Millennial Housing Commission

Subsidized Rental Housing

Potential Policy Issues

Over-Arching Issues And Decision Strategy

The various potential policy issues are by no means independent of each other.  In fact, they lend themselves to a sequential decision making process along these lines:

· Switch to a Sustainable Approach?  The Commission could recommend that subsidized rental housing be structured for long-term sustainability and affordability, without the need for additional government funding for an extended period such as fifty years. Alternatively, the Commission could ratify the existing system, which implies additional funding for many or perhaps most properties in 15-25 years.

· Preserve Existing Subsidized Rental Housing That Needs New Subsidies?  Whether or not the Commission ratifies sustainability, the Commission needs to decide whether, and if so on what terms, existing non-sustainable properties should be preserved.  

· Exit Tax Relief.  This issue is subsidiary to the preservation decision.

· Preservation Funding.  If a property is to be preserved, how should funding (governmental and non governmental) be sized and structured?

· Future Preservation Decisions. If the Commission ratifies sustainability, the preservation issue gradually diminishes over time and may not require new preservation decisions.  If not, preservation continues as an issue, and the Commission could recommend preservation approaches in the future that differ from those to be used with respect to the existing stock.

· Public Housing.  A decision in favor of sustainability could lead to recommendations for introducing sustainability into public housing.  In any event, the Commission could recommend a new, more market-like, financial and operating structure for public housing.

· How To Fund Production?  The Commission’s decision on sustainability will have implications for this decision.  Subsidiary decisions include:

· Ratify LIHTC etc..  The Commission could ratify the existing delivery system, ratify the existing system while proposing reforms, propose additional subsidies, or propose replacement subsidies.

· Reforms to HOME / CDBG.  To make them more workable with LIHTC.

· Modify The Compliance System?  The existing compliance system is dysfunctional in many ways.  It would need to be reformed if sustainability is adopted.  Perhaps it needs reform in any event.

The next section of this paper lists the eight major issues suggested by staff and The Compass Group, plus an additional five issues suggested by members of Compass’ Advisory Committee.  Following the list of issues is a section presenting more detailed considerations for each of the eight major issues.

List of Potential Policy Issues

The following is a list of major policy issues that the Committee could consider.  This list is drawn from preliminary discussions with Commission staff and others, with a view toward identifying over-arching policy issues, related to subsidized rental housing, that appear to be especially worthy of consideration by the Commission. The list of potential issues is presented for discussion purposes and does not purport to be a complete list.  Included later in this paper is a brief outline of important considerations regarding each of the eight principal potential policy issues (not including the additional issues suggested by members of the Advisory Committee).

1. Long Term Sustainability?  Should affordable housing shift to a long-term-sustainable development and financing approach vs. the current approach that typically requires new governmental subsidies in the relatively short term?

2. Use Restrictions? Should affordable housing shift to a very long-term (or perhaps “permanent”) affordable housing use restriction?  

3. Why Preserve? Should we preserve existing affordable housing? 

4. Provide Exit Tax Relief?  Should existing owners receive partial or full exit tax relief, to facilitate long term sustainable preservation of properties as affordable housing? 

5. How Fund Future Production? How should government provide the subsidies necessary to produce future subsidized affordable rental housing?  How should the remaining costs be financed?  Should existing vehicles (LIHTC, HOME, CDBG, Section 8, RHS RA) continue to be the primary subsidies?  What about interest rate subsidies such as RHS §515? 

6. How Fund Future Preservation? 

7. Mainstream Public Housing? In order to eliminate capital backlogs and make public housing more compatible with mainstream operational, finance and accounting approaches, public housing could be allowed to access first mortgage financing to eliminate its capital backlog.  Mortgage payments would be made from a portion of the PHA’s Capital Fund grant, or (alternatively) from a restructured rent stream based on comparable market rents or perhaps FMRs.  

8. Create A Modified Compliance System?  For private assisted housing, compliance reviews are currently primarily the responsibility of government.  Governmental funding and staffing levels may not correspond with the level of monitoring that is needed.  Instead, compliance monitoring costs could be built into property operating budgets, with compliance reviews carried out by qualified independent private firms (nonprofit and for profit) selected by the owner, approved by the appropriate governmental agency, and paid by the property as a normal operating expense.  Logically, the compliance requirements would be developed and maintained through a negotiated rulemaking process between government, property owners and other stakeholders, within a broad statutory framework.  A similar approach could be developed for public housing.

9. Other Issues?  Members of the Advisory Committee suggested the following additional issues:

A. Overall Goals.  

· Numbers of Households.  The Commission should take a position with respect to how many households, at what income levels, should be served via subsidized rental housing and tenant based assistance.  Current households plus all of the HUD “worst case” households?  Close the State of the Nation’s Housing affordability gap?  A smaller number?  Larger?

· Income Levels.  Under what circumstances would we advocate funding households at 60-80% of median?  Higher?  Are the circumstances in which households at 50-60% of median should not be subsidized?  30%-50%?

· The Very Poor (below 30% AMI).  These households need §8 or equivalent, because they cannot afford enough to cover operating costs, even with no debt service.  How many such people should we subsidize?  How generously? [CSW: for persons with disabilities, and non-elderly families, perhaps the answer is to discontinue their portion of tenant based §8 and project based §8 and reform SSI and TANF so that every household that needs housing assistance gets something.]

· Types of Households.  Elderly? Persons with disabilities?  Families with children?  Able bodied single adults?  

· Service Enriched?  Under what circumstances are non-housing services appropriate?  How should the services be funded?  For what types of households (aging in place services for seniors, welfare to work services for nonworking adults, education and recreation services for children …)?  Who should provide the services?  What outcomes should we seek to achieve?  Who will measure and evaluate?

· Funding. Funding generally (LIHTC, even with the increase; HOME; CDBG; and incremental vouchers) is only a drop in the bucket by comparison to the need.  [CSW: my answer is (1) fix the existing inventory so we don’t have to apologize for it; (2) fix the ongoing programs so they don’t repeat the problem; and (3) then go for more money, but maybe that’s too cautious.]

B. The 2-8 Unit Multifamily Stock.  In many cities, this supplies the bulk of the privately owned, non-subsidized affordable housing stock.  Much of this stock is financially stressed.  However, the portion that has one unit owner-occupied is in rather better condition.  This suggests a potential initiative to encourage the purchase of small rental properties by persons who will live in one of the units (without income restrictions) and rent some or all of the remaining units to low income households.  

C. Inclusionary Housing Policy.  Require [10%] affordable units in every housing development of [25] units or more.  Create some combination of tax breaks for compliance, and inspections / heavy penalties for not complying.  Such an approach would harness private sector creativity, build the affordability subsidies into the price of market rate housing, and might be a powerful adjunct to more directly subsidized approaches.

D. Improved Mixed Income Approaches.  For example, can market rate units cross-subsidized affordable units, thereby requiring little if any up front subsidy?  

E. Improve coordination between LIHTC, HOME, CDBG, RHS §515, §8, RHS RA, and other subsidy vehicles.  Existing programs conflict in any number of ways, such as: 

· Allocation procedures such as applications and timing of funding awards

· How funds may be spent

· Which tenants are eligible

· Allowable rents

· Certification and recertification of incomes

· Physical inspections.

These conflicts occur despite a very high degree of consistency between programs as to overall policy objectives. 

F. What bounds the Federal role?  Over the last 10 years Federal policy has shifted toward wholesaling: establishing broad policy, allocating national resources, and then having state and local authorities implement retail solutions.  Should we sustain, accelerate, or reverse this trend?  If we do sustain a wholesaling approach, what is the logical boundary between the competing Federal desires (a) to keep hands-off and let locals be entrepreneurial and (b) to avoid catastrophe or scandal  by prescribing process? 

G. A right of tenure in rental housing?  Is affordable housing intended as a permanent or transition benefit?  In welfare, what was once thought of as permanent (Aid to Families with Dependent Children) has now been recast as transitionary (Temporary Assistance to Needy Families).  That shift is not merely verbal, it is backed up by time-limiting benefits.  Should we do this in affordable housing, or not? 

H. Sheltering the poor or stimulating modified behavior?  Affordable housing is defended as incubating good families that incubate productive citizens whereas bad  gdhousing incubates bad families and bad families incubate social pathologies.  Do our systems in fact encourage good-family incubation, are they neutral, or do they actively discourage it?  And to what extent should delivery of affordable housing be explicitly tied, either in goals or in consequences, to maintaining societally healthy behavior?  For this and the preceding question, bear in mind that we house 1 in 4 of those who are income-eligible; housing is not an entitlement. 

I. Separating poverty alleviation from housing affordability?  For folks with incomes between 30% and 60% of median, the problem is housing affordability -- at some level of Federal expenditure, the housing can be affordable ongoing.  For those below 30% of median, the problem is poverty, because what they can afford does not even pay operating costs if one were *given* the building free and clear.  Yet housing resources support the poverty-alleviation issue that more properly belongs in HHS, not in Section 8.  Accepting for the moment the historical reality that this has *become* such, is this a trend we want to enable, to acquiesce in, or to resist?  

Key Considerations For The Eight Major Potential Policy Issues

The discussion of each issue is provided as a means of helping the Committee and MHC staff decide which issues to pursue further and is by no means exhaustive of the factors involved in each issue.

1. Long Term Sustainability?  Should affordable housing shift to a long-term-sustainable development and financing approach (requiring no additional government subsidies for an extended period such as fifty years) vs. the current approach that typically requires new governmental subsidies in the relatively short term?

1.1. For Sustainability: 

1.1.1. Reduced incidence of problem properties.

1.1.2. Because properties would have actual equity value, long term ownership would become a viable business, facilitating creation of ‘preserving entity’ ownership entities.

1.1.3. Sustainable properties involve profit opportunities from long term operations, thereby diluting the present excessive concentration on up-front profit opportunities.

1.1.4. Creation of new affordable housing would no longer involve creating a contingent obligation for government to bail out the housing in 15-20 years.

1.2. Against Sustainability:
1.2.1. Each affordable housing community would require additional up-front governmental subsidy.

1.2.2. Less opportunity for government control of the recapitalization / refinancing of affordable housing properties.

1.2.3. Would require changes to a wide variety of financing, underwriting, and regulatory practices by a wide variety of public and private sector entities.

2. Use Restrictions? Should affordable housing shift to a very long-term (or perhaps “permanent”) affordable housing use restriction?  

2.1. For Very Long-Term Use Restrictions:
2.1.1. Secures affordability for the long term, regardless of local market conditions, and regardless of owner motivation.

2.1.2. Avoids the need for government to periodically “buy back” the affordability.

2.2. Against Very Long-Term Use Restrictions:
2.2.1. Some have argued that use restrictions are not necessary if housing is owned by socially motivated owners who will preserve affordability even when it would be profitable to do otherwise (however, if such an owner failed to preserve affordability, government would have no recourse in the absence of a use agreement).

2.2.2. In order to preserve affordability, the use restriction must be senior to the 1st mortgage.  However, if not carefully drafted, such a use restriction could adversely impact the availability and cost of mortgage financing 

2.2.3. If not carefully drafted, the use restriction could prevent future de-densification / demolition that would otherwise make sense.  In this regard, it is important to recognize that we cannot predict how neighborhoods, and housing preferences, will change over the long term, thus it’s important to maintain flexibility.  It is also possible that properties will “wear out” faster than we predict.

3. Why Preserve? Should we preserve existing affordable housing? 

3.1. For Preservation:
3.1.1. Preserving existing housing is less expensive than replacing with new housing.

3.1.2. It may not be feasible to replace certain existing housing that is located in fully built-out neighborhoods.

3.1.3. Existing affordable housing is already sited.  New development is very difficult to site, due in part to NIMBY pressures.

3.2. Against Preservation:
3.2.1. Affordability can be preserved via tenant-based subsidies (although doing so will sometimes require rents above the normal payment standard, and although some markets lack adequate relocation housing that will accept the voucher and the household).

3.2.2. Preservation initiatives invite abuse.  Some owners will threaten to terminate affordability even when it is not economically feasible.  Some purchasers will advocate for more funding than is needed to preserve the property.  Rather than deciding when owners / purchasers are bluffing and when they are not, government should follow a tenant-based approach that simply focuses on protecting residents when affordability is terminated.

4. Provide Exit Tax Relief?  Should existing owners receive partial or full exit tax relief, to facilitate long term sustainable preservation of properties as affordable housing? 

4.1. For Exit Tax Relief:
4.1.1. Facilitates Transfers. Exit tax relief allows inefficient, or tired, owners to transfer to more desirable owners.  For properties needing rehabilitation, it also allows the transfer from owners who do not have access to capital, to owners who do have access to capital.

4.1.2. Preservation. Exit tax relief is a cost-effective method for achieving long-term preservation, because it directly addresses the largest barrier to transfer of properties.

4.1.3. Cost to Government. Absent exit tax relief, most owners of viable properties will simply hold their properties until death, or will insist on sales prices sufficient to cover exit taxes.  Accordingly, providing exit tax relief to these owners involves little or no actual cost to government.

4.2. Against Exit Tax Relief:
4.2.1. Tax Policy. Owners received tax benefits and should pay taxes upon sale.

4.2.2. Cost to Government.  Owners of troubled properties will pay their exit tax over the remaining mortgage term; providing relief to these owners would have a genuine cost to government.

4.3. Relief on What Terms?
4.3.1. Transfer, Stay-In, or Both? Relief clearly would be appropriate in the event of transfer to a ‘preserving entity’ (however defined).  Relief could also be granted in the event the existing owner became a ‘preserving entity’.

4.3.2. Percentage of Relief.  What amount of exit tax relief would likely be sufficient to cause the desired volume of preservation transactions?

4.3.3. Temporary or Permanent Program? Should Congress create a window of eligibility, or an ongoing program?

4.3.4. Blanket or Allocated Program? Should relief be available to all owners / properties with certain characteristics, or should relief be allocated by government (for example, by State HFAs, in a manner similar to the LIHTC)?

5. How Fund Future Production? How should government provide the subsidies necessary to produce future subsidized affordable rental housing?  How should the remaining costs be financed?  Should existing vehicles (LIHTC, HOME, CDBG, Section 8, and RHS RA) continue to be the primary subsidies?  What about interest rate subsidies such as RHS §515? 

5.1. Capital Subsidy Vehicle, For Non-Supportable Development Costs:
5.1.1. Simplicity, Efficiency, Minimize Soft Costs – is it possible to provide the subsidy with less “overhead” burden?

5.1.2. LIHTC – continue to use LIHTC as the primary federal capital subsidy.

5.1.3. RHS §515 – continue to use §515 with 1% interest rate, as a supplemental capital subsidy for rural areas.

5.1.4. Auxiliary capital subsidies (HOME, CDBG) – continue these as the primary sources of state and local capital subsidy.

5.1.4.1. With reforms to better coordinate with LIHTC.

5.1.5. §202, §811 

5.1.5.1. Continue as is – these are familiar delivery systems that appear to work quite well.

5.1.5.2. Devolve to State HFAs – push the allocation responsibility closer to the property.  Perhaps fold these programs into LIHTC

5.1.6. Reforms to Existing Programs – to make them more compatible with other MHC recommendations.

5.1.7. New Capital Subsidy – design a new capital subsidy program that is more compatible with other MHC recommendations.

5.1.7.1. In addition to LIHTC / HOME / CDBG.

5.1.7.2. To replace LIHTC / HOME / CDBG.

5.1.7.3. Capital Grant for Family Housing.  Mirror the §202 capital grant with a capital grant for family housing, perhaps targeted for mixed income developments.

5.1.7.4. With reforms to better incentivize greater state and local financial participation. 

5.1.8. Form of Capital Subsidy – despite the fact that capital subsidies are actually grants and are not supported by real estate value, most existing capital subsidies are structured either as equity (ownership of the real estate) or debt (often, but not always, without required debt service payments).  Should capital subsidy programs be reformed to require, or facilitate, structuring capital subsidies as grants?

5.2. Operating Subsidy Vehicle – continue to use §8 (project based and tenant based)  and RHS RA as the primary vehicles for supplementing the incomes of extremely very low income households, so that they can afford to pay at least the rent necessary to cover a property’s cost of operations

5.2.1. For Extremely Very Low Income Households – the housing cost affordable to extremely very low income households is not sufficient to pay utilities and other costs of operation, even with if the property owner has no debt service costs.  In order to serve these households, operating subsidy is needed, regardless of the amount of capital subsidy.

5.2.2. To Support Income Mixing – operating subsidy could be targeted to households at stated minimum and maximum income levels, to achieve income mixing.  This strategy could be applied whether or not the property is otherwise ‘affordable’.
5.2.3. Project Based vs. Tenant Based – for either of the preceding purposes, the operating subsidy could be provided either in project based or tenant based form.
5.3. Financing Supportable Development Costs.  After the non-supportable development costs are financed as provided above, the remaining development costs are supportable on a traditional real estate economic basis.  Sources of financing include:
5.3.1. Private mortgage debt – continue to design affordable housing programs so that they can attract private mortgage debt.

5.3.2. Governmentally credit-enhanced mortgage debt – 

5.3.2.1. FHA: modify the FHA §221d new construction / substantial rehabilitation program to work better with LIHTC and other capital subsidy vehicles, but with modified underwriting standards consistent with long term sustainability.

5.3.2.2. RHS: modify the RHS §515 program to work better with LIHTC and other capital subsidy vehicles, but with modified underwriting standards consistent with long term sustainability.

5.3.3. Private True Equity – to the extent that properties have predictable distributable cash flow, create conditions conducive to raising private equity capital whose return is provided through cash flow. 

6. How Fund Future Preservation? 

6.1. Volume-cap bonds and 4% LIHTCs – continue to rely on this as the primary preservation funding vehicle.  

6.1.1. Encourage state allocating agencies to prioritize this resource for use in preservation transactions.

6.1.2. Require this resource to be targeted for preservation.

6.2. Below market interest rate loans --

6.2.1. For below market interest rate loans -- 

6.2.1.1. RHS – continue to use 1% §515 loans as a preservation vehicle in rural locations. 

6.2.1.2. FHA – consider reviving §221d BMIR or equivalent

6.2.2. Against – 

6.2.2.1. Below market interest rate loans necessarily involve principal amounts that exceed value, leaving government holding the bag when properties fail.

6.2.2.2. The same economic effect can be achieved by making a grant equal to the financial value of the reduced interest rate.

6.3. Other?

7. Mainstream Public Housing? In order to eliminate capital backlogs and make public housing more compatible with mainstream operational, financial and accounting approaches, public housing could be allowed to access first mortgage financing to eliminate its capital backlog.  Mortgage payments could be made from a portion of the PHA’s Capital Fund grant, or (perhaps better) from a restructured rent stream based on comparable market rents.  It should be noted that many rural PHAs are already borrowers under the RHS’ §515 and Farm Labor Housing programs and thus could be expected to make this transition relatively easily.

7.1. For A New Public Housing System:
7.1.1. Eliminate Capital Backlog.  The ability to leverage the Capital Fund would allow the PHA to eliminate its capital backlog and make its units more marketable.

7.1.2. Accountability.  It would be possible to measure and evaluate the performance of public housing, using traditional apartment industry approaches.

7.1.3. Mainstreaming.  The conversion would eliminate the isolation of public housing from the management, finance and accounting mainstream, allowing public housing to draw from a much larger pool of potential talent.

7.2. Against A New Public Housing Finance System:
7.2.1. PHA Staff.  Conversion to the new system would often require conversion to private property management, transferring large numbers of jobs from the public to the private sectors.

7.2.2. FHA Loan Risk.  If FHA financing were used, Congress were to reduce public housing funding in the future, and public housing properties were not viable in their local markets, those reductions might trigger default on a large amount of FHA insured mortgage debt

7.3. System Design.  How can PHAs have access to mainstream financial resources?  Mainstream management technology and talent? 

7.3.1. Regulatory Structure.  The new finance system could be combined with significant statutory and regulatory reforms to closely align the regulatory structure with that of private assisted housing.

7.3.2. FHA Mortgage Insurance.  FHA mortgage insurance is one obvious approach.  However, under a sufficiently streamlined regulatory structure based on comparable market rents, PHAs might be able to obtain mortgage financing without credit enhancement.

7.3.3. Tax-Exempt Financing. Whether or not FHA insurance is used, PHAs could issue tax-exempt bonds for their mortgage financing.

7.3.4. Management. Private management acceptable to the lender (and FHA, if applicable) and the PHA would be one obviously workable approach.  Certain PHAs might be able to qualify to self-manage.

7.3.5. Income. The system could be based on the current operating and capital subsidy streams, comparable market rents, FMRs, or perhaps a Mark-to-Market style “exception rent” approach (for properties whose needs could not be met at comparable market rents).  Non-FHA financing likely would not be accessible unless income were based on comparable market rents.

7.3.6. Expenses.  This approach would also mainstream operating expenses and operating approaches.  Those PHAs that continued to self-manage would do so under procedures, and at costs, comparable to those of private property managers.

7.3.7. Reserves.  The new system would include Reserve for Replacement accounts, with monthly deposits based on long term capital needs assessments.

7.4. Mandatory or Optional?
7.4.1. Mandatory.  Some or all PHAs would be required to switch to the new system.  Perhaps some categories of properties would be required to switch to the new system.

7.4.2. Optional.  Some or all PHAs would be given the opportunity to switch to the new system.  Alternatively, PHAs could shift individual properties to the new system as they were “ready.” Eligibility could be blanket or allocated.

7.4.3. Combination.  Certain PHAs could be required to switch to the new system, with other PHAs having the option to switch.

8. Create A Modified Compliance System?  Subsidized housing compliance reviews are currently primarily the responsibility of government.  Governmental funding and staffing  levels may not correspond with the level of monitoring that is needed.  Instead, compliance monitoring costs could be built into property operating budgets, with compliance reviews carried out by qualified independent private firms (nonprofit and for profit) selected by the owner, approved by the appropriate governmental agency, and paid by the property as a normal operating expense.  Logically, the compliance requirements would be developed and maintained through a negotiated rulemaking process between government, property owners and other stakeholders, within a broad statutory framework.  The system of private monitors for §501c3 bond compliance may be a useful model.

8.1. For A Modified Compliance System.
8.1.1. Reliability.  The appropriate number of reviews, at the appropriate level of intensity, would occur regardless of year to year governmental funding.

8.1.2. Standardization and Accountability.  Because independent compliance monitors would be accountable both to owners and to government, monitoring would be more likely to be of consistent high quality.

8.2. Against A Modified Compliance System.
8.2.1. Governmental Staff.  Conversion to the new system might transfer large numbers of jobs from the public sector to the private sector, on the assumption that the government staff required to monitor the new system would be smaller than the actual staffing levels today.

8.2.2. Reduced Government Control.  Changes to the compliance system would require more cooperation between government, owners, and compliance monitors than is now the case.


Page  1

