SU
0 Mo
)
\. Pi | \25+ W
| ‘?QkJ

'Natc



-

Post-it" Fax Note 7672

;Mmam%&anamr
PO |

Fax# Yelophons 4

Comme,

752 POl OCT 12 *'95 11:42
e 4’_;"‘) No. of Pages / Today 2 Timo
' AU
Campany
Location Dapt Charge
AL A4 AL
Sg%zfllncn D Destroy D Return D Call ke peckup

Senate delay '
could threaten
I ousing aid

Seattle could face loss
of 900 low-income units

By ERIC IOUSTON
Il REPORTER

Two weeks after the U.S. Senate voted to delay $624
million in funding for a federal housing program,
Seattle housing advocates say nearly 900 units of
affordable housing in the city could be jeopardized.

The Senate voted to defer funding for the Low-
Income Housing Preservation program, which is operat-
ed by the Department of Housing and Urban Develop-
ment and encourages property owners {o rent to low-
income tenants. The House voted to allocate $200
million — about $450 million less than the prcvious
fiscal year. A House-Senate conference is expected to
meet this week to work out the final numbers.

“A program that receives no funding now stands a
very slim chance of receiving funding in a year,” said
Philippa Nye, a housing policy coordinator for the Low
{ncome Housing Institutc in Seattle. “Deferred funding
means no funding forever."

Housing advocates say without continued funding,
property owners could convert their buildings to
market-rate sites, displacing hundreds of tenants.

_ But leaders of the Republican-dominated Senate
disagree, saying they want to revamp the program to
encourage property owners to remain in it and prevent
the loss of fow-income housing. They expressed concern
that some property owners could opt to withdraw from
the program by prepaying their mortgages.

‘“Reforms are needed ~ there's no question about
it said Heidi Kelly, a spokeswoman for Sen. Slade
Gorton, R-Wash. “It could be very frustrating down the
road if we were to have a shortage of low-income
housing providers.”

Kelly said Gorton favors the proposed veforms,
which would offer property owners a capital grant
worth 70’ percent of the valué of their ‘property in

LOREN CALLAHAN/ F.1
Jackie Look, who has lived in the Frye Apart-
ments for 12 years, is among those who could be
lorced out of his home, housing advocates say.

exchange for staying in the housing program for 50
years. She said Gorton also favors giving tenants rent
vouchers in cases where they are dislocated by property
owners who decide to withdraw from the program.

~ The preservation program gives owners of subsi.
dized housing complexes incentives to continue operat-
ing their properties as low-income housing.

In Seattle, the 234-unit Frye Apartments in Pioneer
Square and the 55-unit Atwood Apartments near Pike
Place Market are among the housing sltes covered
under the preservation program. Tenants pay 30 percent

- Seaitle Post-Intelligencer « Thursday, October 12, 1985

" P T ¥ S B



Housing: Many could
be forced onto streets

From Page D!

of their income for rent, and HUD
pays property owners the differ-
ence between that and the market-
rate rent,

About §1.25 billion has been
spent on the preservation program
since fiscal year 1992, said telen
Dunlap, HUD deputy assistant sec-
retary for multifamily programs.
She said about $700 million would
be needed during the current fiscal
year to allow the program to meet
the demand for low-income hous-
ing. But cven the proposed House
funding is far below that figure and
would require taking money from
other HUD programs,

“The principal concern is that
there be enough resources to pro-
tect tenants,” Dunlap said. If the

housing preservation program is

cut, she said, the Clinton adminis.
tration’ would seek to use rent
vouchers - that dislocated tenants
could use o find housing of their
choicé.

Many housing advocates have
criticized vouchers, saying there is
no assurance tenants will receive
them or be able to use them in th
private rental market. '

“Vouchers are not as sccure as

the way it is now,” Nye said. “In a
tight market, someone with a
vaucher can't compete with some-
one who has money.”

Housing advocates say many
of the apartments threatened by
the funding changes are occupied
by senior citizens and people with
disabilities.

Yvonne Benton, a tenant repre.
sentative at the Ponderosa Apart-
ments on 18th Avenue, said loss of
the preservation program could
force many people onto the streets.
About 23 tenants at Ponderosa live
in apartments covercd under the
preservation program.

“There's no place for these
people to go ~ this is their home,"
said Benton, who has lived at the
Ponderosa for 10 years. .

Nearly 4,000 tenants in Wash-
ington state and more than 100,000
nationwide could face rent in-
creases if funding for the preserva-
tion program is delayed for a year,
housing advocates say.

“Cutting the preservation pro-
gram would take away an opportu-
nity for low-income people who
have na other placc to turn to for
support,” said Jackie Moore, presi-
dent of the Laurelwood Gardens
tenants association in Federal Way.
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Low-ihc(m\{e tenants fight vou_chérs

» D’Amato agrees to |
support federalrent  \
subsidies. Group ‘
lobbies Walsh.

By Dan Kane
Staff Writer

- Tepantg in Syracuse’s low-ip-
come public housing projecis gay
they've got Sen. Alfonse D’Amato
on their side in protecting federal
rental subsidies,

Their next goal, they say, i8 to
convince Rep. James Walsh, R-
Onondaga, o follow the senalor’s
lead. Walsh is on a House-Senate
conference committee that will de-
cide how the federat
will spend the rental assistance
moeney.

*“We're really not asking him to
do anything that would be so radi-
‘cal,” said Sharon Sherman of the
Greater Syracuse Tenants. Net-
work. “Just follow the lead of Sen.
‘D’Amato.”

They are fighting against Jegisla-

| tiom that has passed in the Republi-
can-led House and isn’t much dif-
{ferent from a proposal President
Clinton introduced earlier 1bis
year, Sherman said. .

The legisiation replaces rental
subsidies for low-income housing
projects with vouchers that ten-

are aboul 3,000 units of project
housing in Syracuse that won’t be
guaranteed their subsidies under
the House legislation, Sherman
said :
The is that tenants will
have more om in chooging
where 1o live, forcing landiords to
clean their apartmenis. Butl Sher-
man said It will bring about the op-
posite. As housing projects discov-
-er they don't have a dedicated
gource of income, they will either
foreciose or try to attract middle-
income tenants.
. Sherman said that will dry up a
market that is already lacking de-
cent bousing.

“This is particularly significant
because a large number of senior

citizens are in thiz type of housing
and there are long waiting lists for
senior citizen housing,” Sherman
sald. ""We need programs o contin-
ue developing more housing, and i
this is like {tbe federal Deganment
of Housing and Urban Develop-
ment) is saying, "We're nol going
to do it any mare. We're going to
abandon this and give people
vouchers”” -

The Senate bill does not include
the voucher plan. A conference
committee of House and Senate
members 18 expected 1o begin
crafting & compromise bill ln the
next two weeks. Walzh could not |
be reached for comment.

Housing advocates are also try-
ing 1o coavince Rep. Rick Lazgio, R-
Babylon, the chairman of the ap-
propriations subcommiitee, to
gﬁai.nge his position on the House

Earlier this year, tenants volced
their displeasure over the voucher
plan by delivering more than
20,000 signed vouchers to the
White House. D’ Amato joined their
cause by signing one last month.

Syracuse Herald-Journal, Wednesday, Oclober 11, 1995
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Subcommittee on Housing Opportunity and Community Development
Hearing on Low Income Housing Preservation Reform

Tuesday, October 17, 1995; 10:00 a.m.; 538 Dirksen Senate Office Building

Panel One

Honorable Nicolas P. Retsinas
Assistant Secretary for Housing--
Federal Housing Commissioner
The Department of Housing and

Urban Development

Panel Two

Mr. Peter Richardson
President

Institute for Responsible
Housing Preservation

Mr. Michael Bodaken
Executive Director
National Housing Trust

Mr. Alan R. Cravitz
Developers Mortgage Corporation
Chicago, IL

Ms. Janice Niedzielski

President

Los Robles Apartments Residents
Association

Union City, CA



OPENING STATEMENT OF CHAIRMAN CONNIE MACK
HEARING ON LOW INCOME HOUSING PRESERVATION
OCTOBER 17, 1995

Today the Housing Opportunity and Community Development Subcommittee is
holding a hearing on the looming crisis in the low-income housing preservation program.
This hearing will address altematives to the Low Income Housing Preservation and
Resident Homeownership Act of 1990 -- LIHPRHA.

In the late 1960s and 1970s, HUD offered low interest financing to private real
estate developers to build or rehabilitate affordable rental housing for low- and moderate-
income families and offered owners the right to prepay their 40-year mortgages after 20
years. Prepayment would terminate both affordability restrictions and HUD regulation of
the property. Faced with the specter of massive mortgage prepayments in the late 1980s,
Congress embarked on the policy of preserving affordable low- and moderate-income
housing and preventing the displacement of residents by providing multifamily project
owners with financial incentives to avert mortgage prepayments and ending the owner’s
right to prepay.

Most would agree that the current preservation statute, LIHPRHA, has achieved
the goal of preserving affordable rental housing for low income families and averting
displacement of low-income families. But the cost of LIHPRHA is very high. [t pays
incentives to owners that are more generous than necessary to avert mortgage
prepayment. In addition, a recent evaluation by HUD's inspector general shows that
LIHPRHA has actually transformed once stable, mixed income developments into
predominantly low-income housing projects that are dependent on large amounts of
Section 8 assistance. Even if LIHPRHA were affordable in today’s budget climate, it
would have questionable merit as govemment policy.

But our current budget environment is forcing us to take a critical look at
preservation policy. Even if we wanted to, we could not continue to fund a program that
essentially preserves housing at any cost. Any alternative we select will to restore an
owner’s right to prepay. Our dilemma is finding a balanced alternative that will avert
massive prepayments and displacement of residents, reasonably protect the long-term
investment in affordable rental housing, and avoid increased financial exposure for the
Federal government.

There is a clear need to act. About 1,200 projects representing 150,000 units of
housing are currently in the preservation processing pipeline. Of this inventory, 18,000
units have completed the process and are awaiting funding. As many as 360,000 units
are eligible for preservation. HUD has spent all of its preservation program funding. And
under current law, if funding is not available for financial incentives, the owner’s right to
prepay is restored, and affordability restrictions are terminated. The appropriations
commiittees are unlikely to provide new funds for preservation incentives under LIHPRHA.

(DVER)
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If no alternative is developed, large numbers of owners may choose to prepay and
residents -- a large percentage of whom are elderly or disabled -- could be displaced.
Indeed, some in the news media are projecting large-scale displacement if a new
preservation program is not enacted soon.

Alternatives to LIHPRHA range from a one-time-only "capital grant/loan" program
to a prepayment/ voucher option. These proposals will be the focus of today’s hearing. 1
want to take particular note of the contribution of our subcommittee colleague and
Chairman of the VA-HUD Appropriations subcommittee, Senator Bond, who has
developed a capital grants proposal that is currently lncluded in the Senate version of the
HUD appropriation bill.

Each alternative raises significant questions regarding cost and impact on tenants,
communities and the supply of affordable housing. | believe any serious preservation
reform should be viewed with the following concemns in mind:

® Should the Federal govemment continue a preservation program? And if so,
how should scarce taxpayer dollars be targeted for preservation?

® How many owners will prepay their mortgages if the prepayment right is
restored?

® What is the budget cost to the Federal government of various preservation
scenarios?

® What is the potential for displacement of tenants under the various proposals?
e What is HUD's capacity to implement a preservation program?

We plan to look at all the altematives carefully as we move toward the
development of housing reform legislation and final action on the FY 1996 appropriation
for HUD. It is important that we carefully consider our policy reform options and avoid
the mistake of adopting solutions that are more costly than necessary.

I am pleased to welcome a group of distinguished witnesses to the hearing. Our
first panel consists of Nicolas Retsinas, the Federal Housing Commissioner--Assistant
Secretary for Housing. The second panel includes Peter Richardson, President of the
Institute for Responsible Housing Preservation; Michael Bodaken, Executive Director of the
National Housing Trust; Alan R. Craviu of Developers Mortgage Corporation; and Janice
Niedzielski, President of Los Robles Apartments Residents Association in Union City,
Califonia.
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OPENING STATEMENT
SENATOR ALFONSE M. D’AMATO
SUBCOMMITTEE ON HOUSING OPPORTUNITY AND COMMUNITY
DEVELOPMENT HEARING ON LOW INCOME HOUSING PRESERVATION REFORM
OCTOBER 17, 1995

"Good morning. I would like to commend Chairman Mack for holding this important
hearing on the need for changes to the Low-Income Housing Preservation and Resident
Homeownership Act and various options for its reform.

"I applaud Senator Mack for recognizing the crucial need for opea discussion and debate
of this pressing policy matter. Without Congressional action, approximately 150,000 low-income
housing units could be lost from our nation's affordable housing stock. Therefore, it is
imperative that the Housing Subcommittee continue its efforts 1o resolve this critical matter s
sooun as possible.

‘I welcome FHA Commissioner Retsinas - it is always a privilege to hecar his
knowledgeable views. [ also welcome our panel of expert witnesses, who I ani sure will represent
the interests of lenders, owners, the non-profits and tenants in a reasonable and balanced way.

"I must stress that the protection of cxisting tenants is of utmost importance. As | have
consistently stated, the Federal Government has a responsibility to protect the ncedy poor and
working class residents whom low-income housing programs are intended to serve. We also have
a responsibility to protect our country's investment in the privately-owned assisted housing stock.
Nationwide, 370,000 units are in the preservation inventory. Throughout this process, the rights
of owners who have fulfilled their contractual agreements must be recognized justly as well.

"Given limited federal resources and the necd to balance the budget within seven years,
it is cssential that the long-term costs of preservation be controlled. Congress, HUD and the
affordable housing industry must continue to work to determine the fairest, most cost-effective
way of solving this significant dilemma.

“"Substantial work has been done in the development of several alternative proposals to
the existing LIHPRA program, ranging from a ‘capital grant/loan’ program to a
prepayment/voucher option. Today’s hearing will allow us to assess the potential costs and
ramifications of various reform solutions. HUD’s limited capacity must be taken into account.

"l am in receipt of a Dear Colleague letter from twelve Members of the House, both
Republican and Democrat, expressing their concerns regarding preservation, I respectfully
request that this correspondence be inserted in the hearing record.

“In closing, I would like again to thank Senator Mack, Senator Faircloth, Senator Bond
and all my colleagues for their dedication to addressing the many complex and difficult housing

issues before us."

#i#H#
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Testimony of Peter Richardson, President
Institute For Responsible Housing Preservation

before

THE SENATE SUBCOMMITTEE ON
HOUSING OPPORTUNITY AND COMMUNITY DEVELOPMENT

October 17, 1995

Good morning, Mr. Chairman. My name is Peter Richardson. I
am pleased to appear before you as President of the Iﬁstitute for
Responsible Housing Preservation. The Institute represents the
interests of owners and managers of older assisted housing
properties, and in particular those properties governed by the
Low Income Housing Preservation and Resident Homeownership Act of
1990 ("LIHPRHA"). We served as the owner's voice in the
legislative struggle that led to the passage of LIHPHRA in 1990
and have maintained that role ever since.

I am also a partner and vice president of the Boston
Financial Group, a real estate investment company, that owhs and
manages more that 34,000 units of federally-assisted affordable
housing throughout the country. Nearly 7,500 of these units in
44 properties were financed under HUD's Secfion 221(4) (3) and
Section 236 programs and thus are affected by LIHPRHA.

Ih this testimony, we will set forth our views on the
owner's contractual right of prepayment, as well as the capital
loan and grant program contained in the Senate version of H.R.
2099, the FY96 VA, HUD and Independent Agencies Appropriations

Bill.



We believe that present LIHPRHA is meeting the purposes for
which it was enacted - preserving needed low income units, while
fairly compensating the owner for taking of the contractual.right
to prepay. However, the LIHPRHA financing mechanism of enhanced
Section 8 rents for an indefinite period of time is now deemed to
be too expensive to accomplish the desired end. For that reason,
the Senate, in adopting H.R. 2099, would restore the owner's
contractual right to prepay while creating a new capiéal loan and
grant program. This program would provide an incentive to

encourage many owners to retain the property in the low income

stock.

PREPAYMENT RIGHT

Owners strongly support the return of their right to prepay.
This right was specifically included in the contracts into which
owners entered at the commencement of these programs. The
prepayment right was a significant inducement for them to
participate in the then-uncharted waters of privately-owned
federally-assisted housing.

Both the Emergency Low Income Housing Preservation Act of
1987 (ELIHPA) and LIHPRHA effectively prohibited prepayment. It
was not only morally Qrong for the government to abrogate its
contractual promise, but the courts are now finding that it is
legally wrong as well, subjecting the government to liability for

damages. The Court of Federal Claims, in Cienega Gardens v. HUD,

ruled exactly to that effect in March of this year. The longer

SATURN: :WP1l: {CLE.25649.1]CLE.AF9;8



the prepayment restriction stays on the books, the greater will
be the damages to the government.

You can imagine how owners feel about the government’s
fidelity to its obligations. Originally, the government
permitted prepayment. In 1990, LIHPRHA took away that right, but
provides compensation for the taking involved. Then, five years
later, after owners spent countless hours and dollars going
through tortuous LIHPRHA processing, the government determined
that it would not fund that program any longer. It is not
surprising that many owners feel enough is enough.

The question is often asked, if the right to prepay is
restored, will owners in fact prepay? There are those who
believe that most LIHPRHA properties do not have enough real
value for owners to go through the time, expense and hassle of
prepayment. These doubters don’'t think owners would give up the
security of a HUD-subsidized debt to face the unpleasant task of

evicting low income tenants and then gambling on the vagaries of

the conventional rental market. They believe that owners who
said they woculd prepay -- whether there is a funded LIHPRHA
program or not -- are bluffing.

We are not bluffing. Some owners will prepay in any event,
and virtually all owners who have some preservation value would
prepay in the absence of a viable capital grant or loan program.
This is so for many reasons.

First, those of us who are managihg general partners have

little choice but to prepay to alleviate the current unfavorable

SATURN: :WP1l: (CLE.25649.1]CLE.AF9;8
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and virtually all owners who have some preservation value would
prepay in the absence of a viable capital grant or loan program.
This is so for many reasons.

First, those of us who are managing general partners have

little choice but to prepay to alleviate the current unfavorable
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tax consequences now facing our limited partners. These limited
partners no longer receive any tax benefits from the investment
they made 20 or 25 years ago. The tax treatments that attracted
their capital have expired, and the low income use agreements
with HUD prevent them from receiving any measurable cash from
operations. They are not even_receiving enough cash to pay their
tax liabilities. Limited partners will insist that HUD financing
be replaced by conventional debt financing.

Second, it is asserted that financing for LIHPRHA
prepayments would not be available. Again, that is not the case.
We include as an exhibit to our testimony a study byIDavid A,
Smith of Recapitalization Advisors, Inc., consultant to the
Institute, which demonstrates that qapital markets would emerge
to provide refinancing for these projects. Lenders will look for
fundamentally sound property in the private market and will do
the necessary due diligence. But with the large amount of
potential prepayments, we envision serious competition among
financiers to make funds available for these projects. 1In
addition, owners with stropg local banking relationships would

not have difficulty financing out the HUD debt.

CAPITAL LOAN AND GRANT PROPOSAL

Although a significant number of owners will prepay under
any circumstances, a greater number would choose to maintain
their housing as affordable stock if they receive adequate

incentives. For this reason, we strongly support the new capital

SATURN: :WPl: [CLE.25649.1)CLE.AF9;8



grant and loan preservation program contained in the Senate’'s
appropriations act.

As under present LIHPRHA, owners would receive a loan equal
to 70% of the preservation equity, as well as a rehabilitation
loan. In the case of sale, purchasers would keep a property low
income and receive an acquisition grant equal to 100% of the
equity. Funds would also be provided for capital improvements
and payment of necessary transaction costs. Because the modified
program utilizes up-front funding, or installment funding over a
five-year period, rather than long-term Section 8, it is cheaper
than the present LIHPRHA.

Of real significance, the new program is less expensive in
the relatively short run than providing vouchers in the case of
prepayment. It is also far less expensive in the long run.
According to a study performed by Mr. Smith, the capital
grant/loan funding mechanism is slightly cheaper in seven-year
outlays, about 40% cheaper in seven-year budget authority, and
64% cheaper in discounted present .value over 25 years. Although
we are aware of HUD's disagreement with these figures, there is
no dispute that the average preservation cost uﬁder LIHPRHA is
$19,000 per unit; an expenditure of that amount preserves the
unit for its remaining useful life. On the other hand, vouchers
needed for prepayments would cost from $6,000 to $9,000 a year.
It is obvious which alternative is less costly even in the

relatively short run.

SATURN: :WP1: [CLE.25649.1]CLE.AF9;8



The new capital grant and loan program would also permit
owners who were victims of slow or non-HUD processing under
LIHPHRA to participate in the preservation program. For example,
legal questions on the effect of local rent control laws proved a
particular problem in New York City where there has been
virtually no LIHPRHA processing. Owners in Los Angeles and other
areas have suffered from slow processing.

We are aware that funding of capital grants and lIoans does
pose a first-year outlay problem. Accordingly, the Senate
Appropriations Committee's bill delays the effectiveness of the
program for a year. A year's delay will negate the program and
exacerbate the prepayment problem and associated voucher costs.
Some measure of current funding must be found. It is a mistake
to concentrate on outlays instead of total long-run costs. This
has been a fundamental fallacy inherent in housing finance since
the United States Housing Act of 1937 when public housing was
funded through annual contributions to alleviate the outlay
problem, instead of up front funding. This penny-wise, pound-
foolish approach has provep extremely costly to the nation and
has contributed to the demise of many of our housing programs.

In any event, the owner’'s right of prepayment must be
restored immediately. It is a matter of justice and fairness.
Restoration would also eliminate the need for continued HUD
LIHPRHA processing that would lead to ultimate prepayment if no
funding is available. It would also mitigate damages that the

government may face for breach of contractual obligations.

SATURN: :WP1: [CLE.25649.1]CLE.AFS9:8



CONCLUSION

The Institute strongly favors the provisions adopted by the
Senate two weeks ago, restoring the right of prepayment and
creating the capital loan and grant program. We thank you for
hearing our testimony today, and would be pleased to answer any

questions that you might have.

SATURN: :WP1: [CLE.25649.1]CLE.AF9;8
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AFFORDABLE HOUSING PRESERVATION
FINANCIAL VIABILITY OF PREPAYMENT
SUMMARY

If the right to prepay is restored, prepayment will be financially viable and there will be
money available. Prepayment conversion is analogous to and no more complicated than a typical

defaulted-mortgage turmaround or condo conversion, both forms for which financing is readily
available.

THE ECONOMICS OF PREPAYMENT

The Typical Prepayment Candidate. A typical property suitable for prepayment has a
low HUD first mortgage and current rents significantly below market levels. It has an established
residential location, usually with a half-dozen older conventional apartment complexes in the same
general market area; these existing properties provide excellent market comparables from which
to estimate economic market rents and to determine suitable market upgrades. In the typical
prepayment property, about 40% of the residents receive Section 8, usually in a form that will
continue after prepayment and allow the resident to afford a significantly higher rent than the
regulated rent now being charged at the property.

A prepayment conversion is substantially less risky than new construction, because there is
no initial development risk and the markets are already established.

The Owner's Conversion Sequence. An owner intending to prepay so as to realize
residual value will usually take the property through an eight-step sequence, as follows:

1. Obtain a conventional loan commitment for prepayment financing. As discussed below,
many sources for this financing are or will be available.

2. Borrow enough money to pay off the HUD loan (plus transaction costs) and provide

working capital to fund renovations.

Raise rents on all undercharged residents (sec below).

Upgrade property amenities (signage, landscaping, swimming pools, and so on).

Raise rents on a// apartments.

As MOveouts occur, renovate apartment interiors.

Stabilize operations at the new high occupancy with market rents.
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8. Take out equity by refinancing the prepayment financing into & long-term loan.

Eor the typical property, these eight steps will take somewhere between 12 and 30
months.

Importantly, the entire conversion sequence can be accurately projected before the owner
prepays. Market rents are easy to estimate and verify. The current resident income profile is
known, so the owner can determine in advance which residents can afford higher rents, and how
much. The owner controls interim rent levels, so can stage vacancy at its convenience.

Attributes that Influence Prepayment Viability. Given the conversion sequence, the
following factors influence a property’s prepayment viability.

e Rental gap between current regulated rents and market rents. Higher gaps not only imply
higher equity, they also imply potential to raise rents rapidly after conversion.

» Current cash flow being generated by the property, which provides Net Operating Income
to service replacement debt. :

e Current cash assets of the property, including replacement reserves, residual receipts, and
other cash working capital, all of which provide funds for the transition.

o Undercharged residents who can pay higher rents. Because current rents are regulated,
many residents are paying much less rent than they can afford, in two categories: (1)
Section 8 recipients (vouchers, certificates, and existing LMSA) have contract authority to
pay rent up to a payment standard that is usually FMR, and (2) low and moderate income
residents currently paying far less than 30% of their income for rent. Undercharged
residents comprise 50-60% of the typical property.

» Improvements required. Capital improvements necessary to sustain higher rents must also
be financed in the conversion, and they take time to install. Thus properties in better
condition, with more amenities already in place, can convert at much lower interim
financing cost.

« Remaining HUD morigage debt which affects how much replacement debt must be
financed; lower mortgage balances make conversion easier.

o Projected ultimate equity takeout. Properties with large projected equity afler conversion
can be more easily financed, because lenders take comfort in the obvious value potential.
Properties whose post-conversion value only slightly exceeds the interim financing needed
will find it more difficult to locate capital.

In general, most properties far advanced in the LIHPRHA pipeline have excellent
conversion potential. The LIHPRHA appraisal process requires a detailed, month-by-month
projection of the entire conversion period. The appraisal reconciliation sequence of HUD review
and reconciliation of the two independent appraisals, and subsequent owner negotiation, has had
the effect of culling from the pipeline properties whose conversion potential was based on owner
hope rather than market evidence.
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Covering the Increase in Debt Service. The increase in debt service necessary to pay ofl
the HUD first mortgage is small enough so that the typical property will achicve it within only a
few months after prepayment.

To pay off the typical HUD loan and replace it with conventional financing requires an
increase in initial debt service of roughly $34 per apartment month (from roughly $36! before

prepayment to $90? after prepayment). The owner will have several sources to cover this
funding:

« Current cash flow already being generated. The typical property generates about $9° per
apartment per month.

« Existing cash assets (replacement reserves and residual receipts). The typical property has
about $500 per apartment in these accounts.

« Immediately achievable rent increases from undercharged residents. An increase of as
little as 14%*, if sustained throughout the property, would cover the necessary debt
service.

» Internal funding from the prepayment loan, in 2 manner similar to construction loans.

In this regard, prepayment conversion is obviously analogous to and less complicated than
condo conversion, turnaround, or new construction of coaventional rental apartments (or LITC
properties, which are an even better analog), all of which have had financing vehicles established
for many years.

AVAILABILITY OF PREPAYMENT FINANCING

Today's capital markets are extraordinarily efficient, and their demand for new financial
products appears insatiable. Lenders seeking new outlets have become attracted to all aspects of
the HUD portfolio, from property disposition through non-performing loans. Recent HUD
auctions have established that even complicated and underperforming assets can be packaged into
pools and rapidly financed — indeed, the expectation of rapid financing for defaulted HUD asscts
is a cornerstone of HUD's proposed mark-to-market recapitalizations.

1Calculated assuming a typical Section 236 property with $12,000 per apartment of remaining HUD debt, bearing
interest at 7% (which results in 2 monthly debt service payment of $93), and receiving $57 in monthly Section 236
interest reduction payments (IRP) that reducc the debt service to $36 per month, the amount that would be paid if
the mortgage bore interest at 1%.

2Calculated as in the preceding footnote, using $12,500 per apartment ($12,000 of mortgage payoff plus $500 in
transaction costs), at 9%, interest-only until converted into a permanent loan. The 9% interest rate chosen is
higher than current market conditions. '

IHUD regulated properties are entitled to a 'limited dividend annual distribution’ equal to 6% of imputed equily
(10% of HUD-approved cost, with the original mortgage covering 90% of approved cost). Using the same
$12,000-per-apartment balance today (which implics an original mertgage of $15,300], the original equity was
$1,700 (815,300 / 90% * 10%) and the typical limited dividend is $102 per year, ot $9 per month.

4Calculated as $54 required increase divided by $374 average monthly rent now being achieved.
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Lenders approaching prepayment conversion loans will finance them using the same
underwriting principles applied in new construction, turnaround, or condo conversion. They will
want several features:

o Fundamentally sound property capable of competing in its local market (after turnover of
the residents).

o Thorough due diligence applied by experts in affordable housing finance and operations.

o [nterim security for the negative carry period in the form of guarantees from the borrower,
additional collateral, or a low loan-to-value ratio (on the economic value after
conversion).

« Yield commensurate with the conversion risk. This will typically reflect itself in the
proposed borrowing rate. Capital markets have demonstrated extraordinary efficiency in
pricing securities across a risk spectrum.

Owners can find prepayment loans today on a local or regional basis; such lenders know
their markets, know the properties, and have established long-term banking relationships with the
developer general partners who will be soliciting the loans.

Nationally no vehicle is yet available, largely because no market yet exists. (The right to
prepay was rescinded in 1987 and has yet to be restored.) However, if the right to prepay is
restored and no attractive preservation program is available, then the volume of potential business
will be sufficiently large that it will attract securitization interest within a few months.

The best evidence that financing will be available is the initial HUD non-performing loan
auction. Before HUD offered these loans for sale, no market for such loans existed. Yet, within
the space of only a few months, a dozen major bidders emerged, leading to a spirited auction that
yielded HUD more than $700 million in mortgage recoveries. Prepayment properties are superior
candidates for securitization because they are not financially or operationally distressed and their
mortgages are current; owners will elect to prepay and will have plenty of opportunity to
configure their property before prepayment to maximum advantage.

Prepayment Pro-forma for a Typical Property. Exhibit | illustrates the prepayment
conversion sequence for a typical property (all figures are per-apartment and use estimates that
we believe fairly reflect the LIHPRHA pipeline as a whole). In addition to paying off the
$12,000/apartment, the property would also require renovations for required repairs and
competitive upgrades, which to be conservative are estimated at $5,000/apartment’.

Even assuming a high rate of tumover, and a relative inability to raise rents on
undercharged residents, this sample property achieves positive coverage (that is, NOI after
prepayment greater than debt service on the prepayment loan) within nine months of prepayment.
Total ‘negative carry’ (interest obligations greater than Net Operating Income) is only $400 per

5 According to HUD statistics, the average required repairs for all approved Plans of Action in the LIHPRHA
pipcline so far averages about $1,500 per apartment for extensions, $5,000 per apartment for salcs, for an overall
wverage of about $2,500 per apartment. To this must be addcd the competitive upgrades unnecessary for continued
afYordability but important if the property is going to compete for market-rate residents.
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apartment, a small amount (less than 3% of the total loan required) easily financed either from
existing working capital (such as replacement reserves and residual receipts) or in the prepayment
conversion loan

After nine months of negative carry, the property starts generating more cash flow than its
new loan needs, so that, when the renovations are completed twelve months after prepayment, the
interim financing can actually start being slowly amortized, even as the property continucs to raise
its earning power in anticipation of an eventual equity takeout. (These results are also shown
graphically, month by month, in Exhibit 2.)

Slightly more than two years after prepayment, the owner is in a position to finance a
permanent takeout. Even assuming conservative undertaking (125% coverage on achieved rents
with no forward projection), the owner of our sample property can refinance to pay off the
prepayment loan, pocket $6,500 per apartment in net refinancing proceeds, and remain with a
substantial cash flow worth another $6,000 per apartment.

In other words, an owner evaluating prepayment should expect $12,400 per apartment in
net equity, even after paying all renovation, transition, and financing costs of the conversion.

Financing considerations. This typical example illustrates that the financial risks of
prepayment are frequently overstated. This property covers its new debt service only nine months
after prepayment with operating losses equal to only about 3% of the loan. Moreover, the interim
cash flow projection can be refined by a careful examination of the resident rent roll and subsidy
configuration to determine how many residents are undercharged (in 2 market sense) and thus '
how much of a rent increase can be implemented immediately.

_ Comparing prepayment with preservation recapitalization. Of course, an actual
conversion entails various risks to lenders (who will want guarantees, collateral, or upside
participation) and owners (who will have to supply guarantees or collateral). Thus, most
economically rational owners who have the option to choose between conversion and a fair
preservation recapitalization (such as current LIHPRHA or a capital grant/loan funding
mechanism) will probably elect the safer route of preserving their property.

For this reason, we believe that if Congress restores the right to prepay and
simultaneously reforms LIHPRHA without compromising its fundamental economics (such as
with the capital grant/loan proposal now passed by the Senate), then owners far advanced in the
LIHPRHA pipeline will generally accept preservation. On the other hand, if prepayment is the
only avenue to realize value, then owners will pursue it vigorously. :

If prepayment becomes the preferred approach for a large body of owners, there will be
sufticient demand to motivate securitizers and other large capital sources to create & vehicle by
which to finance prepayments, conversions, and equity takeouts. Experience shows that the
process of designing and going effective with a new financing vehicle will take 2-6 months, as
shown by the volume of interest surrounding recent HUD auctions of non-performing assets.
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CONCLUSION

Properties with economic conversion potential should have little difficulty securing
financing, because the cost to pay off the HUD mortgage and escape HUD rent regulation is small
compared with the projected equity value after conversion.

Economically rational owners of properties capable of either prepayment or prescrvation
will generally elect preservation so long as it is fair and reasonably likely. However, if
preservation is eliminated and the right to prepay restored, most owners will unhesitatingly elect
to prepay.

Owners seeking prepayment will be able to find financing either locally (based on
relationship banking or additional local collateral) or nationally (through to-be-created mortgage
lending pools). Prepayment is economically analogous to condo conversion or turnaround, and
less risky than either; thus we expect that financing sources would rapidly arise to exploit the
opportunity that will become available if preservation is eliminated and owners are again allowed
to prepay.
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Financial Viability of Prepayment

Typical Property Conversion

10/07/93

All figures are par —apartment. Month of Prepayment | Prepayment | Prepayment { Prepayment | Prcpayment
prepayment | + 6 months | + 12 months | + 18 months | + 24 months { + 30 months
[Gross Potential Rent (annualized) 4,485 5,827 6,819 6,956 7,097 7,240
Vacancy 3.0% 25.0% 13.050 1.0% 7.0% 1.0%
Total income 4,350 4,370 5,932 6,470 6,600 6,733
Operating expenses (annualized) 3,780 3,795 3,747 3,822 3,899 3,978
Net Operating Income 570 575 2,186 2,647 2,701 2,755
Required debt service on prepayment loan 465 1,291 1,520 1,515 1,462 2,014
 Coverage on current detx scrvice 123% 45% 144% | 175% 185% 137%
Total financing outstanding 12,000 14,825 17,253 16,742 16,145 22,3731
Owner’s annual cash flow after finarcing 105 0 660 1,132 1,238 595
Owner's remaining equity (at 10% 1,051 0 6,656 11,320 12,383 5,949
Implicd property value (debt and cquity) 23,908 28,062 28,528 28,32&]

NarrativeInterpretation. .. .

off the prepaymicnt loan (by now risen to
will have about

the prepayment {inancing. As the schedule shows, for a few mont
100 little income to cover the full debt scrvice, but by the end of twe
takeout refinancing is projected to occur in Month 27. When it happens, the new loa

$15,900 , leaving

$600 per year in cash flow, worth another

an agercgale cquity, before prepayment, of about $12,400 pcr apartment.

nwillb

Covcrage on current debt service is the ratio between the propcrty\ annu(ﬂjzchcl Opcratmg Income and the debt service required on
hs after prepayment, the property has 'negative carry’ (it is generating
lve months, the property has ample additional cash flow. The equity

$22,600 per apartment, which will pay
$6,500 in refinancing proceeds. After this, the owner
$5.900 in owner's retained cquity, so this owner has

Conclusion: This propertycan financc its prepaymentand yicld the owncr an cquity of

$12,400 per apartmenh

Principal Assumptions

Avcrage current HUD rents o
Current operating expenscs of

| cquity takeout with a

Replacement financing available at an imerest rate of
30 —year term anc

$12,000 Current HUD mortgage per apartment, Section 236, with
$5,000 Capital improvements per apartment required to make the property co
$374 per apartment, which are

$3,780 per apartment will drop to

9.0%

7.0% intcrest rate,

nventional.

19 years left to go.

- 68% of property’s market rents of

$3,600 per apartment when stabilized.
. interest—only during conversion, then retinanced at

125% required coverage ratio.

$546

Recap Advisors, Inc. 160 State Street, Sth Fbor/ Boston, MA - 02109/ Tel: {617) T20.5855 Fax (617) 7203722




DOLLARS PER APARTMENT

VIABILITY OF PREPAYMENT

CONVERSION PERIOD PROJECTION

$300
$2350
.-
$200
Positive carry -+
$150
$100 |
Negative
carry
$50
SOllLLl'_LLLl!lLII|Ili'L1l|lLllll!lllllJL
0 6 12 18 24 30 36
MONTH AFTER PREPAYMENT

_a—- NET OPERATING INCOME —+ REQUIRED DEBT SERVICE

This graph illustrates the prepayment coaversion period month-by-month, showing how Net Operating Income
(the linc of B symbols) compares with the debt:scrvice required on the prepayment loan (the line of # symbols).

When the HUD mortgage is prepaid, debt service required jumps immediately but income rises more slowly,
because cven though the owner will ralse rents promptly, higher-than-normal vacancy will arise as the apartments
turn over. Within a few months, Net Operating Income (NOI) starts to rise substantially, so that by Month 9 the
property is paying its prepayment debt service. By Month 15, NOI has risen to generate significant interim cash
flow. After a year of this, in Month 27 the owner is capable of funding an equity takeout.

Principal assumptions used to generate this graph are:
e HUD mortgage of $12,000 per apartment, Section 236
¢ Market upgrades and required repairs of $5,000 per apartment
e Ncw borrowing at 9%, interest only untl refinanced, when it converts to sclf-amortization.
o  Equity Lakeout refinancing after 12 months of stabilized operations using 125% coverage.

‘The owner's projected equity takeout is $6,500 per apartment, plus $6,000 in capitalized value of remaining cash
flow, for an equity before prepayment of about $12,500 per apartment. Aggregate negative carry (interest that
cannot be paid from operations) is about $400 per apartment, and aggregate positive carry (cash flow during
conversion above current debt requirements) is about $1,550 per apartment.

Recap Advisors, Inc/ 160 State Street, Sth Floor/ Boston, MA 02109/ Tel: (617) 720-5855/ Fax: (617 720-3722
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SUBCOMMITTEE ON HOUSING OPPORTUNITY
AND COMMUNITY DEVELOPMENT OF THE COMMITTEE ON
BANKING, HOUSING AND URBAN AFFAIRS,
UNITED STATES SENATE

October 17, 1995

-~ Written Testimony of Alan R. Cravitz
Regarding Pre-Payment of the Affordable Housing Inventory
and the Impact on Tenants

In 1988 the National Low Income Housing Preservation Coramission, co-chaired
by Carla A. Hills, Former Secretary of the Department of Housing and Urban
Development, and Henry S. Reuss, Former Chairman of the Housing Committee on
Banking, Finance and Urban Affairs, submitted a repart to the House Subcommittee on
Housing and Community Development and the Senate Subcommittee on Housing and
Urban Affairs titled Preventing the Disappearance of Low Income Housz‘ng. The
Commission examined the portion of the privately owned, low-income stock consisting
of "properties that HUD subsidizes and whose mortgages the FHA insures", specifically
those properties receiving “support pursuant to the Section 221(d)(3) Below Market
Interest Rate Program (BMIR), Section 221(d)(3) Market Rate (MR) Program with rental
assistance and the Section 236 Program.” The Report refers to those properties as the
Preservation Analysis Inventory and has come to be known in industry jargon as
"preservation projects”.

The 135-page repart reached many thoughtful conclusions using & comprehensive
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economic¢ model to analyze significant amounts of data on the Preservation Inventory.
Specifically, "the economic model simulated the most likely action of owners vis-a-vis
their decision on the disposition of their property and the potential effect on tenants”. The
model projected that "66 percent of the for-profit owners eligible to pre-pay will do so" -
- - predicting that 243,000 units will pre-pay their mortgages between 1988 and 2002,
converting these formerly subsidized rental units to market rate rental housing or other
uses.

| The passage by Congress of the Emergency Low Income Housing Preservation Act
in 1987 (ELIHPA) and the Low Income Housing Preservation and Resident
Homeownership Act in 1990 (LIHPRHA) have prevented us from establishing the
accuracy of predictions in the Report. Both Acts essentially prevented owners from pre-
payment and offered as an inducement certain "incentives" to retain the low-income
character of the projects. We now revisit the question: Would owners of the preservation
projects pre-pay and terminate affordability restrictions? And, if so, what is the effect of
pre-payment on current and future tenants?

As a mortgage banker in Chicago for the last twenty years specializing in
mﬁlﬁfamily rental housing, 1 have specific and personal knowledge of virtually all of the
preservation transactions that have taken place in the Chicago market area. Specifically,
T am going to discuss transactions in two communities in the City of Chicago, Lincoln
Park and Uptown. I have chosen these communities not only because of the large number
of transactions that have taken place in these areas, but also because they represent two

very different kinds of communities, one an established area which has long since
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gentrified and the other a transitional area which until very recently could best be

described as & problem area characterized by substandard housing conditions, transient
population and high crime rates. I focus on thcse areas to show that owners will pre-pay
mortgages not only on projects in the more desirable areas, but in more marginal or
changing areas as well. This conclusion would be no different (maybe even more
obvious) if the sample considered the Chicago suburban market area and I have no reason
to believe that this pattern would be different in many other parts of the country.

Attacﬁed as Exhibit Nos. 1A and 1B are ma;s of the two comxﬂunity area(s)
showing sixteen (16) projects developed in the 1960's and 1970’s under the 221(d)(3)
BMIR and 236 Programs. The projects are divided into three (3) categories:

I. Projects in the market area(s) pre-paid prior to enactment of ELIHPA

(1987);

IL. Projects currently in process under the Preservation Program or awaiting

funding; and

III.  Projects preserved under ELTHPA/LIHPRHA.

Attached as Exhibit No. 2 is a chart listing each of the projects shown in [ and II
on the maps in Exhibit Nos. 1A and 1B. This exhibit shows current rents at both the pre-
paid projects and those still in the preservation inventory, as well as projected market
rents for the preservation inventory upon pre-payment. Exhibit No. 2 also includes
appraisal values and other relevant information taken from the appraisals conducted during
the LIHPRHA appraisal process.

~We start by examining the two (2) projects in Category I, projects that pre-paid

10-16-95 10:37AM

P.84

PO0OZ E37



UlT-16-13935 16:37 DMC

and terminated all use restrictions prior to the enactment of ELTHPA in 1987. As one can
see, current rents in these two projects are significantly greater than the current rents for
the projects in Category II, those projects still subject to rental affordability restrictions.
It is worthwhile stressing the pomt that rent levels increased dramatically and that the
increase caused the displacement of the tenants who occupied the properties before pre-
paymeant.

The 533 Barry project (which pre-paid its loan in 1986) had undergone a moderate
renovation after pre-payment and was sold in 1994 for approximately $il.0 million
(nearly six times the unpaid principal balance of the HUD subsidized mortgage when the
it was pre-paid). The 1994 acquisition was financed under a State Agency Program
designed, ironically, to allow some or all of the renta! units to he affordable to low
income tenants - - - in this case 26% of the units were designated as affordable. The 833
Buena building pre-paid its loan in 1988. Extensive and costly litigation followed and the
owner was able to raise rents to market levels in 1991. Upon pre-payment the income
profile of the tenancy changed from low and very low to moderate and upper income

tenants and, even though HUD provided certificates and/or vouchers to all tenants residing

in the project at the time of pre-payment, there are currently no certificate and/or voucher

tenants in the building.

The consequence of the pre-payment of these two projects, the 533 Barry project
in the Lincoln Park community and the 833 Buena project in the Uptown community, was
the loss of 371 units to the affordable housing supply and a significant increase in rents

at both projects that displaced the low income residents from the properties.
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We now look at the projects listed in Category II - - - those currently subsidized
projects which have a Plan of Action to retain affordability either in process or awaiting
funding. I would like to point out that for each of these preservation projects the current
rents are less than the market rents established in the HUD and owner appraisals and that
the appraisal rents are roughly twice the current rents charged at the properties (Section
236 basic rent).

In add.iﬁon to the significantly higher market rents, the appraisals (even the more
conservative ones prepared by HUD or independent third appraisers undcr- LIHPRHA)
show values substantially higher than the outstanding mortgage balances. Also, it is worth
pointing out that in two instances, the appraisals established the "highest and best use" as
condominium conversion and in a third appraisal HUD recognized the "highest and best
use" as upscale retirement housing. Therefore, not only would owners of these projects
pre-pay their subsidized loans but would possibly remove these properties from the rental
housing inventory entirely.

The Park West Towers project in Lincoln Park represents an interesting case. This
project was financed by the State Agency with 30% of the units subsidized by Section
236 interest subsidy payments. The owners of Park West have already filed a notice to
pre-pay and, therefore, it is safe to assume they intend to pre-pay. The project is & prime
candidate for condominium conversion as soon as LIHPRHA restrictions are lifted.

The Subcommittee, 1’m sure, has heard testimony to the effect that most owners
will not pre-pay even if the legislation is changed to allow pre-payment. What such

statements fail to recognize is that owners may not pre-pay immediately, but within the
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next two or three years many owners Will select this option. The following arguments

support this contention:

L.

2.

Many owners will pre-pay to relieve themselves of the HUD bureaucracy;
In many parts of the country, the Chicago area is ccrtainly one, market
rents are starting to increase dramatically as rental markets tighten and
vacancies decline as the oversupply of units constructed in the mid 80’s
has been absorbcd. In the City of Chicago and its suburbs virtually no
new rentel housing is under construction. The Chicago HUD_Ofﬂce, once
one of the leading HUD Offices in financing new construction of market
rate rental housing, is currently processing one loan application for new
construction rental housing and has not financed any new market rate
rental housing for at least five years. As market rents increase the
motivation to pre-pay loans and raise rents on projects in the current

affordable housing inventory will intensify;

Most projects in the preservation inventory have modest loan balances

compared to the project values. The projects in Exhibit II illustrate this
point with the average remaining debt of $15,000/upit and average market
value of $45,000/unit for the properties. With current low interest rates
providing attractive refinancing options, owners can in many instances pre-
pay the HUD subsidized loans with the current project cash flow. (Of
course, once the projects have been de-regulated the owners will be free

to raise rents to generate additional returns);
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Even though we keep referring to the pre-payment inventory as having

twenty years "to go" before the loans are paid off, in fact, many of the

- loans have much shorter loan terms remaining. Some of these owners may

just allow the short term HUD subsidized loans to fully amortize and
convert the units to market rate housing at that time;

Many of the projects in the preservation inventory had been re-syndicated
in the early 80’s using secondary financing secured by partnership interests
in the project. Ownership of these properties reverts to the second note
holders if current owners are unable to pay off the second note at maturity.
Therefore, an owner will be under serious pressure to pay off the HUD-
insured first mortgage and refinance the eatire transaction to satisfy all or
part of the secondary debt or risk the loss of the project to the second note
holder with disastrous tax repercussion. (If the second note holder does
takes back ownership of the property, we are faced with the circumstance,
once again, of a pre-payable property with a low mortgage balance.);
Owners may refinance to mitigate "phantom" income problems; and
Once loans on the preservation inventory can be pre-paid, new owners will
acquire the inventory with the purpose of pre-paying the HUD-insured
mortpages and converting the project to some kind of market rate use - - -
this is the Park West Towers example mentioned earlier. 1 have already
received numerous calls from potential buyers asking when "LIHPRHA

will be over" so that they can purchase and de-convert & particular family
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or elderly subsidized project.

I do not want to leave the Subcommittee with the impression that "every" owner
of "every” property in the preservation inventory will pre-pay loans and increase rent
levels. For various reasons, sorne owners will decide to stay with the program. (One of
my fears is that owners of the less desirable real estate located in low income areas will
remain in the program, while owners of properties in more modest to upscale communities
will pre-pay.) In order not to provide "incentives" to those owners who would not pre-
pay, the Subcommittee could consider a minimum value threshold for wlﬁch projects
would be-eligible for "incentives". In any event, many owners will pre-pay and the
housing which the government helped build and subsidize for over twenty years will be
lost to the inventory. I believe that owners could be convinced to retain this housing as
affordable if given a choice of a straight forward, workable “preservation program”.

Some ‘have proposed allowing volhuntary pre-payment "protecting” the tenants
.simply be providing vouchers. While this proposal presents a number of policy
considerations, I would like to address this proposal from a mortgage banking perspective.
I believe it is unrealistic to expect lenders to provide financing to projects relying on
vouchers as the source of project income. (I have even been unable to convince HUD to
finance such projects.) Therci"orc, I do not believe that many owner wishing to pre-pay
will be able to retain current tenants with vouchers. Much has been said about relief from
the "take one, take all" provision. However, it will still be lawful 10 take none. [t is my
expectation that the majority of owners will follow the 833 Buena example and refuse to

accept tenant based assistance. It should also be noted that vouchers are of no utility in
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projects converted to condominium or other non-rental uses.

As one final thought, a strong economic argument can be made for preserving the
existing housing stock - - - it is significantly less expensive to pay to keep the 'cum:nt
subsidized housing than to provide new "affordable" units using other Federal programs
(e.g., HOME, low income housing tax credits, tax-exempt financing, et al.) Some clients
recently asked if I could finance the renovation of an old hotel building in a downtown
Chicago suburb to be used for eldetly housing. The cost of the proposed 57 unit
development was approximately $6,000,000 or approximately $100,000/unit - - -
unfortunately, not an unrealistic budget. Meanwhile, in the same suburb, I am processing
with HUD a Plan of Action for the sale of an existing 231-unit elderly housing project
to a not-for-profit group for a total preservation cost of approximately $8.0 million or
approximatcly $35,000/unit - - - % the cost of the new development. Although we need
to build new affordable }l_xousing units as the demand increases, it is equally important and

much less expensive to retain the current affordable housing inventory.

R=98% 10-16-95 10:37AM ~PUTO E3T
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ExnisiT NO. 2

Current Rents Appraisal Rents Comments
. HUD  Owner
L Projects in Market Area(s) Pre-Paid Prior to Preservation
1. 833 West Buena
84 IBR $600-$635 Project currently 97% occupied;
8 2BR ' $700-5740 Additions] $60/mopth g for parking speoe: 52 vaucher or
42 3BR $800-3900
210
2 533 West Barry
64 1BR $745-3785 Project recently reﬁnanwd'mzdcr State Agency Program to
64 2BR $995-81095 %rm Zgzaozﬂ':;f;)&mts. Parking additicnal $120/month.
33 3BR $1255-$1295

161

IL Projects Carreatly in Process Under Preservation Program Market Area(s)

3. . 635 West Grace Street {(eldery)
36 Studios
144 1BR
180

$325-8374 N/A $650
$368-3486 N/A $800

Appraisals as of November 1994

Final values not established

Ownexr’s appraisal indicates highest and best use as Retircment
Housing (not rental housing)



4, Pine Grove Waveland Apartmenis

68
84
17
17
4

IBR
2BR
2BR
BR - - -
3BR

20

5. 820 West Belle Plainc Apnrtm:nls

46
134

Studio
1BR
2BR

6. 5200 N.

Keumaore (cldexly)
Studio

1BR (Conv.)

IBR

2BR

324

7. Park West Towers

Currvent Reats Appraisal Rents Comuntus
HUD  Owner
$404-$415 $680 Appraisal as of March 23, 1995 B
Appraised Value Capital Needs (Condominium) - $11,724,40C
3479 $308 Appraiscd Value (Rental) - $11,093,000
(not including Parking, commercial income)
- $496. -.$968 . S e L cmiteow o mmoerwamEn U0 T e b
$552 $1,023
$374-$388 $540 $600  Appraisals as of December 1993
- Capital Needs $613,400
$436-8459 $650  $765  Appmised Valuc (Condaminium) - $16,060,000
$505-$514 $875 $975 Appraised Value (Rental) - $13,300,000
Current Mortgage $3,750,000 -
(Parking fees of $60/$70 not included)
$295 $550 $575 Appraisal as of November 7, 1994
Capital Needs Assessment - $103,260
$350-$370 680  $750  Current Morigage - $4,900,000
{(Parking fee not included)
$418 $825 $950
Not Available 2




STATEMENT
SENATE SUBCOMMITTEE T(;?V HOUSING OPPORTUNITY
COMMUNITY DEVELOPMENT
BY
JANICE NIEDZIELSKI
RESIDENT

LOS ROBLES APARTMENTS R
UNION CITY, CA :

HEARING ON HUD'S MULTIFAMILY HOUSING
FRESERVATION PROGRAM

OCTOBER 17, 1995
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BIOGRAPRY

JANICE NIEDZIELSKI

Janice Niedzielski is a single mother in her mid-40's who has raised
two sons. She has lved in LOS ROBLES APARTMENTS, in Union City,
CA, a HUD-subsldized com lex, for the last 10 years. She has a high
school education and a dj oma from Western Career College's medical
Secretary program. Before she was fortunate enough to get an

In November of 1994, Ms, Niedzielski and the other residents of Los
Robles were given a "notice of intent" to sell by thelr owner under the
Title VI, LIHPRHA pProgram. She helped Organize a steering committee
and was voted 1n as President of Los Robles Resident Organization.
With her leadership, the committee interviewed and selected a
consultant team and an established non-profit housing corporation co-

10-13-95 03:25pPM
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Statement of Janice Niedzielski

Resident of Los Robles Apartments
Union City, California

to

Senate Subcommittee on Housing Opportunity and Community
. Development

Let me start by saying thank you for this honorable apportunity to
testify today on the need for a preservation program.,

I am hoping you are all aware that the homeless population in America
Is growing daily and the décisions you make in these chambers affect
real people, not just dollar amounts on a budget. In the Package I've
handed you, you will see the faces of the People who could be added to
the population of homeless Americans if there 1s no preservattion
program. The people who will be displaced if you eliminate

preservation and allow owners to prepay their mortgages and sell their
complexes on the open market,

Some people think HUD-subsidized housing complexes are slums. As
you can sece in the pictures, Los Robles is a clean, well-maintained
complex consisting of 140 units. It is the only HUD-subsidized
complex {n Union City. The people in these units are seniors, families
and disabled citizens from many different ethnic backgrounds.
Incomes range from very low, to low and moderate, This is one of the
few places in Alameda County that allows the low-income families in the
8., 4 and 5 bedroom units to have a safe, healthy, affordable Itving
cnvironment.

<97% 10-13-95 03:25pM PO0O4 &O€



residents. Los Robles and similar projects across the country have
‘three choices, which are:

1. Allow the owner to prepay and give the residents vouchers. This
optien stinks and will eventually lead to displacement. At Laos
Robles, 140 families would be disrupted, many will end up homeless.
There are three reasons:

8. As you can see by the newspaper rental ads, vacancy rates are very
low in Union City, and there are virtually no 3, 4, and 5 bedrooms
in the surrounding area. A voucher is useless if there are no units
available.

b. Many owners will not accept vouchers. Included in the package
are rental ads stating they will not accept Sectlon 8 vouchers.
There is nothing written that says they must accept them and. if
there were, enforcement would be weak and spotty.

¢. It is our understanding vouchers will only be for 1 - 2 years. What
will these families do after that?

2. Allow the owner to prepay and build replacement units in the area.

I'm no expert, but it would seem to me that preserving Los Robles

and similar projects rather than replacing them would make more
economic sense.

8. Preserve Los Robles and similar projects with a Capital Grant. We
support this option. We understand it to be the least expensive for
HUD, and feasible for Los Robles. The only additional request is to
keep the current (not new) project-based Section 8 contracts in
place.

=
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Finally. the residents of Los Robles have formed a restdent councl,
hired a consulting team, and selected a non-profit to act as our co-
sponsor. Ecumenical Association for Housing. EAH manages over
1,000 apartments and has a strong track record of successful
ownership,

Los Robles residents and Ecumenical Association for Housing will own
and operate the 'project. Thelr involvement will epable the ﬁnahcing
and rehabilitation plan to be put together promptly. Both Ecumenical
Association for Housing and the residents will appoint board members
to the board that will oversee the project., By being involved ag owners,
the reéidents will gain the responsibility and control of their homes
and their community. Without a preservation program, such
involvement would not be possible.  Vouchers will not preserve

affordable housing, nor Cmpower residents to govern their homes and
communities. '

You have an excellent program that preserves our homes, increases our

awareness and stabilizes families in economic hard times. Please, make
it more efficient, but please, please, do not throw it out.

Again, thank you for the opportunity to be here today. It ig truly an
honor for me. I would algo like to acknowledge Ms. Carol Owen, also a
resident of Los Robles, who is Very involved in preserving affordable
housing. If you have any questions, I would be happy to answer them.

Thank you.

10-13-95 ¢3:25pPM
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Statement of the National Council of State Housing Agencies
to the -
Senate Committee on Banking, Housing and Urban Affairs
Subcommittee on Housing Opportunity and Community Development
on Preservation of Prepayment-Eligible Properties

October 17, 1995

Thank you for the opportunity to submit this statement on behalf of the
National Council of State Housing Agencies (NCSHA) on low income housing
preservation.

NCSHA is a national, nonprofit organization created in 1970 to assist its
members in advancing the interests of lower income and underserved people
through the financing, development, and preservation of affordable housing.
NCSHA's members are Housing Finance Agencies (HFAs) with statewide
authority. NCSHA's member agencies operate in every state and the District of
Columbia, Puerto Rico, and the U.S. Virgin Islands.

State HFAs have issued more than $100 billion in Mortgage Revenue
Bonds (MRBs) to finance more than 1.6 million lower income families' home
purchases and more than $35 billion in multifamily bonds to finance more than
700,000 low income rental apartments. NCSHA's members also allocate the Low
Income Housing Tax Credit (Tax Credit), which, since 1987, has helped finance
more than 730,000 apartments for low income families.

Original Rationale Fo; Preservation Program Still Valid

NCSHA strongly supported the enactment of the Emergency Low Income
Housing Preservation Act (ELIHPA) and the Low Income Housing Preservation
and Resident Homeownership Act (LIHPRHA) as a way to preserve desperately
needed affordable housing and to avoid the human suffering and community
upheaval that would have resulted when owners prepaid their HUD-insured
mortgages and their properties converted to market rate use. For these same
reasons, NCSHA supports a continued federal preservation effort today.

In enacting ELTHPA and LIHPRHA, the Congress recognized that program-
eligible properties represent a valuable stock of affordable housing that would be
impossible to replace and should be preserved. Most of these properties are
decent, desirable places to live, and those that are not can be rehabilitated with
relatively modest amounts of program funds. The properties have a mix of very
low, low, and moderate income tenants that, if forced to leave, would have great
difficulty finding alternative affordable housing in or near their communities.

Although estimates vary of how many project owners will choose to
prepay in the absence of prepayment restrictions and incentives not to, it is clear



that some will, and any amount of tenant dislocation and affordable housing loss
is too much if there is a reasonable, cost effective way to avoid it.

Reform is Needed

Experience shows that ELIHPA and LIHPRHA, while successful in
preventing prepayments and preserving properties for low income use, are
flawed. These programs are very costly, especially in today's budget terms, and it
is unlikely that Congress will appropriate the funds necessary for the project-
based Section 8 assistance on which these programs rely. In addition, the
programs are extremely complicated and cumbersome, requiring extensive
analyses of project value, establishment of preservation rents, and rigid
adherence to procedures.

Despite detailed appraisal requirements and rehabilitation needs
assessments, repairs to these properties often have been minimal and
insufficient to improve their condition to the quality necessary for long-term
use.  In addition, rents often must be set well above market rents to permit
equity take-out loans to owners. Appraisal problems, though mitigated
somewhat by the new appraisal system enacted in LIHPRHA, still slow
preservation processing and may overvalue owners' equity and underestimate
necesszry repairs.

Program rules that increase rents for unsubsidized families sometimes
cause them to relocate, increasing Section 8 costs for subsidized very low income
tenants who take their place and changing the character of the properties to
predominantly very low income dwellings. This destabilizes the communities
where the projects are located and reduces the number of apartments available
for moderate income families.

Another problem is the lack of priority given to projects most likely to
prepay. While HUD's plan to prioritize the funding of approved plans of action
by how soon a project will be eligible to prepay helps avoid prepayments, it will
likely exhaust the limited resources without funding the projects that are
- actually most likely to prepay and in need of preservation. Resources should be
focused on those properties most likely to prepay, and we would like to work
with the Subcommittee over the coming weeks to discuss how such a system
might work.

The Capital Grant Alternative

The answer to the problems with ELIHPA and LIHPRHA is not federal
withdrawal from low income housing preservation. The federal government's
investment in this vital resource is too great to pull out and lose much of it now.
The appropriate response is to rewrite these programs to account for today's
budget realities and respond to their deficiencies.

-2.




NCSHA and others have been considering how to 1mprove the
preservation program for some time. This discussion culminated recently in the
Senate-passed FY 1996 HUD appropriations bill, which would establish a capital
grant or loan mechanism to fund owner incentives in place of long -term Section
8 subsidies, value properties by capitalizing expected net operating income based
on market rents, reduce the federal cost limit, restrict eligibility to fewer
properties than are currently eligible, and allow owners to prepay their insured
mortgages without restriction according to the provisions of their loan
agreements.

We believe these reforms have several attractive features, such as
reducing the long-term cost of preservation while preserving the housing at
affordable rents for 50 years, eliminating the need for additional Section 8
subsidies, simplifying processing, and avoiding the rent increases that drive out
low and moderate income tenants. The Congress must find a way to enact these
or similar reforms this year, so they can be in effect as soon as possible and
affordable housing can be saved.

However, it is also important that appropriations are provided to fund
plans of action approved by HUD under current law. HUD indicates that more
than 215 projects have approved "plans of action” costing more than $700
million. If not funded in FY 1996, their owners will be able prepay.

Despite our enthusiasm for preservation reform this year, NCSHA is
concerned about some elements of the Senate reforms. Restricting eligibility for
preservation incentives, lowering the federal cost limit, and establishing a
unilateral right to prepay will each increase the number of prepayments. We
urge legislation that would preserve a greater number of properties by
establishing broader eligibility criteria, making the federal cost limit more
flexible, and making the program mandatory.

We are also concerned that the bill's eligibility restriction that disqualifies
projects that have not filed notices of intent may shut out properties that are’
likely to prepay and that should be preserved. Whether or not a project has filed
a notice of intent is not a good indication of the government's interest in
preserving that property. A more effective priority system should be developed.

Vouchers Are Not the Answer

Some critics of ELIHPA and LIHPRHA have suggested that they be
repealed and that HUD give tenant-based rental assistance (vouchers) to
residents of properties that prepay. We oppose this alternative because it does
not avoid the displacement and disruption caused by prepayments, and is not an
answer to the loss of affordable housing stock. Preservation incentives are



significantly less expensive than producing new housing through acquisition,
rehabilitation, or new construction.

Vouchers do not enable tenants to obtain housing in tight housing
markets where affordable apartments are not available or where rents exceed
what they can afford to pay even with a voucher. Vouchers also create a long-
term government obligation that must be paid and renewed as long as the tenant
remains eligible and wants the assistance. In addition, vouchers over the long
term will be more costly than preservation incentives for most eligible
properties.

The HFA Role

Opponents of ELIHPA and LIHPRHA say they must be repealed and no
preservation program is possible because HUD does not have the capacity to
administer it. We agree that HUD's capacity is limited. One solution to this
problem is to direct HUD to allow other entities, such as HFAs, to assume some
of the processing responsibilities.

HFAs offer HUD technical expertise and personnel to augment its capacity.
HFAs have the capabilities and resources to commission and evaluate appraisals,
determine costs and capital/rehabilitation needs of a development, evaluate
mortgage credit, process mortgage loan proceeds, and certify costs. In addition,
HFAs are able to underwrite and process loan applications based on internally or
externally derived underwriting guidelines, evaluate operating budgets, ensure
financial compliance, arrange for tenant services, and develop creative workout
solutions where needed. With these resources, HFAs can process preservation
applications in an expeditious and responsible manner, and generate substantial
administrative costs savings to HUD.

HUD has the statutory authority now to delegate preservation processing,
but has failed to implement it. The Massachusetts Housing Finance Agency
(MHFA) worked diligently to persuade HUD to enter into a delegated processing
arrangement to handle preservation program applications in Massachusetts, but
HUD resisted, despite the notorious backlog and delays in processing applications
in that area.

Many prepayment eligible properties in Massachusetts probably will
prepay because their appraisal process has been delayed and they are therefore
unlikely to be funded. This is another reason why we believe HUD should
prioritize preservation funding awards -- to account for delays in processing
among field offices and to preserve projects most likely to prepay, regardless of
when plans of action are actually approved. In addition, owners are becoming
increasingly frustrated with the program and will likely prepay unless they
believe that the program is likely to be administered expeditiously and be funded
adequately.
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Mr. Chairman and Members of the Subcommittee:

In conjunction with the Subcommittee's October 17, 1995, hearing on
the Department of Housing and Urban Development's (HUD) program for
preserving low-income housing, we are pleased to submit this
statement for the record. The preservation program, created by
legislation initially enacted in 1987 and revised in 1990, is aimed
at maintaining the affordable low-income housing that was created
primarily under two federal housing programs during the 1960s and
1970s. Under these programs, when owners received HUD-insured
mortgages with 40-year repayment periods, they entered into
agreements with HUD that imposed affordability restrictions, such
as limits on the income levels of tenants and on the rents that
could be charged at the properties. However, after 20 years,
owners had the right to prepay (pay off) their mortgages in full
without prior HUD approval and terminate the affordability
restrictions. The preservation program has proven to be complex
and costly, resulting in recommendations by HUD, HUD's Office of
the Inspector General (0IG), and others to change or repeal the
program.

Our statement is based primarily on work that we have carried out
during the past several yYears on HUD's preservation program and on
work that we have performed in preparation for this hearing. This
statement focuses on (1) how the current preservation program
works, (2) the status of preservation eligible projects, (3)
concerns that have been raised about the program, and (4) options
for revising the program.

In summary, we have found the following:

* To help maintain affordable housing, the current preservation
program restricts owners' previously unlimited right to prepay
mortgages but provides them with incentives to continue the
affordability restrictions. HUD can approve a plan for
prepayment only after finding, among other things, that the
supply of comparable vacant housing is adequate in the relevant
housing market. Those owners who agree to extend the
affordability restrictions for the remaining useful life of their
properties, may receive, subject to the availability of
appropriated funds, various financial incentives, such as
increases in federal rental assistance, financing of capital
improvements, and federally insured equity take-out loans.
Alternatively, the owners can sell their properties to purchasers
who will maintain the affordability restrictions. The purchasers
are eligible for incentives similar to those received by owners
who extend restrictions.

* As of September 30, 1995, the owners of 1,122 projects eligible
to participate in the preservation program had filed notices of
intent to extend affordability restrictions or to sell the
property to qualified purchasers. Of these, 736 projects had

1



been approved for preservation; about 70 percent of these had
completed the process. As of September 30, 1995, 223 were
awaiting funding. If appropriations are not available to finance
the preservation incentives, according to HUD, the owners of at
least 127 of the 223 projects approved for preservation will have
the right to prepay the mortgage and end the affordability
restrictions in fiscal year 1996.

* While housing industry officials believe the preservation program
is achieving the goal of preserving affordable housing, HUD,
HUD's OIG, the House and Senate Committees on Appropriations, and
the National Alliance of HUD Tenants have all expressed concerns
about the program's high cost--over $1.2 billion or an average of
$19,152 per unit for projects that have completed the
preservation process. Specific concerns center on the size of
incentives provided and the funding of incentives through
increased federal rental assistance, thus creating an expensive,
long-term commitment to government funding. HUD has also argued
that the program is inconsistent with its efforts to reinvent the
Department because, for example, the program promotes above-
market rent structures and imposes "complex bureaucratic
requirements" on private owners, residents, and state and local
governments.

* Several options have been suggested for revising the current
program to address these concerns. H.R. 2099, as approved by the
Senate Committee on Appropriations in September 1995, proposes to
replace the current program with an approach that restores
owners' unlimited right to prepay mortgages and uses "capital
grants/loans" in lieu of federal rental assistance payments to
finance preservation incentives. Two alternative options that
HUD has examined are (1) restoring owners' right to prepay and
repealing the preservation incentives and (2) restoring owners'
right to prepay and continuing preservation incentives, but on a
more targeted basis and at a reduced level. Under each of these
three options, low-income residents displaced as a result of
owners' prepayment of the mortgage would be provided with some
form of assistance. Some of the key questions to be assessed in
comparing the merits of these options are: (1).Which option is
the least costly method of providing housing assistance to those
in need? (2) To what extent will eliminating or reducing the
preservation incentives result in loss of valuable housing stock,
create housing shortages, and cause displacement of residents?
and (3) Can HUD effectively carry out whichever alternative is
selected, considering its other responsibilities and capacity
limitations?

Before discussing these issues in more detail, we would like to
provide some background on the preservation program.



BACKGROUND

The owners of several thousand multifamily housing projects are, or
over the next few years will be, eligible for federal financial
incentives designed to compensate them for preserving their
properties as affordable rental housing for low-income households.
These properties were developed during the 1960s and 1970s with
government assistance, mostly under the section 221(d) (3) mortgage
insurance program authorized by the Housing Act of 1961 and the
section 236 mortgage insurance program created by the Housing and
Urban Development Act of 1968.1

In return for the federal assistance, the property owners agreed to
rent units only to individuals and families meeting specific income
limits. They also agreed to restrictions on the rents they could
charge and the rates of return they could receive. Although
mortgages under the programs were generally for a 40-year period,
owners could elect to prepay the balance of their loans after 20
yYears. After prepaying the loan, an owner would no longer be
subject to the affordability restrictions and would be free to
charge market rate rents or convert the property to some other
purpose, potentially displacing the low-income tenants.

As the 20-year anniversary of many of the mortgages approached, the
Congress became concerned that the prepayment option could trigger
a mass exodus from the program, the displacement of thousands of
low-income families, and the permanent loss from the rental market
of a significant quantity of affordable low-income housing. As a
temporary measure to prevent these outcomes, the Congress enacted
the Emergency Low-Income Housing Preservation Act of 1987 (also
known as title II or ELIHPA),? which placed limitations on owners'
prepayment rights but provided a number of incentives for owners to
maintain their properties for low-income tenants. This was
replaced by the current preservation program, authorized by the
Low-Income Housing Preservation and Resident Homeownership Act of
1990, as amended (also known as title VI or LIHPRHA).

HOW THE PRESERVATION PROGRAM WORKS

The current program is designed to ensure that most units remain
available and affordable to low-income families, while limiting but

!Certain projects that are not FHA insured may also participate in
the preservation program, including projects developed by state
housing finance agencies for which mortgages can be prepaid.
According to a HUD multifamily official, about 30 uninsured
projects have been approved by HUD and another 33 have applications
in process.

*Title II of the Housing and Community Development Act of 1987
(P.L. 100-242).



not precluding prepayment of the mortgage by the owner. It offers
various financial incentives to those owners who agree to extend
the current affordability restrictions for the remaining useful
life of the property and to those who are willing to purchase the
properties at a fair price and maintain the restrictions. The
latter are called "qualified purchasers." Although the owners may
elect to forgo the financial incentives and prepay, as a practical
matter it is difficult to do so. Before allowing an owner to
prepay, HUD must first determine that the action would not, among
other things, (1) materially increase the economic hardship for
current tenants, (2) cause these tenants to pay more than 30
percent of their income for rent, (3) cause involuntary
displacement when comparable affordable housing is not available,
and (4) materially affect the availability of affordable housing in
the relevant housing market area. If the owner does prepay,
however, the property is no longer subject to the affordability
restrictions.

Owners seeking to extend the affordability restrictions, sell to a
qualified purchaser, or prepay must file a notice of intent with
HUD, the appropriate state or local jurisdiction, and the
mortgagee, and must inform their tenants of the filing. Two
independent appraisers, one selected by HUD and another by the
owner, then appraise the property to establish its "preservation
value." 1In general, the preservation value is based on the
property's highest and best use.

The appraisal and the preservation value it establishes are key to
the financial calculations made during the remainder of the
preservation process and to the financial benefits that the owner
ultimately receives. The preservation value represents the ceiling
price for the sale of the property to a qualified purchaser. The
preservation value, less the remaining debt on the property, also
determines the "preservation equity," which is used in calculating
some of the financial incentives for owners electing to extend
affordability restrictions.

Once an owner files a notice of intent, HUD has 9 months to provide
the owner with the appraisal results and certain other information
the owner needs to proceed.? Within 6 months after receiving this
information, the owner must file a "plan of action" with HUD for
the desired option (i.e., either extension of the affordability
restrictions and receipt of incentives; sale to a qualified
purchaser who will maintain the restrictions; or prepayment and
termination of the restrictions).

*HUD has 9 months to respond to notices from owners who wish to
extend affordability restrictions or sell to qualified purchasers
and 6 months to respond to notices of intent to prepay the
mortgages.



A plan of action for continuing the affordability restrictions must
include, among other things, a description of the federal
incentives' the owner will need and an analysis of how the owner
will address any financial or physical deficiencies connected with
the property and maintain the low-income use restrictions. After
approving the plan, HUD can enter into the agreements that are
necessary to ensure that the owner (1) receives the authorized
annual rate of return on investment (i.e., 8 percent of the
preservation equity), (2) pays the debt serv1ce on the federally
insured mortgage and any additional loan taken out to rehabilitate
the property, (3) meets the projected operating expenses, and (4)
establishes adequate cash reserves.

Subject to availability of funds, HUD is authorized to provide the
owner with a number of incentives to ensure that these outcomes
occur. Permissible 1ncent1ves include (1) increases in federal
Section 8 rental assistance,! (2) rent increases for current
tenants, (3) financing of capital improvements under other HUD
programs, and (4) access to project equity through an FHA-insured
loan. Qualified purchasers are eligible for similar incentives.
However, purchasers receive a larger percentage of the preservation
equity (up to 95 percent compared with up to 70 percent for owners
who extend the restrictions), and "priority purchasers" (i.e.
resident councils, state and local agencies, or nonprofit
organizations) are eligible for grants to help with the
acquisition.

The owners who accept the incentives must enter into binding
agreements with HUD to retain the affordability of the housing
throughout the property's remaining useful life. They must also
commit to adequately maintain and operate the property according to
HUD's standards, not to displace the current tenants except for
good cause, and to comply with certain rules governing future rent
increases.

STATUS QF PROJECTS IN THE PROGRAM

As of the beginning of fiscal year 1996, 3,691 projects consisting
of 472,854 housing units are or will be eligible to participate in
the preservation program. Of this total, the owners of 1,122
projects consisting of 126,529 units had filed a notice of intent
to extend the affordablllty restrictions or to sell the property to
a qualified purchaser.

As of September 30, 1995, HUD had approved the owners' plans of
action for 736 projects to continue preserving the properties for
low-income use. Nearly 69 percent of these projects (506 projects

‘Section 8 rental assistance is provided by HUD's Housing
Assistance Payments Program, authorized by the Housing and
Community Development Act of 1974.



containing 63,201 units) had completed the process, received
funding under the program, and agreed to extend the affordability
restrictions for the projects' remaining useful life or to sell the
property to a qualified purchaser.?

However, another 223 projects containing 26,521 units remained in
the queue awaiting funding. HUD estimates that more than $644
million will be needed to fund the incentives for the remaining 223
projects. Under current law, owners with approved plans of action
under LIHPRHA to sell may prepay their mortgages 6 months after the
plan of action is approved or 60 days after the start of the
subsequent fiscal year if federal funding for preservation
incentives is unavailable. Owners with approved plans of action
under LIHPRHA to extend the affordability restrictions may prepay
their mortgages 15 months after the plan of action is approved. Of
the 223 projects awaiting funding, HUD estimates that at least 127
could meet this criterion and be eligible to prepay their mortgages
in fiscal year 1996 if funding for the program is not provided.

CONCERNS ABOUT THE PRESERVATION PROGRAM

While housing industry officials believe that the preservation
program has generally been consistent with the legislation's goal
of preserving affordable housing, various parties, including both
HUD and HUD's OIG, have raised concerns about the program. HUD's
multifamily housing officials believe that the primary problem with
the existing program is that it creates a system under which
property owners are effectively precluded from prepaying their
mortgages and instead are given substantial incentives as
compensation for continuing to preserve their properties as low-
income housing.

While property owners are not specifically precluded from prepaying
their mortgages and terminating the affordablility restrictions,
the current program establishes limitations that significantly
restrict their ability to prepay. Specifically, the low-income
restrictions can be terminated through prepayment only if HUD finds
that the effects on existing tenants and the low-income housing
market would be minimal. As of October 1, 1995, HUD staff told us
that only five projects had been approved for prepayment. Some
owners have sued the government for, among other things, breach of
contract because the preservation laws placed restrictions on
mortgage prepayments that would have otherwise been unrestricted
after 20 years. On March 27, 1995, the United States Court of
Federal Claims ruled in favor of owners who brought suit on this

SAccording to a HUD multifamily official, there are 7 projects that
have been approved and for which funding is available that have not
yet completed processing.



issue and sent the case back to trial to determine damages with
respect to the breach of contract claim.®

While the program limits owners' ability to prepay their mortgages,
it provides substantial incentives to owners or purchasers to
preserve the properties as affordable housing. Since the program
was enacted, it has cost over $1.2 billion to preserve 63,201 units
in the 506 projects that have completed the process.’” This amount
represents an average cost of $19,152 per unit to preserve the
properties.

HUD, HUD's OIG, the House and Senate Committees on Appropriations,
and the National Alliance of HUD Tenants have all expressed
concerns about the cost of the preservation program. Among the
factors cited as contributing to the high cost of the program are
the following:

* The incentives provided to owners and purchasers are based on a
substantial portion of a project's preservation equity--up to 70
percent of equity for owners who agree to extend low-income
affordability restrictions and 95 percent of equity for
purchasers of properties who agree to preserve the affordable
housing. The National Alliance of HUD Tenants has argued that
these incentives are excessive since, in its view, (1) taxpayers
created most of the equity in the properties through housing
subsidies and insurance funded at taxpayers' expense and (2)
property owners had typically made large profits when the
properties were constructed.

* Compensation provided to owners for preserving their projects is
typically funded through increased rents, part of which are paid
by HUD through increased Section 8 rental assistance. According
to HUD's multifamily officials, using Section 8 subsidies to fund
incentives and requiring owners to preserve their property for
its remaining useful life has created an expensive, long-term
commitment to government funding. In addition, as HUD's OIG has
noted, HUD expends significant staff time and costs in processing
and monitoring the preservation program, as well as in overseeing
federal rental assistance contracts under Section 8 and FHA-
insured loans.

» Incentives are provided to some projects whose owners are, for
various reasons, unlikely to prepay their mortgages. This

fCienega Gardens v. the United States, 33 Fed. Cl. 196, United
States Court of Federal Claims.

'According to HUD's OIG's July 14, 1995, report, HUD's Multifamily

Preservation Program, the program's costs include Section 8 funding
for the initial 5-year contract period, but not for the remaining
terms of the mortgage.



concern is compounded by the fact that no minimum amount of
preservation equity is needed to participate in the program.

* The program has, in some cases, caused HUD to pay excessive
amounts toward repair of properties that have been approved for
preservation.

The housing industry officials that we contacted acknowledged that
there were concerns about the cost of the program but believed that
the program has basically been consistent with the legislation's
goal of preserving low-income properties.

In addition to expressing concern about the cost of the program,
HUD has also expressed the view that for several reasons the
preservation program is inconsistent with efforts to reinvent the
Department. First, the program continues to link long-term,
project-based assistance with HUD mortgage insurance which can
result in losses to HUD from loan defaults unless the project-based
assistance is continued. HUD believes this linkage is a
fundamental cause of the problems that currently affect the health
of a substantial portion of HUD's multifamily loan portfolio.
Second, the program promotes artificial, above-market rent
Structures as opposed to market-driven rents. Third, the program
imposes "complex bureaucratic requirements" on private owners,
residents, and state and local governments.

HUD's OIG has also expressed concern that under the program, the
tenants in projects that have been preserved are no longer mixed-
income but rather are predominantly subsidized under Section 8--a
situation that runs counter to HUD's philosophy that mixed-income
neighborhoods create healthier and more stable environments. Along
these lines, the OIG's July 14, 1995, report on the preservation
program found--based on an analysis of 296 projects approved as of
December 31, 1994--that the percentage of units receiving Section 8
assistance had increased from 32 percent-to 76 percent for title II
projects and from 45 percent to 87 percent for title VI projects.
Housing industry officials we contacted agreed that the program has
increased the number of housing units receiving Section 8
assistance, but believed that the program had not caused any
widespread change in tenant income profiles.

R_RE E PRESERVATI P RAM

Various parties have suggested revising the program to address the
concerns discussed above. Under one option, the current program
would be replaced with an approach that restores the owners'
unlimited right to prepay mortgages and uses capital grants and
loans in lieu of Section 8 subsidies to finance the preservation
incentives. Such an approach is included in HK.R. 2099, as approved
by the Senate Committee on Appropriations on September 13, 1995.
Two alternative options that HUD has examined are (1) restoring the
owners' right to prepay and repealing preservation incentives and
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(2) restoring the owners' right to prepay and continuing
preservation incentives, but on a more targeted basis and at a
reduced level. Under all three options, low-income residents
displaced as a result of prepayment would be provided some form of
assistance.

ital grants/loans

The capital grants/loans proposal, as specified in H.R. 2099, would
restore the owners' unlimited right to prepay their mortgages,
while providing owners (or purchasers) with a different set of
financial incentives if they choose instead to continue
affordability restrictions. The principal change in incentives
would be the addition of two new forms of incentives--capital loans
and grants, which would provide the owners with access to a portion
of the preservation equity and also directly cover the costs of
necessary rehabilitation. The incentives involving (1) increased
Section 8 rental assistance, (2) equity loans insured by HUD, and
(3) second mortgages for capital improvements would be eliminated.

The capital loans would be provided to owners who agree to extend
affordability restrictions. As with the current equity loans,
these loans could be for amounts up to 70 percent of the
preservation equity. However, no interest would be charged and
repayment would not start until the original mortgage was paid in
full. The owners of such projects would also be allowed an annual
return of 8 percent on the remaining 30 percent of equity in the
project. According to housing industry officials, this return
would be included in the project's operating budget, which is used
as a basis for determining the project's rents.®

If the owners elect to sell their property to a qualified
purchaser, the purchaser would be eligible for a capital grant in
an amount up to 100 percent of the preservation equity, or at their
option, a capital loan for the same amount. (Currently, purchasers
can get equity loans for up to 95 percent of preservation equity.)
Unlike the capital loans to owners who extend the affordability
restrictions, the loans to purchasers would carry interest at no
less than the going federal rate. Repayment, however, would be
deferred until the property was resold or refinanced, whichever
comes first (or until such later date as may be required to
maintain the affordability restrictions for the property's
remaining useful life). HUD would be permitted to provide the
capital loans in five annual installments, but, if it does so,
would have to pay the owner interest on the unpaid amount.
Qualified purchasers are also entitled to an 8-percent return on

f0fficials stated that rent increases resulting from the inclusion
of this return on equity would be offset to some degree by the fact
that some return on owner equity is already included in project
budgets.



the actual cash they invest in the projects from sources other than
the federal preservation assistance.

The capital grants/loans proposal also would establish minimum
equity amounts that an owner or purchaser would need to qualify for
the incentives. To qualify for incentives, owners would need a
preservation equity at least equal to the lesser of three amounts:
$500,000 per property, $5,000 per unit, or eight times the
appropriate HUD fair market rent for all the eligible units.

The proposal would also to some degree change the protection for
displaced tenants. HUD would no longer guarantee Section 8 rental
assistance to low-income tenants (i.e., those earning between 50
and 80 percent of the area's median income) but would continue the
guarantee for very-low-income tenants (i.e., those earning less
than 50 percent of the area's median income). HUD could, however,
provide Section 8 assistance to the low-income group if
appropriations were available. In lieu of a current requirement
that owners pay half of the displaced tenants' relocation expenses,
the capital loans/grants proposal would require HUD to pay
relocation expenses, up to $1,500 per family, for low-income
displaced tenants who are paying more than 30 percent of their
adjusted income for rent and utilities.

This proposal would eliminate requirements in the current law that,
in general, restrict increases in tenants' rent contributions to
levels that do not exceed 30 percent of tenants' adjusted income
and require that rent increases above certain levels be phased in.
It would also revise the existing law's requirement that to the
extent practicable new tenants in preservation projects be at the
same proportion of very-low, low, and moderate incomes as the
tenants who resided in the project when the project's plan of
action was approved or on January 1, 1987, (whichever results in
the greater proportion of very-low-income families). Instead,
maintaining the same income mix among tenants as on the date of the
plan of action would only be required to the extent that federal
assistance is available. Housing industry officials believe that
these changes in the program are needed to ensure the project's
viability since Section 8 assistance would no longer be used to
fund preservation incentives.

The proposal also makes a variety of other changes in the existing
program including (1) revising the maximum federal cost limits for
the program, (2) revising the definition of priority purchasers to
facilitate the use of low-income housing tax credits in connection
with the program, and (3) eliminating the requirement that excess
income received under the Section 236 program be remitted to HUD.

According to housing industry officials that we contacted, the
capital grants/loans program keeps those aspects of the current
preservation program that are working and adjusts various other
features to address concerns about the existing program. These
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officials believe that the capital grants/loans proposal would
improve the current preservation program in a number of respects.
These include the following: first, owners' unrestricted right to
prepay which was taken away under the current program would be
restored. Second, costs would be lower than they are under the
current program. Third, properties could be preserved without
additional Section 8 assistance, thus addressing the concern about
linking preservation incentives with Section 8 assistance.
Finally, a minimum level of preservation equity would be
established, thus addressing concerns that the current program
provides preservation incentives to property owners that are
unlikely to prepay in any case.

On the basis of our discussions with HUD and housing industry
officials and our review of reports by HUD's OIG and other
documents, there are also a number of concerns regarding the
capital grants/loans proposal. These include the following: (1)
the incentives provided to owners and purchasers under the capital
grants proposal may actually be higher than those in the current
program; (2) because owners would receive most of their equity up
front, their commitment to maintaining quality housing over the
life of the property is questionable, potentially necessitating
additional federal assistance in the future; (3) projects preserved
as affordable housing will remain in HUD's inventory of insured
properties, requiring continued HUD monitoring and exposing the
government to future costs in the event of loan default; (4) the
level of protection for tenants in projects whose owners prepay is
less than it is under the existing program; (5) even if a minimum
threshold of preservation equity is established for participants,
owners who are unlikely to prepay may continue to receive
preservation incentives; (6) because the appraisal process and
estimates of repair costs are subjective, guarding against
overestimated preservation values will still be difficult; (7)
changes in the affordability requirements could reduce some of the
public policy benefits of the current preservation program; (8)
elimination of the requirement that excess Section 236 income be
returned to HUD could lessen HUD's ability to use such funds to
assist needier projects; and (9) depending upon how the capital
grants/loans proposal is handled, there could be a variety of tax
implications for owners, and if applicable, purchasers.
Furthermore, as discussed in the next section, there are concerns
as to whether the capital grants proposal is less costly than other
options for revising the preservation program.

i Incentiv ' Provi nant-
Assistance
Under an alternative option that HUD has considered, the owners'
prepayment right would be restored but preservation incentives

would be eliminated. Owners would be allowed to prepay their
mortgages after 20 years, or they could continue to operate under
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the terms of their current mortgage. However, they would not
receive incentives for forgoing their right to prepay.

If the owners prepay, certain displaced tenants would be provided
with housing assistance. HUD has examined various options for
providing such assistance. For example, in addition to assisting
persons already receiving Section 8 assistance, options include (1)
providing tenant-based assistance to unassisted very-low-income
tenants, (2) providing tenant-based assistance to low- and very-low
income tenants not currently receiving assistance, or (3) providing
tenant-based assistance to very-low-income tenants and covering a
portion of low-income tenants' relocation costs.

HUD's multifamily officials believe that a "prepayment/tenant
protection" approach that focuses on allowing owners to prepay
while protecting tenants is consistent with the Department's
proposals to reinvent itself and restructure the multifamily
portfolio. These proposals include moving from project-based
housing assistance linked to properties to tenant-based assistance,
which the tenants take with them wherever they live. Two
advantages of tenant-based assistance cited by HUD are that such
assistance (1) can provide tenants with greater housing choice,
whereas with project-based assistance tenants lose their assistance
if they move from the assisted property, and (2) breaks the
interdependence between housing assistance and federal payments for
defaults on FHA-insured loans which HUD's management believes has
undermined the Department's ability to effectively manage the
multifamily portfolio. Allowing owners to prepay would also be
consistent with the view that rents in projects are better set by
the marketplace than through HUD's regulation. In this regard,
HUD's OIG has stated that returning projects eligible for
preservation to the discipline of the private sector will result in
projects that are better maintained and less costly to the federal
government.

In addition, this option could help the Department overcome the
lack of capacity to adequately manage the multifamily portfolio
that it has been trying to address for a number of years.® To the
extent that restoring the owners' prepayment right results in loans
leaving FHA's insured loan portfolio, oversight responsibilities
and potential federal liability for defaults of those loans would
be eliminated. '

JHUD has been unable to provide adequate oversight and management
of its existing multifamily loan inventory. See HUD Management:
FHA's Multifamily Loan Loss Reserves and Default Prevention Efforts
(GAO/RCED/AIMD-95-100, June 5, 1995) and HUD Management:; Greater
Quersight Needed of FHA's Nursing Home Insurance Program (GAO/RCED-
95-214, Aug. 25, 1995).
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A primary risk of or uncertainty about the prepayment/tenant
protection option centers on its impact on low-income tenants. For
example, HUD's OIG has reported that tenants believe that tenant-
based assistance will not prevent displacement of all the affected
families. There are also concerns that all the displaced low-
income residents may not be able to find alternate housing using
tenant-based assistance because (1) in some tight housing markets,
an adequate supply of alternate housing is not available and (2)
some property owners may not accept tenants with such assistance.
As a result, some displaced tenants may have to move out of some
communities to other areas to seek affordable housing. To help
mitigate such concerns, HUD is examining an option under which
elderly, disabled, and possibly family tenants living in properties
whose owners prepay, would be eligible to receive tenant-based
assistance at levels exceeding the normal maximum limits for such
assistance if the new rent for their unit exceeds such limits.

This approach is aimed at allowing such residents to continue to
remain in their units.

There are also concerns that eliminating preservation incentives
will result in the permanent loss of good-quality housing stock for
low- and moderate-income tenants. After prepayment, these
properties may be converted to other uses, such as condominiums, or
upgraded to serve middle- and upper-income families. However,
several housing industry officials told us that, if projects are
again allowed to prepay their mortgages, owners' access to
conventional refinancing could be contingent on a number of factors
surrounding the project, such as location and condition. Such
contingencies, depending on the degree they affect the projects'
value and the associated risk, could limit the number of projects
that could qualify for this type of financing.

Yet another issue is whether this option is more or less costly
than the capital grants/loans option. A recent analysis prepared
by HUD staff compared the costs of the capital grants proposal to
the costs of an alternative under which preservation incentives
would no longer be funded, owners would be allowed to prepay, and
tenants would be protected by receiving Section 8 assistance. The
analysis indicated that the prepayment/protection option would be
cheaper for the first 15 years but that capital grants would
subsequently be less costly.!® HUD staff also noted, however, that

YHUD's analysis compares the costs under the two options for
projects in its preservation pipeline, which includes about 150,000
units. HUD assumes that 75 percent of the owners would prepay if
preservation funding were discontinued and 20 percent of owners
would prepay if capital grants/loans were available. HUD assumed
that for projects whose owners prepay, Section 8 assistance would
be provided to those households that already receive Section 8
assistance as well as to very-low-income and low-income households
that are not currently receiving such assistance. HUD also assumed
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the two options are not directly comparable in that the level of
assistance provided to tenants differs under the two options--that
is, considerably more tenants receive Section 8 assistance under
the prepayment/protection option than under the capital
grants/loans option. Section 8 assistance limits tenants'
contribution to rent to 30 percent of the household's income, while
unassisted tenants may be required to pay more than 30 percent of
their income for rent under the capital grants/loans proposal.
Industry representatives told us that they had not seen HUD's
analysis but believe that the capital grants/loans option would be
less costly than the prepayment/protection option after a much
shorter period of time. We have not performed a detailed
assessment of HUD's analysis.

A _More Targeted Preservation Program

HUD's multifamily housing officials told us that another option
that HUD is currently considering is establishing a more-targeted,
scaled-down preservation program. As in the other two options, the
owners' unlimited right to prepay their mortgages would be
restored. While some incentives would be authorized for owners or
purchasers who wished to extend the affordability restrictions, the
incentives would be reduced and/or more targeted than under the
current program or the capital grants/loans proposal.

While the specific provisions of such a proposal are still being
formulated, HUD officials said that the following approaches are
being considered: (1) restoring owners unrestricted right to prepay
their mortgages, (2) using capital grants or loans in prlace of
existing preservation incentives but, perhaps, at lower levels than
those in the existing program and under the capital grants/loans
proposal, (3) targeting the program to emphasize selling the
properties to entities controlled by tenants and to public
agencies, and focusing on the projects whose owners are highly
likely to prepay and where local involvement and support are high,
and (4) limiting the amount of repair costs that HUD is responsible
for covering.

Under this option, tenants in projects whose owners prepay would
receive tenant-based assistance. The approaches for providing such
assistance are the same as those described for the second option.

Because this option is not fully formulated, it is difficult to
assess its benefits and costs. However, HUD's multifamily
officials believe that a highly targeted preservation program is
likely to be less costly than the capital grants/loans option and
would allow HUD to promote the preservation of selected properties

that under the prepayment/protection option, about 20 percent of
households would be provided with assistance at levels that exceed
the normal limits for such assistance.
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through sales of those projects. Potential concerns about this
option relate to (1) how HUD would target projects for preservation
and (2) whether the projects could be preserved at reduced
pPreservation incentive levels. In addition, to the extent that the
proposal would result in a significant number of Prepayments, many
of the same concerns that exist regarding the prepayment/tenant
protection option would apply.
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This concludes our statement. We hope that the information we have
provided will assist you and the other members of the Subcommittee

in your deliberations.
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