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PROPOSED NEW RENTAL HOUSING PRODUCTION PROGRAM

Overview

NAHB believes there is a need for a new multifamily rental housing production program that would meet the affordable housing needs of households with incomes between 60 and 100 percent of area median income (AMI), America's "working poor."  Two recent reports, one by the Center for Housing Policy, "Paycheck to Paycheck:  Working Families and the Cost of Housing in America," and the second, The State of the Nation's Housing Annual Report, have extensively documented the growing problem of meeting the housing needs of this group, currently estimated at 3.7 million households.  These households are not eligible for housing assistance through most current federal housing programs.

NAHB has developed a program that is designed to increase and maintain the affordable housing stock over the long term.  The program would not require large federal budget outlays.  Instead, affordability would be generated through lower interest rates available by securities backed by the full faith and credit of the federal government.  Federal subsidies would be required in some instances and would be provided through modest interest-rate buydowns.  The program offers the following benefits, which are discussed in more detail below.

· Uses government resources as efficiently as possible, with the amount of subsidy required per development small relative to the amount of housing produced.

· Serves a wide range of households by producing mixed-income housing.

· Ensures long-term affordability (40 years+).

· Provides incentives to owners through the deferral of profits, contingent on property performance (both financially and physically) until long-term affordability is satisfied.

· Builds in adequate reserves from cash flow for on-going maintenance and future capital improvements.

· Avoids the establishment of new program bureaucracy; this program could be administered in the same fashion as the HOME, CDBG and tax credit programs. 

Develop a mixed-income affordable housing program that addresses the needs of low-to-moderate income working families (households with incomes between 60 and 100 percent of median income (AMI)), with a portion of the units for households with incomes below 60 percent of AMI.    Mixed-income developments help promote the goal of healthy neighborhoods, while providing more financial stability and community acceptance than developments that concentrate very-low and low-income households.  The U.S. Department of Housing and Urban Development (HUD) promotes the concept of mixed-income housing in such programs as HOPE VI, HOME and the use of housing vouchers in privately owned, market-rate housing.

Ensure long-term affordability (40 years).  A new production program should be focused on adding to the affordable housing stock without creating a preservation crisis in the future.

Provide owners an economic incentive up-front and over the long-term that reflects the risks of developing the property, while maintaining financial stability, operating efficiencies and property upkeep over the long-term.  The incentive should be a 15 percent development fee, five percent of which would be contingent and collected over time as long as the property is performing.   Typically, development fees may be 10 to 20 percent of total development costs, with some portion deferred until the property reaches a certain occupancy level.  Once the entire development fee is collected, there is little incentive for a sponsor (other than management fees) to stay with the development over the long term.  Linking collection of the remaining development fee to performance over time provides an incentive for the owner to maintain the development.  An important consideration of collecting the contingent development fee over time is to ensure that the income collected over time is not taxed up front, but as it is earned.

Underwrite the loans based on a percentage of gross annual rents, rather than on debt service coverage, and fund replacement reserves at a level sufficient to rehabilitate the development in year 20.  The annual per unit cash flow is net of debt service, operating expenses and replacement reserves. Typically, loans are underwritten based on debt service coverage, which often may be too thin if the property runs into unexpected drops in occupancy or increases in operating expenses.  Similarly, in most previous housing programs replacement reserves have been funded at levels too low to provide enough capital resources for a major rehabilitation in year 20.   If sufficient funds are set-aside over time, a major recapitalization can be avoided.

Use government resources as efficiently as possible, including deep-subsidy resources (such as a modified housing voucher program) to assist extremely low and very low-income households.   We estimate that, in most markets, an interest rate of two to four percent on the permanent loan would be needed to provide housing for families at or below 100 percent of the area median income (AMI) but above the tax credit income limit of 60 percent AMI.  There will be exceptions, such as in rural areas, where incomes tend to be very low, and the interest rate will need to be lower. 

One way to achieve this low interest rate would be to use the production funds to provide an interest-rate buy-down on securities backed by the full faith and credit of the federal government (e.g., guaranteed by Ginnie Mae).  The cost of the interest-rate buy-down would minimize government costs on a project basis and allow funding of more units on an annual basis.  

A portion of the units should be affordable to very low-income households (i.e., below 60 percent of AMI), but a rent assistance program, similar to the existing housing voucher program, would be needed.  The proposed program underwrites rents set at 60 percent of AMI, which would exceed the rent standard currently permitted in the existing housing voucher program.  An additional subsidy provided up-front, which equals the difference between rents at 60 percent of AMI and the Fair Market Rent, could be one way to overcome this problem.  Alternatively, the rent standard could be set higher than current practice to accommodate the program.

Provide a financially acceptable exit strategy for the owner while allowing for continued long-term affordability.   There should be no exit tax on non-cash appreciation of the property when an owner sells the property.  If the property is sold after 40 years, 50 percent of the equity should be returned to the housing fund to be used for additional affordable housing.
NORFOLK SMSA AFFORDABLE HOUSING

 PRODUCTION PROGRAM EXAMPLE
To test this concept, we developed a pro forma that incorporates the elements discussed above.  The pro forma is based on a typical 100-unit development in the Norfolk, Virginia, area which has a median income of $51,000.  Norfolk's median income is close to the national median income of $52,500.  Development costs are $71,000 per unit, including land and the developer’s fee.  Rents are set at 30 percent of 60 percent of the area median income (AMI), which in this case is $681/ month.  Housing vouchers would be required to assist households with incomes below 50 percent of AMI. Rents are escalated three percent annually, and operating expenses ($2,950/unit/year) are escalated at 4.5 percent annually.  To ensure there are adequate funds to cover normal maintenance and rehabilitate the building in year 20, a replacement reserve of $925/unit/year is funded directly from cash flow.  Assuming these funds are invested, there would be approximately $25,000/unit available in year 20.  

Our example assumes obtaining a lower floater loan, which currently is about 4.5 percent.  An interest-rate buy-down to 2.71 percent in this case is needed to cover mortgage debt, operating expenses, and the reserves for replacements.  The developer’s fee is 15 percent, 10 percent of which is collected up front, with the remainder contingent on performance and collected (with interest) over 20 years from surplus cash flow (after debt, operating expenses and reserves are paid).  

The subsidy required to provide the interest-rate buy-down is $449 per unit annually (in this case $49,000).  The cost of an upfront capital contribution to achieve the same result would be $948,000 or $9,480 per unit, i.e., $948,000 would need to be invested at a rate that would generate the value of the annual interest-rate subsidy over the life of the mortgage.  

Summary of Assumptions
Total Units




100

Income and Rents








Median Income for a 4-person household


$51,000



(Targets income levels of 60 to 100% of median)




Underwriting rent per unit – average at 60% of median

$681



Tenants pay 30% of income for rents (27% not including utilities)



Less than 60% AMI to get voucher assistance at underwriting rent level


Underwriting cash flow as % of gross rent

10



Affordability restrictions run for 40-year minimum

After 40 years if affordability restrictions removed, 50% of equity 

to be returned to the housing fund.

Development Costs

Cost per unit including 10% of developers fee

$71,000

Land per unit

$7,000



Deferred Developers Fee


5%

Deferred Developers Fee Interest


7%



Deferred Developers Fee paid from surplus cash after all reserves, expenses, 

and mortgage payments made and subject to proper physical condition of property.

To be paid on a 20-year schedule.







Operating Expenses

Annual operating costs per unit


$2,950



Annual expenses escalation 


4.50%



Utilities per unit/per month


$84



Replacement Reserves (set to totally rehab at 20 yrs) – per unit/per year
$925

(Invested at 4%, $2,553,000 available in year 20 for rehab; $25,000/unit)
 


Rents and median income rise at 3% annually




No cash flow or rent restriction






Mortgage 100% of cost






Subsidy Costs

Underwriting determines interest rate – in this example:

2.71%



If GNMA were to back liquidity and guarantee on a lower floater, 

a rate of 4.0 to 4.5% is possible.
At 4.25%, the annual mortgage payment is $335,622

At 2.71%, the annual mortgage payment is $290,776






Subsidy to write down interest rate is $449/per unit per year







An upfront buy-down would be approx $948,707 or $9,487/per unit


SMALL RURAL RENTAL HOUSING EXAMPLE

Rural areas pose a special challenge, because often incomes are too low to support even the operating expenses of a small multifamily rental development.  This example demonstrates how the model would work for a 24-unit multifamily development in Mississippi.   The median income used in this example is $38,500.

Development costs are $61,265 per unit, including land and the developer’s fee.  Rents are set at 30 percent of 60 percent of AMI, which in this case is $512/ month.  Housing vouchers would be required to assist households with incomes below 50 percent of AMI. Rents are escalated three percent annually, and operating expenses ($2,653/unit/year) are escalated at 4.5 percent annually.  To ensure there are adequate funds to cover normal maintenance and rehabilitate the building in year 20, a replacement reserve of $798/unit/year is funded directly from cash flow.  Assuming these funds are invested, there would be approximately $22,000/unit available in year 20.  

Our example assumes obtaining a lower floater loan, which currently is about 4.5 percent.  An interest-rate buy-down to 0.36 percent in this case is needed to cover mortgage debt, operating expenses, and the reserves for replacements.  The developer’s fee is 15 percent, 10 percent of which is collected up front, with the remainder contingent on performance and collected (with interest) over 20 years from surplus cash flow (after debt, operating expenses, reserves are paid).  

The subsidy required to provide the interest-rate buy-down is $1,544 per unit annually (total $37,064 annually).  The cost of an upfront capital contribution to achieve the same result would be $712,305 or $29,679 per unit, i.e., $712,305 would need to be invested at a rate that would generate the value of the annual interest-rate subsidy over the life of the mortgage.  

 Summary of Assumptions -- Rural
Total Units




24

Income and Rents








Median Income for a 4-person household


$38,500



(Targets income levels of 60 to 100% of median)




Underwriting rent per unit – average at 60% of median

$512



Tenants pay 30% of income for rents (27% not including utilities)



Less than 60% AMI to get voucher assistance at underwriting rent level


Underwriting cash flow as % of gross rent

10



Affordability restrictions run for 40-year minimum

After 40 years if affordability restrictions removed, 50% of equity 

to be returned to the housing fund.

Development Costs

Cost per unit including 10% of developers fee

$61,265

Land per unit

$2,500



Deferred Developers Fee


5%

Deferred Developers Fee Interest


7%



Deferred Developers Fee paid from surplus cash after all reserves, expenses, 

and mortgage payments made and subject to proper physical condition of property.

To be paid on a 20-year schedule.







Operating Expenses

Annual operating costs per unit


$2,653



Annual expenses escalation 


4.50%



Utilities per unit/per month


$66



Replacement Reserves (set to totally rehab at 20 yrs) – per unit/per year
$798

(Invested at 4%, $528,595 available in year 20 for rehab; $22,000/unit)
 


Rents and median income rise at 3% annually




No cash flow or rent restriction






Mortgage 100% of cost






Subsidy Costs

Underwriting determines interest rate – in this example:

0.36%



If GNMA were to back liquidity and guarantee on a lower floater, 

a rate of 4.0 to 4.5% is possible.
At 4.25%, the annual mortgage payment is $76,509

At 0.36, the annual mortgage payment is $39,445






Subsidy to write down interest rate is $1,544/per unit per year







An upfront buy-down would be approx $712,305 or $29,679/per unit
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