexity, removing barriers to mixed income projects, and facilitating the combination of the LIHTC with other programs—that would further improve it.  Moreover, the tax credit usually works best when it is used to target households in the 50 to 60 percent of area median income range.   Because there are few other mechanisms available to deliver affordable rental housing, however, many states have been shifting the focus of their LIHTC allocations in favor of households with incomes substantially below that range.   This threatens both to attenuate the credit’s ability to provide housing to the population it is best designed to serve and to push it into areas where it may not work as well.   Hence, there is a need for another program to subsidize housing for those with incomes below 50 percent of the area median.

Leveling the Playing Field

The tax code outlines the responsibilities of state agencies that allocate the credits.  Each state must have a “qualified allocation plan” that sets forth the criteria it will use to determine which types of projects receive priority.  The code also provides a list of criteria that must be used for this purpose.   Each state must set aside 10% of its credit allocation for tax-exempt, non-profit developers.  Beyond that, the law originally required states to use participation of a local non-profit organization as one of the criteria for allocating credits.  

Although the Community Renewal and New Markets Act technically removed this criterion in 2000, the most recent evidence available indicates that some states are applying it to an extreme degree.  In 1999, state agencies allocated 32 percent of all credits to nonprofits.   The average masks considerable differences among the states, however, as a dozen allocated more than half of their credits to nonprofits.
  Anecdotal evidence suggests that housing officials in some states believe that they are only allowed to allocate credits to projects if a nonprofit organization is involved to some degree.  

Justification for a nonprofit preference is the general belief that nonprofits will be willing to maintain the property as part of the affordable housing stock for a longer period of time, or to target households that have lower incomes or are otherwise hard to serve.   Federal law restricts the income of tenants and the maximum rent that can be charged on tax-credit properties for 15 years.   As of 1999, however, nearly all states were extending these restrictions to at least 30 years, and 35 were requiring a commitment to affordability beyond 30 years.   In California, Indiana, and  Vermont all properties receiving tax credits had extended use agreements that ran for at least 50 years.   

Moreover, most state allocation plans have set asides or award bonus points for projects that target lower incomes or other hard-to-serve populations.  Thus, even were the hypothesized behavior of nonprofit organizations correct, a preference for them beyond the 10 percent set aside would be redundant. 

Also, just like for-profit businesses, nonprofit organizations may fail economically.  This has happened recently even to nonprofit neighborhood development corporations that were quite large and had apparently been quite successful shortly before failure.   When this occurs, it has obvious negative implications for maintaining tax credit properties as part of the low-income housing stock.  It also suggests that it would  be unwise to assume a tax credit project targeted to extremely low income will be economically viable simply because a nonprofit development corporation is involved.  

It’s even possible to argue that market discipline helps to make for-profit developers efficient and helps them deliver the product at a relatively low cost.   A 1999 study by GAO found that development costs for for-profit developers averaged about $55,000 per unit, compared to $73,000 for non-profits.
   Some of the cost difference is no doubt due to differences in location and the type of unit being built.   To address this, GAO employed a statistical model to control for geography, building type, unit size, economic condition of the area, and primary intended use of the property (elderly vs. family).  After controlling for all these factors, the unit cost was still about $5,600 more for nonprofit developers.   GAO reported that this difference was not statistically significant at the .1 level.  However, the difference would have been significant at the .13 level.  This means that the statistical model is telling us there is at least at 87 percent chance that for-profit developers produce tax credit units at lower cost (but not a 90 percent chance).  

City Research conducted a similar study in 1998 and found that, after statistically controlling for  project size, construction type, location, and neighborhood poverty rates, units developed by nonprofit sponsors on average cost about $11,000 more, and this difference was statistically significant.

The bottom line is that tax-credit allocation decisions should be made on the basis of  how well  the project satisfies the objectives of the state allocation agency regardless of the official tax status of the applicant.   Nonprofits should compete on a level playing field for the credit allocation with tax-paying sponsors.   It may even be advisable for the federal government to go beyond the Community Renewal and New Markets Act in this respect, and to prohibit states from giving bonus points merely because a tax credit application involves a nonprofit organization.

Removing Barriers to Mixed-Income Projects

The U.S. has had experience with high concentrations of low-income tenants in public housing projects, and it is widely acknowledged that it was unsuccessful, resulting in the construction of  many buildings that subsequently had to be torn down.   Possible reasons for the failure include Wilson’s 1987 argument that rising rates of welfare dependency, weak labor force attachment, and crime were the result of increasing isolation of poor communities from the middle-and working-class role models, creating essentially a culture of poverty.
 

Moreover, the jobs that low income households typically hold tend to be dispersed throughout the community, rather than concentrated in a single place.  Thus, from a transportation standpoint, it would often seem more efficient to spread the affordable housing stock throughout a community to place the units near the relevant jobs, rather than trying to concentrate in a few central locations.  

For these reasons, there is a widespread consensus among policy-makers that mixed-income housing makes for good public policy.  Empirical work in the area, although somewhat dated and fragmentary, tends to support this conclusion.  In 1974, Ryan et al found higher levels of satisfaction among tenants in mixed-income developments.
  There have also been case studies demonstrating that low-income households in mixed-income projects are better off—notably, Chicago’s court-ordered Gautreaux program. 

To the extent that HUD and the Census Bureaus’ Property Owners and Managers survey provides information about mixed income LIHTC projects, the evidence suggests that these projects tend to be economically viable.   The POMS was a detailed survey based on a nationally representative sample of multifamily as well as single family properties conducted in 1995 and 1996.   Although limited in certain ways (the sample of properties receiving tax credits is not extremely large, and measures of income and profitability are the subjective judgements of owners and managers rather than hard balance sheet numbers), the POMS provides one of the few sources of information about both the profitability of a project and the income of its tenants.

NAHB tabulations of the POMS data indicate that, in general, the incidence of reported profit was highest for properties with tenants of more than one income class.   Among tax credit properties, the difference between the mostly low-income projects and the ones serving a mix of low and middle incomes is most striking.  Tax credit projects with a mix of low and middle incomes are roughly twice as likely to report earning a profit the previous year, half as likely to report a loss.   A little over half of the owners of mostly low-income tax credit projects would buy the properties again today.  But over 90% of  the owners of projects with a mix of tenant incomes would buy the property again.

Several recent policy initiatives have been aimed at reducing the concentration of low-income households, such as HOPE VI and the special standards for Federal Housing Administration Insurance.   

In contrast, the LIHTC program has several provisions that actually make it difficult to build and operate mixed income properties.  Under the current interpretation of the law, if a low-income unit is vacant, no units of comparable or smaller size in the project may be rented to market rate tenants until a low-income unit is rented and reasonable efforts must be made to rent the low-income unit.  

There is no justification for holding an entire mixed income building, let alone an entire mixed income project, hostage to the rental of one low-income unit.  It would be better to replace this with the provisions that (i) reasonable efforts must be made to rent the low-income unit and (ii) that unit be kept vacant.  We also recommend that low-income units be allowed to “float” between buildings in mixed-income projects. 

Reducing Complexity and Facilitating Joint Use of Federal Subsidies

At times, the LIHTC program does not provide a deep enough subsidy to effectively target the income groups desired by HFAs.  Even when it does, HFAs and developers may desire to spread tax credit allocation dollars further by combining the LIHTC with other federal subsidies.  The most common is tax-exempt bond financing, but Rural Housing Service loans, FHA insurance, project-based Section 8, Community Development Block Grants, HOPE VI, HOME, and the Federal Home Loan Bank system’s Affordable Housing Program, among others, are also used.   When projects must obtain funding from multiple sources they incur additional and unnecessary costs from timing delays to  additional professional fees.   The process can become so complicated that this in itself becomes a barrier to producing affordable housing. 

A survey of LIHTC property owners undertaken by HUD and the Urban Institute revealed that three-fourths of the owners thought some change in the program was needed.  Three out of every ten suggested a change in federal guidelines and program law, including rules related to combining federal subsidies.  Other changes commonly suggested included simplifying the rules and process, as well as reducing and clarifying paperwork.  As the report summarizes, "If recommendations pertaining to changing federal guidelines and program statutes are considered along side those that focus on simplifying rules and process, reducing and clarifying paperwork requirements, and simplifying compliance monitoring, this broader category covering rules and process is by far the predominant target of owners' recommendations... owners, by and large, appear to like and benefit from the LIHTC program but are nonetheless displeased with certain of its rules, procedures, and requirements.” 

Thus, there is a need to reduce the complexity of the LIHTC program, and make combining it with other programs easier.  It would also be beneficial to modify the LIHTC program in a way that would make it more efficient, in order to reduce the amount of additional subsidies that are required to make tax credit properties feasible. 

A simple provision that would help would be to allow developers to combined the 70 percent present value credit, rather than only the 30 percent, with certain other forms of federally-subsidized financing, such as tax-exempt bonds. 

Some of the changes that can would make the LIHTC program more efficient, or at least preserve the level efficiency it has achieved so far, relate to federal income tax policy.    For example, the Internal Revenue Service (IRS) recently made public its position on a number of technical issues which threaten the ability of the low-income housing tax credit program to continue to provide affordable housing to the people who need it most.   The main issue is the amount of credit available for a project, which is determined from its “eligible basis,” defined in general terms as the costs attributable to acquisition, rehabilitation or construction

The IRS has released five Technical Advice Memoranda (“TAMs”) which the IRS is applying to existing properties under audit, as well as urging state agencies to apply them industry wide to properties being proposed for development.  These TAMs attempt to set forth specific standards for determining what costs can not be included in eligible basis.  

The TAMS are creating a program-wide disruption in the allocation of credits and the development of affordable housing.   They take aggressive positions contrary to common industry practice that would eliminate from tax credit eligible basis reasonable, legitimate and necessary costs incurred in typical transactions.  The economic result of the TAMs is to reduce the level of equity financing available for each project making a number of affordable housing properties financially infeasible. The TAMs also have created uncertainty among investors as to whether the credits for which they have paid will be realized.   If the IRS recalculates the eligible basis of the project and recaptures the tax credits, project developers will be unable to plan the financing for the project and investors will be discouraged.  The TAMs, therefore, threaten to reduce the amount which investors will be willing to pay for each tax credit.    This loss of efficiency hurts both low-income tenants and the Federal taxpayer, by further reducing the amount of housing that can be produced from a given amount of tax credits. 

To prevent these TAMS from being implemented industry wide, we recommend   legislation to create a concept of “development cost basis” and then specifically identify costs that will be included.  These should include the cost of site preparation, state and local “impact” fees, reasonable development fees, professional fees related to basis items, and construction financing costs (but not financing costs to acquire land).  Including these development costs in the eligible basis of Low Income Housing Tax Credit affordable housing projects will achieve the objective of providing increased quality affordable housing for each tax credit dollar. 

Also, the LIHTCs effectiveness as a way to encourage construction of low-income rental housing is limited because of the alternative minimum tax (AMT).    Individuals and corporations who use Low-Income Housing Tax Credits (LIHTC) to reduce their tax liability may be less willing to do so in the future out of fear of becoming subject to the AMT.  Concern over this issue was voiced by the Joint Committee on Taxation in testimony before Congress in 1998.  With passage of the most recent tax cuts, these concerns have only been heightened.          

As a result of this, LIHTC based-financing will likely require the pooling of a large number of uninitiated investors not likely to be subject to the LIHTC.  Also, there will be a 40 percent increase in the amount of credit available due to legislation passed in 2000.  Collectively, these developments increase the supply and decrease the demand for LIHTCs.  Some of the very recent price deterioration occurring in the LIHTC market may be due to fear of AMT obligation in the future.  Many Wall Street firms already have stopped providing investment opportunities for individuals because of the AMT issue, i.e. Dean Witter, Merrill Lynch, etc.   

As a result of this, LIHTC based financing is becoming more complicated, which threatens to reduce demand for the credits, and increase the cost of raising funds for LIHTC construction.   

To maintain the appeal of LIHTCs in light of the AMT, we recommend that LIHTCs not be an item used to calculate AMT liability.  This would keep the value of the credit the same to all taxpayers, making it saleable and worth more money to potential investors.       

Another problem is the recent experience with rising operating expenses.  Escalating utility costs, especially energy prices, have been dramatic and well documented in certain parts of the country.  In  some cases, these costs may double over the course of a single year.   Such an explosive increase threatens to drive operating costs above the income generated by  LIHTC properties and to remove these properties from the affordable housing stock. 

To address this problem, we propose modifying the LIHTC law so that it prohibits net rents as well as gross rents from declining after they have been established in the initial year.  In combination with this change, we would introduce a new program to subsidize the residents of LIHTC projects when utility costs rise precipitously, so that the would be able to pay utility bills without exceeding the current gross rent restrictions of the LIHTC program.

The first part of the proposal would help to prevent the income generated by LIHTC properties from declining when utility costs escalate, and therefore to preserve the existing low-income housing stock.   Providing a subsidy in conjunction with this is necessary to prevent the burden of rising costs from being shifted onto LIHTC residents.

New Program to Serve Extremely Low Income Households

One factor putting increasing pressure on the LIHTC program is the tendency of states to give additional points to projects that have deep low income tenant targeting.

In a paper on LIHTC Effectiveness and Efficiency, Recapitalization Advisors, Inc reports, “In recent years Congress and many states have focused resources on Extremely Low Income (less than 30% of area median) residents.  Almost without exception, ELI apartments cannot be financed by LIHTCs alone; instead they require combining additional resources above the LIHTC itself.”

The LIHTC was not designed to serve tenants with extremely low incomes, but at present is the primary vehicle for financing new affordable rental housing of any type.  To the extent that the LIHTC is used to target extremely low incomes, it  makes it more difficult to build and operate mixed use projects.  The solution is new program to provide rental housing for households with extremely low incomes.  We believe the best way to accomplish this is to provide a direct subsidy to projects that serve these households.   The program could be similar to the one in a bill introduced by Senator Kerry that would allow for grants or trust fund money to provide the subsidy.  This would clear the way for the LIHTC program to serve the population it was originally intended for, and for which it has been proven to work.  

Continued GSE Support Is Essential To The U.S Housing Finance System

Issue

The housing-related government sponsored enterprises (GSEs), particularly Fannie Mae and Freddie Mac, are integral components of this nation's housing delivery system. With the help of Fannie Mae and Freddie Mac, nearly two-thirds of the nation’s households are homeowners. Much of this success is due to the public/private partnership established by Congress more than a half-century ago and to the reforms enacted in the Federal Housing Enterprises Safety and Soundness Act of 1992 (the GSE Act).  Despite these achievements, however, several sectors of the housing market remain underserved by the present system. Homeownership rates for minorities and certain other segments of our population remain low.  There also continues to be a critical shortage of affordable rental housing.  The GSEs continuing role in providing capital for the secondary markets is critical to filling these gaps in the housing finance system.  

Background

Fannie Mae and Freddie Mac were created by Congress in 1938 and 1970, respectively, to support a secondary market for residential mortgages.  Specifically, the GSEs’ housing mission, as mandated by their respective Charter Acts, is to:

· provide stability in the secondary market for home mortgages;

· respond appropriately to the private capital market;

· provide ongoing assistance t the secondary market for residential mortgages (including activities relating to mortgages on housing for low-and moderate-income families involving a reasonable economic return that may be less than the return earned on other activities) by increasing the liquidity of mortgage investments and improving the distribution of investment capital available for residential mortgage financing; and,

· promote access to mortgage credit throughout the Nation (including central cities, rural areas and underserved areas) by increasing the liquidity of mortgage investments and improving the distribution of investment capital available for residential mortgage financing.
To assist Fannie Mae and Freddie Mac in achieving their housing mission, Congress provided the GSEs several privileges and legal exemptions. These federal privileges or attributes include:

· a line of credit with the US Treasury of up to $2.25 billion each for Fannie Mae and Freddie Mac; 

· eligibility for the GSEs' corporate securities to be purchased without limit by federally regulated financial institutions; 

· assignment of mortgage-related securities issued or guaranteed by the GSEs to the second lowest credit risk category at insured depository institutions;

· eligibility of the GSEs' debt to serve as collateral for public deposits;

· eligibility of the GSEs' securities for Federal Reserve open market purchases;

· exemption from state and local income taxes (but not from property taxes or federal income taxes); and, 

· exemption from SEC registration and reporting requirements. 

Securities issued by the GSEs are not explicitly guaranteed by the U.S. government.  However, given their federal privileges, the marketplace has assumed an implicit government guarantee.  

Regulation of Fannie Mae and Freddie Mac

Two government agencies regulate Fannie Mae and Freddie Mac. The Department of Housing and Urban Development (HUD) has mission oversight for Fannie Mae and Freddie Mac; while the Office of Federal Housing Enterprise Oversight (OFHEO) is the safety and soundness regulator for Fannie Mae and Freddie Mac.  The current regulatory structure for Fannie Mae and Freddie Mac was established under the Federal Housing Enterprises Financial Safety and Soundness Act of 1992 (or, the GSE Act).

The GSE Act directs HUD to establish, monitor and enforce housing goals for the Enterprises. By law,  the housing goals require Fannie Mae and Freddie Mac to direct a specific percentage of their mortgage purchases to three specific categories:  1)  housing for low-to-moderate income families (the low-mod goal); 2) housing located in underserved areas (the geographically targeted or underserved areas goal); and, 3) special affordable housing to meet the unaddressed needs of lower income families defined as 60 to 80 percent of area median income (the special affordable goal).  The goals are measured as a percentage of total number units financed by a GSE (including both single and multifamily mortgages) and one mortgage can satisfy more than one goal.

The initial housing goals were established in 1995.  HUD has issued revised regulations which raise these goals for 2001-2003.  The new rules increased the low/mod goal from 42 to 50 percent of  each GSE’s purchases; the underserved areas goals increased from 24 to 31 percent; and, the special affordable goal increased  from 14 to 20 percent.  Fannie Mae and Freddie Mac have consistently met their housing goals for 1996-2000 and are committed to meeting the new “stretch” goals in 2001-2003.

The Office of Federal Housing Enterprise Oversight (OFHEO) is charged with implementing the safety and soundness provisions of the Federal Housing Enterprise Financial Safety and Soundness Act of 1992 (the Act).  OFHEO's primary responsibilities are to establish and enforce capital standards for Fannie Mae and Freddie Mac (the Enterprises) and to conduct annual onsite examinations of the Enterprises to ensure that the firms are operating in a safe and sound manner.  

The Enterprises must meet two capital standards, a minimum leverage ratio and a risk-based capital (RBC) standard, in order to be classified as adequately capitalized.  The Act authorizes mandatory and discretionary regulatory enforcement actions if an Enterprise is less than adequately capitalized. The Act dictates that the RBC standard must be based on a stress test that includes three components:  credit risk, interest rate risk, and management and operations risk. The stress test will determine the amount of capital that Fannie Mae and Freddie Mac must hold to maintain positive capital over a 10-year period of adverse credit and interest rate conditions, plus an additional 30 percent of this capital level to cover management and operations risk. 

On July 19, 2001, after nearly 10 years of development and two public comment periods (in 1996 and 1999), OFHEO publicly released the final RBC regulation.  The rule is presently undergoing a 60-day Congressional review period and will be published in the Federal Register in September. There will be a one-year transition period from the date of publication before Fannie Mae and Freddie Mac must comply with the RBC standard.  By statute, the final RBC rule was to completed by 1994.  Although the final rule is extremely lengthy (600 pages) and complex, Fannie Mae and Freddie Mac have pledged to meet the RBC standard.

The GSEs Play Critical Role In Sustaining The U.S. Housing Finance System

By all accounts, Fannie Mae and Freddie Mac have met their Congressional mandate.  Together, they have brought enormous benefits to home buyers and the housing finance system.  Some of the benefits provided by Fannie Mae and Freddie Mac include:

Reduction of mortgage interest rates --  Home buyers with conforming loans -- mortgages eligible for purchase by Fannie Mae and Freddie Mac, those up to $275,000 for one-unit properties -- pay mortgage rates that are approximately 25 to 50 basis points lower than rates paid by other conventional mortgage borrowers. 

Reliable and stable supply of mortgage credit -- The vibrant and efficient secondary market that the housing GSEs have been instrumental in establishing provide a link to the national and international credit markets.  This linkage sustains the flow of capital to housing, even under changing economic conditions.  While the economy has undergone major shocks over the past decade, home buyers have experienced no interruption in the availability of mortgage credit.  As evidence of the stable flow of credit for housing, one only needs to look to the financial market liquidity crisis in late 1998, when the GSEs continued to make a wide variety of home and multifamily mortgage products available at affordable interest rates.  


Elimination of regional disparities in interest rates --  The GSEs provide a nationwide market for mortgage funds, a key factor in the elimination of regional disparities in the availability and cost of mortgage credit, which occurred regularly before Fannie Mae and Freddie Mac came on the scene.  Today, interest rates in conforming mortgage markets around the country vary by no more than 10 basis points.


Cushion against local economic downturns --  When regional economies begin to slow, some participants in the mortgage industry have restricted credit or abandoned markets in search of opportunities elsewhere.  This is not the practice of the GSEs.  They maintain a presence in all markets under all economic conditions, cushioning the impact of local or regional declines in economic activity.  For example, the GSEs helped support housing prices in Texas during the collapse of oil prices in the 1980s, and they helped to counter weak markets in the Northeast and in California in the early 1990s.


Expansion of homeownership and rental housing opportunities --  The housing GSEs have made significant strides in expanding homeownership opportunities and increasing the supply of affordable rental housing in underserved areas. The housing goals enacted by the 1992 GSE Act have successfully encouraged both Fannie Mae and Freddie Mac to significantly increase their service to the market sectors targeted by the housing goals.  Fannie Mae’s and Freddie Mac’s financing of housing for low- and moderate-income families has increased from under 30 percent of their mortgage purchases in 1992 (just prior to enactment of the GSE Act) to  almost 50 percent in 2000. 


These accomplishments are the result of concerted efforts by both Enterprises in the affordable housing arena. Both GSEs have introduced products and services to expand homeownership opportunities for low-and moderate-(low/mod) income borrowers, renters and residents of areas underserved by the broader housing finance system.  Technological innovations by the GSEs, such as their automated underwriting systems (AUS), also have contributed to their efforts to expand homeownership opportunities. In the affordable multifamily market, both GSEs have established forward commitment programs that support much-needed production of new units. Further, each has developed partnerships and alliances at the national and local levels to expand affordable housing opportunities.  Several of NAHB’s local Home Building Associations have worked with Fannie Mae and Freddie Mac on these partnerships.


Market standardization and innovation -- The GSEs have brought both standardization and innovation to the mortgage markets, involving a variety of mortgage instruments and securities structures.  Standardization is key to obtaining and retaining investor confidence and supports the innovation that has addressed a broad range of borrower and investor preferences.


In the primary market, the GSEs have supported the development of hybrid mortgages that combine the benefits of adjustable and fixed-rate mortgages.  The GSEs also have established reduced downpayment programs to help cash-strapped first-time home buyers.  Recently, both Fannie Mae and Freddie Mac have introduced mortgage products to assist borrowers with tarnished credit histories. In addition, Fannie Mae and Freddie Mac are at the forefront of technological innovations to streamline the mortgage process in order to reduce the time and cost involved in obtaining a mortgage.  The GSEs automated underwriting systems (AUS) have fundamentally changed the mortgage origination process and have significantly reduced origination costs.  The AUS technology also has allowed the GSEs to expand the scope of their mortgage products and extend homeownership opportunities.


In the secondary markets, Fannie Mae and Freddie Mac have launched a continuing chain of breakthroughs, such as collateralized mortgage obligations, which have allowed mortgages to be “repackaged” to attract new groups of investors.  On the funding side, the GSEs have pioneered new debt products to meet the demands of global investors.  These innovations have allowed the GSEs to expand the investor base for US mortgage securities worldwide, bringing greater liquidity to the US mortgage market and, ultimately, reducing costs for the nation’s homebuyers and renters.    

Most importantly, the GSEs have provided these benefits at no cost to taxpayers.  The GSEs’ business operations are fully self sufficient.  Furthermore, taxpayers are protected from risk by the GSEs’ prudent risk management.  Governmental studies released in 1991 and 1996 found that the GSEs’ did not pose undue risk to the government. New rigorous and dynamic risk-based capital standards soon to be implemented by OFHEO for Fannie Mae and Freddie Mac will provide additional protection for the taxpayers. 

Continued GSE Support Is Essential To Address Unmet Housing Needs

Despite the many achievements of the housing finance system over the past several years, and the current record homeownership rate, there are still many underserved sectors of the housing market.  Homeownership rates for minorities and certain other segments of our population remain low.  In the first quarter of this year, homeownership rates for African-Americans and Hispanics were 48.2 and 46.1 percent, respectively, compared to 74 percent for whites.  Although homeownership rates for both African-Americans and Hispanics have increased significantly since the early 1990s, from a low of 42 percent in 1993 for African-Americans and 39 percent in 1991 for Hispanics, the disparity between minority and white homeownership rates remains wide. For example, the gap between homeownership rates for African-Americans and whites has declined from 28.2 percentage points in 1993 to 25.8 today.  Similarly, the gap between white and Hispanic homeownership rates has decreased from 30.5 percentage points in 1991 to 27.9 percentage points.  For both groups, the gap with whites has narrowed by less than 3 percentage points.  Clearly more work remains to be done.  


The GSEs’ continuing role in providing capital for the secondary markets is critical to filling these gaps in the housing finance system.  As noted above, the GSEs have made significant strides in expanding homeownership opportunities through their many affordable housing initiatives.  Several of these initiatives are also targeted at narrowing the minority/white homeownership gap through partnerships, expansion of low-downpayment mortgages and more flexible underwriting.  Further, the GSEs recent forays into the subprime mortgage market, which serves primarily lower-income and minority homebuyers, will bring the benefits of standardization and lower costs to the subprime market in the same way they have benefited the conventional mortgage market. 

Recommendation


As we move forward to close these gaps in homeownership, a strong and efficient regulatory system for Fannie Mae and Freddie Mac, one that balances safety and soundness concerns with mission fulfillment, is essential.  We believe that the current GSE regulatory system established by the 1992 GSE Act meets these objectives. The 1992 GSE Act created a positive tension between the mission and safety and soundness oversight of these entities which has served the housing market extremely well.  It has focused the GSEs on their affordable housing mission, while establishing rigorous safety and soundness requirements.

Recent efforts in Congress to overhaul the regulatory structure for Fannie Mae and Freddie Mac, as well as diminish their GSE status, could impair the ability of these enterprises to perform their critical role in the housing finance system.  Any change in the GSEs’ agency status or regulatory framework could have negative ramifications on the housing finance system, including: higher mortgage rates, increased volatility in the cost and availability of mortgage credit (especially for affordable housing), lower homeownership rates, fewer affordable rental units and reduced mortgage product and technological innovations.

The present GSE regulatory structure is working effectively and efficiently to ensure that Fannie Mae and Freddie Mac are operating in a safe and sound manner and fulfilling their public mission. We see no need for Congress to act to change this system which has taken more than a half century to develop.  Rather than change the regulatory framework, we urge the current GSE regulators to ensure that the GSEs continue to work within their charters and to implement rigorous capital requirements to ensure the safety and soundness of these institutions. Until all Americans enjoy decent and affordable housing, as well as the opportunity for homeownership, the critical supports provided by the GSEs to the housing finance system should not be weakened.
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