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Honorable 
President ox tha Senate 
WBthington, DC 20510 

Dear Mr. PrMidanti 

Z aa pleA»0d to tranamit proposed legislation to •tyenqthaa 
thA-I>eg*rt.iiioiijfe.'» ability to jpttnction negligent owner* afaHMiiTtad 
hojiolag. The leginenDnamondTTR^ 
the pe%»ore of a banJuruptcy court and the effect of lhe autonatic 
Btayi as they relate to certain Bultifanlly nortgagee or other 
loans i-neured by tha Departunta of Housing and Urban Development 
end Agriculture. 

Thie proposal would aeand eectlone 105 and 362 of the 
Bankruptey Coda. 9he azBendaanta to aection 362 wouKI aaanpt from 
the automatic etay proviBions of the Bankruptcy Code actlona 
takejp̂ ĤUDlaAdj&gylfiulturâ toî £H£oxacloaiur«-on oultifamily 
houaing projects vlth liens thatere~Tnsuz«dnor~l)0^^ 
Pagagaanat.. The anen^sents te sectton-tirS~woulil"Bial6e-claar that 
t1s$~~actions covered by the changes to section 362 are not subject 
to a bankruptey court's discretion to lasue atay orders. 

These changes would allow HUD co proceed in a tlaely saAner 
vith foreclosure actions and to take a l l nacessary and 
appropr iat.e in ter la measures to protect the property, the FHA 
insurance fund, or the residents of HUD-insured or HDD-assisted 
mulLlXanily houaing projects froa the potentially adverae iopact 
of mortgagor benXruptgies. 

As you know, one key priority of HUD over the lest few yeare 
has been to inprove the nanageatent of RUD'S multifanily housing 
inventory. Significant adBlnlstratlve steps have been token to 
ihcrease the use of existing EUD enforcsment tools and to develop 
new ones to eneure that the interests of the taxpayers, 
residents, and camunities are served well. During 1995 and 
1996, the Administration submitted legislatioa to strengthen 
enforcement powers, Including extending equity eklmlng 

Srohibitlons, expanding the use of c i v i l money penalties, and aprovlng the operation of HDD's Mortgagee Review Board. 

Thia initiative amending the Bankruptcy code was among those 
proposals aubnittad in 199S but vas not acted upon. Legislativa 
relief from the bankruptcy protections afforded to nultifaBlly 
project owners can make HDD's enforcement efforts more effectiiva 
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because filing a petition in bankruptcy u y well delay tha 
Imposition of sanctions. 

An explanation and justification accompanies this letter and 
nora fully sets out the contents of the b i l l . I request that the 
b i l l be referred to the appropriate committee and strongly urge 
1 ta early anaatment. 

This draft b i l l oould affaet diroct apending and receiptsf 
therefore, i t is subject to the pay-as-you-go requirsaents of the 
Omnibue Budget Raeoaoillation Aot of 1990. Vhe Office of 
ManageDent and Budget estimates that the bill's pay-as-you-go 
impact will be aero. 

The Office ef Managogaent and Budget advises that there is nu 
objection to the enactment of this legislation from the 
standpoint of the Adalniatration's prograa. 

Z am sending a aiallar letter to the Speaker of the House ot 
Repreaentativesr Newt Qingrich. 

' Sincerely Tours, 

Henry o. Cisnerwo 

Bnoleauro 
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A BZLL 

To amend pruvisiona of the BsnXruptcy COOe governing the powers 

of a bankruptcy court and the effect of automatic stays as 

they relate to certain mulcifomily liens insured or held by 

the secretary of Mousing and Urban Development or the 

secretary of Agriculture, and for other purposes. 

1 Be i t enacted bv the Senate and Houae of Rapregentstives of 

2 the Dnited ^̂ ft̂ mk of Anerica in Conaress aaaenbled. That 

3 seotion 105(b) of t i t l e 11 of the United States Code is emended 

4 to read as follows) 

5 "(b) Notwithstanding subssction (a) of this section, a 

6 court may noti 

7 "(1) appoint a receiver in a case under this 

8 title;'or 

9 "(2) Issus any orderi process, or judgment that 

10 operates as a stay of any of the acts excepted from 

11 automatic stay pursuant to section 362(b)(8).*. 

12 SBC. 2. section 362(b)(B) of title 11 of the United States 

13 Code is amended to read as follows: 

14 "(B}(A) under subsection (a) of this section, of any 

15 act by the Secretary of Housing and Urban Development or the 

16 Secretary of Agriculture included under subparagraph (B) 

17 relating to- property thati 

18 "'(1) includes fivs or more living units and that 

19 is subject to a lien insured or held by the Secretary 

20 of Housing and Urban Development, including a lien held 

21 in thê  name of the United States of America acting by 
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and through the Secretary of Housing and Urban 

DevelopBont; 

' ( i i ) includeti five or more living units and that 

is subject to a lien insured or held by the Secretary 

of Agriculture pursuant to title V of the Housing Act 

ot 1949; 

"(111) is subject to a lien insured or held 

by the Secretary of Housing and Urban Developownt 

pursuant to title X of the national Housing Act, as i t 

existed immediately before the effective date of the 

Department of Housing and Urban Development Reform Act 

of 1989; 

"(iv) is a hospital or nursing home and that is 

aubject to a lien insured or held by the Secretary of 

Housing and Urban Development; 

"(V) is a project for the elderly or persons with 

disabilities subject to a lien held by the Secretary of 

Housing and Urban Development under section 202 of the 

Rousing Act of 1959 or section 811 of the Cranston-

Gonzalez National Affordable Housing Act; or 

"(Vi) is subject to a lien under section 312 of 

the Rousing Act of 1964, as i t existed Imediately 

before October 1, 1991, except a lien on property or 

combinations of property with up to, and including, 

four living units, which property has no conrnierciel 

space.; 
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"(B) The acts of the Secretary of Housing and Urban 

DevelopaeoL or the Secretary of Agriculture referred to in 

subparagraph (A) include — 

'(1) the commencenentf continuation, or 

completion of any act or proceeding by either Secretary 

for obtaining and applying cash collateral; for 

obtaining possession pursuant to contract vlth the 

debtor or otherwise; for appointment of a receiver; for 

foreclosure of a mortgage or other lien; or for sale 

and conveyance of title to real or personal property; 

or 

"(ii) any other act to protect the financial 

position or interest of either Secretary, which act is 

outhoriied under any applicable contract, regulatory 

Agreement, regulation, or statute.*. 
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DBPAKi-MISHT OF HOUSING AND UKUOM DKYKLOPHBHT 

MXjnMuaioa AND jusTirzcariaN 

A BILL IfKOViUiHG rUK THI 
BZBXPTtOH or RUD AHD ASRICULTDRB MPLTlPAIfrLT LQMI 

rOBSCLOSOMBS AND RBLAXBD ACTlOtfS JTHOH TUB BaHKRDTTCT CODB 

This b i l l would amend sections 103 and 362 ot tne Bankruptcy 
Code (Title 11 of the United States Code, as recodified by the 
Bankruptcy Reform Act of 1978 (Pub. L. 9S-598; 92 Stat. 2549)). 
The changes to section 362 would exempt from the automatic stay 
provisions of the Bankruptcy Code those acts taken by the 
Secretary of HUD or Agriculture toward foreclosure (including 
acts to obtain possession or for the appointment of a receiver) 
on multifamily projects with liens that are insured or held by 
the Secretary of RUD, or by the Secretary of Agriculture pursuant 
to Title V of the Housing Act of 1949. Other acts to protect the 
financial position or Interest of the Secretaries in banlcruptcy 
situations relating to these projects %rould also be excluded from 
the automatic stay where a right (for example, to offset funding 
othervise due td a debtor) is provided for under contrect, 
regulatory agreeiment< regulation, or statute. The amendments to 
section 105 would make clear that the acts covered by these 
changes to section 362 are not subject to a banScruptcy court's 
discretion tn If̂ aue stay nrders. 

This proposal requests restoration of the HUD position under 
sections 663 end 917 of the old Title 11 (repealed in 1978), 
which provided relief from the automatic stay for- aultifaoLily 
projects insured under the National Housing Act. A Court of 
Appeals decision extended these provisions te KQD-held atozrtgages. 
In addition to this restoration, the proposal would accord relief 
from the autematie stay fer projects under the seotion 313 
rehabilitation loan multifamily program under section 312 of the 
Housing Aet of 1964, as i t esisted isoBediately before October 1, 
1991 (since section 269 of the Cranston-Gonsales National 
Affordable Housing Aet repealed the Seotion 313 program as of 
such date); for land development projects under Title Z of the 
national Housing Aot, i t existed immediately before the 
effective date of the 'Department of Housing and Urban 
Development Reform Ast of 1989" (since seotion 133 of the Roform 
Act repealed Title X); for multifamily projects under section 202 
of the Housing Aot of 1959 or aeetien 811 ef tho Craneton-
Oonzalea National Affordable Rousing Act; for hospitals and 
nursing homes under sections 242 and 232 of tho national Houoing 
Act; and for any other projects with mortgages held or insured by 
KUD under existing or now-dormant programs. Xt would alao aooord 
such relief for the Secretary of Agriculture under the 
multifamily program o£ the Rural Housing and Ceamiunity 
Development Service (formerly, the Farmers Home Adminiatration 
(RnHA)) in the Department of Agriculture. 
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Section 362(a) of the current Bankruptcy Code states the 
general rule that once e bankruptcy petition has been filed, 
there i s en automatic stay Imposed on the commencement or 
continuation of judicial, administrative, or other proceedings 
against a debtor. Section 362(b)(8) provides a narrow exception 
to the eutomatlc stay rule, permitting the Secretary of HUD to 
commence foreolosure on a mortgage or deed of trust which Is 
Insured or was formerly insured under the National Housing Act, 
is held by the Secretary, and covers property or coobinations of 
property consisting of five or more living units. This exception 
also leaves open the question of whet constitutes 'commencsownt" 
in a nonjudicial: foreclosure since an "action* in the sense 
contemplated in section 362(bwe) Is not taken. The 
section 362(b)(8) exception, however, is considerably more 
restrictive than the analogous provision under the old Ban)cruptcy 
Act, and is too narrov to be fully effective in the protect inn of 
the FHA Insurance fund and the tenants of HUD-insured or HUD-
assisted multifamily housing projects from the potentially 
adverse Impact of mortgagor ban)craptcle6. An expansion in the 
terms of the exception would be desirable for the following 
reasons. 

The great majority of mortgagor-participants in HUD-insured 
Ar HUD-assisted multifamily housing projects are limitod 
partnerehlps formed for the purpose of providing investor tax 
shelters. Defaults on mortgage obligations frequently reflect 
the financial Incapacity of the mortgagor properly to manage and 
maintain tho ineurod property. Defaults often lead to 
foreclosure. If the mortgagor declares bankruptcy, however, this 
will delay the foreclosure. Once in bankruptcy, the delinquent 
mortgagor has the positive tax advantage of continuing to take 
depreciation deductions, as well aa other permissible deduutiunif 
under the accrual method, sometimes without making mortgage 
paymente. Under,current law, HUD ean commence forecloauxe 
proeeedinger but cannot prosecute them further. Moreover, in 
suck situations,' Htm may be stayed from proUttCLiug the Federal 
financial interests by talcing such actions as off-setting vith 
funds otherwise due e debtor. Prosecution oi a ioriaclusure and 
other actions are thus delayed by the bankruptcy, to the 
detriment of the j Federal government's financial InLwresta and to 
the potential disadvantage of tenants — many of them low- and 
moderate-income persons — stemming from the phyeiual 
deterioration of the affected projects. 

To remedy this situation, the proposal vould expand the 
existing exception to the automatic stay provisions in t%ra 
respects. First, since the existing exception applies only to 
the eommBTictfiaBept) of a foreclosure action, the automatic atay 
s t i l l applies to any other step in the prosecution of a 
foreolosure, once commenced, and owners end their liivuHturs 
continue to enjoy the tax advantages until the automatic stay is 
lifted and tho govemmsnt's foreclosure action ia completed. 
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Therefore, the proposal would permit prosecution of further 
steps, through the completion of foreclosure. 

Second/ because only the commencement of foreclosure actions 
is now exempt from the automatic atay provisions, actions to 
obtain poseeseion as a mortgagee In possession or for the 
appointaent of a reeaiver, or otherviae to protect the Federal 
financial Interest, oannot usually be obtained on a timely basis. 
Pending a determination of whether foreclosure is necessary, i t 
is highly desirable for the HUD Secretary to have these options, 
both for the protection of tbe FHA Insurance funds and to protect 
tenants by assuring continued, satisfactory management and 
operation of multifamily housing projects in default. In this 
regard, the longer a property is tied UP in bankruptey. the mp̂ g 
Physical deterioration is likely and the greater is the need for 
i-ntemedtate yftngfiigg- such as receivership. Moreover, the 
longer the benkruptcy proceedings last, the more sharply reduced 
the proceeds of sale are likely to be, whan finally pArmltted 
after foreclosure. (This problem Is particularly serious for 

Jropertiea with section 312 rehsblHtation loans, since these 
oans typically have a junior position among the liens on the 
property.) 

In addition; the proposal would amond seetion 105 of the 
Bankruptcy Code,^to prevent a bankruptcy court from invoking its 
other dii^fr^^igpiayy powers in a way that would frustrate the 
purposes of expanding the exemption from the automatic stay in 
soetiOA 3S3. The oentrsl ooneern is that unless eection 105 ia 
amezkded, section 362(b)(8) (even as amended under the proposal) 
would not neceeearily protect the Seeretaries of HUD and 
Agriculture, since a bankruptcy court could make Injunctive or 
other equitable relief available to mortgagors in the exerciae ol 
its discretion under section 105. The benefits of the proposed 
exception to the automatic stay in section 363(b)(8) could thus 
be negated, i f the bankruptcy court is free to exercise its power 
under seetion 105 > Accordingly, the amendment to section 105 
would prevent imposition of a dlBcretipnagy stay on HUD and 
Agriculture in eituations where, under , the amendments proposed k-c 
section 362(b)(8), an automatic stay may not be Imposed. 

i 

As noted above, this proposal %fould also expand the current 
exception i n e further raspoct — by extending tha coverage Ltiet 
would be afforded to HUD's National Housing Act multifamily 
programa te hospital and nursing home programs under sections 342 
and 233, respectively, of the National Bousing Aet; to I3nd 
Development proorams under Title S of the National Moueing Act 
(aa i t existed immediately before the effective date of the 
DapartBtent of Housing and Urban Development Reform Act of 1989); 
to the Section 312 Hultifamily Rehabilitation Loan program under 
seetion 312 of the tiousing Act of 1964 (as i t existed immediately 
before October I', 1991); to projects under section 202 of the 
Housing Act cf 1959 or section B i l of the Cranston-Oonsales 
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National Affordable Housing Actf and LO Any other projects with 
mortgages held or insured by HUD under existing or now-dormant 
programs; and to the DeparLmenL of Agriuulture's Multifamily 
Rural Bousing program. Thus, for these additional programs as 
well, the proposed amendmentti would ensure that the Secretaries 
of BUD and Agriculture have adeouate and timely recourse against 
defaulting mortgagors, and would permit auts uhurt of foreclosure 
(such as the secretary of HDD or the Secretary of Agriculture 
taking poseession or seeking appointment of a receiver). There 
seems to be no relevant basis upon which these additional 
programs Bhould be dietinguished from the National Housing Act 
multifamily progroms for Bankruptcy Code purposes. 

One technical item deserves mention. Under existing 
section 105, a banlcruptcy court may not appoint a receiver, and 
that prohibition; is carried into the proposed revision. 
Nonetheless, thelproposal would permit tne Secretary of HUD or 
Agriculture to appoint a receiver for the specifio property 
Involved. These provisions are not contradictory because of 
differences in who may appoint the receiver and the jurisdiction 
that the receiver may have, such as supervision of an affected 
property versus the estate of a bankrupt. 



E X E C U T I V E O F F I C E 0 F T H E P R E S I D E N T 

26-Jun-1996 12:39pm 

TO: 

FROM: 

Molly Brostrom 

Francis S. Redburn 
Office of Mgmt and Budget, HTF 

SUBJECT; RE: House approps 

The two sections you c i t e were dropped l a s t night through passage 
of a f l o o r amendment offered by Lazio. He objected because t h i s 
was authorizing language. 

They are (or were) actually a f a i r l y complete version of p o r t f o l i o 
reengineering, which FHA provided technical d r a f t i n g assistance to 
the appropriations committee. However, the language would have 
affected only high-cost projects with Section 8 assistance 
contracts expiring i n 1997. 

They did not apply to seniors i n p a r t i c u l a r . As you know, i n both 
l a s t year's proposal and t h i s year's -- and i n the language that 
was stripped l a s t night -- seniors (and other s i t t i n g tenants) 
would not have been required to move or pay higher rents. 

Call me i f you want more explanation. 

Has Bruce talked to Jeremy yet? 
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PRCVIDUSLV CISAJREO ("ihL, 

HL'D POSITION PAPER: PORTFOLIO REENGINEERING 

EXECUTIVE SUMMARY 

Over the next seven year,<;, subsidies will expire on nearly 800,000 units in apartment 
buildings that receive Section 8 rental assistance and have mongages'insured by the Federal 
Housing Administration. Budget resources do not exist to renew these contracts at their current 
subsidy level. If conlracls are nol renewed, hundreds of thousands of low-income families will 
be adversely affecled in many communities, and the federal govemment will be forced to pay 
insurance claims on up to $18 billion of privately-held mortgages. 

Even if sufficient resources were available, siruciural problems in the Seclion 8 program 
have reached critical proportions. Based on a statistically valid sample of the portfolio 
reengineering universe, 64.5 percent ofthese units -- approximately 510,000 units -- have HUD-
paid rents higher than market-rale renis for comparable unils -- in some cases substantially 
higher. At the same time, many assisted properties particularly tho.se financed under older 
programs -• are in poor pliysical condition. Eighty-six percent ofthese "Older Assisted" 
properties have deferred maintenance and capital needs greater than $5,000 per unit. 

In 1995 and early 1996, the Administration, in many coses working with Congress, took 
important interim actions to begin addressing this crisis. In May 1995, HUD put forward an 
historic initiative to reform Section 8 project-based assistance. Since then, the Department ha.s 
conducted a broad outreach effort involving all of the constituencies that would be affected by 
changes in the program. These discussions, which arc continuing, have led HUD to modif)' the 
initiative -- now known as "portfolio reengineering." As an interim measure, Congress agreed lo 
extend Seclion 8 conlracls that were expiring in 1996 for one additional year. WTiile this action 
provides affected slalccholdcrs more time to resolve the problem, Congress has made il clear that 
the status quo cannot continue. 

HUD's approach to portfolio reengineering includes the following guidelines; 

• Focu5 on higher-risk properties 
e Act proactively and efficiently 
• Protect residents and communities 
• Recognize the diversity of the portfolio and owners 

For 1996-1997, the portfolio reengineering initiative will focus on properties with rents over 
market. For properties v-iih Section 8-subsidized rents below market, the Department is continuing 
to review wilh the various stakeholders approaches to solving the capital needs ofthese properties 
and expiring contracts. 

April 9, 1996 
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Under HUD's proposal, local and state govemmenLs would be involved in deciding whether 
future assistance on these properties comes in the form of tenant-based assistance or continues lo be 
linked to the property - depending on what is in the best interest of their communities. If continued, 
project-based subsidies would be at market rental rates. Residents in properties which do not 
continue as project-based would receive housing certificates, which they could use to remain in their 
curreni units or to rent housing of their choice elsewhere. For properties tliat would not be fmancially 
viable without federal subsidies at current levels, HUD would assist in wilting down the property's 
debt lo a level thai can be supported by market renls. 

HUD's preferred approach is to restructure the financing on properties and provide for 
rehabilitation before Scciion 8 contracts expire. This would mal:c it easier for responsible outers 
to remain in place and would protect against property disinvestment. HUD would undertake this 
proactive reengineering by entering into partnerships with third-party entities thai are experienced 
in restrucruring real estate and sensitive to public policy goals. The third-party entities would operate 
under carefully csL^blishcd HUD guidelines and would help properties make the transition lo market 
on a property-by-property basis. HUD lacks the capacity to respond to the need? of each property 
individuallv. 

April 9. 1996 
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BACKGROUISD 

Over the next seven years, subsidies will expire on nearly 800,000 unils in apartment 
buildings that receive Seclion 8 rental assistance and have their mortgages insured by the Federal 
Housing Administration. (More than 500,000 unils expire in the next four years alone.) The cost 
of renewing these Section 8 conlracls al their curreni levels is far greater than can be supported 
wiihin curreni fiscal constraints. If the contracts arc not renewed, however, hundreds of thousands 
of low-income families will be adversely affected, and the federal government will pay insurance 
claims on upwards of $18 billion of privatcly-held mortgages. 

Even if sufficient budgetar,' resources were available to maintain the current system, 
structural Haws in the program that created the problem would remain. HUD is botli the mortgage 
insurer and the subsidy provider for these apartment buildings. This overlap has resulted in the 
federal government averting claims against the FHA insurance fund only by supporting a subsidy 
and regulatory structure that has masked the true markci value of the properties. 

This system has also created many circumstances in which owners view HUD-ajid not 
residenls--a5 the true "customer." As a result, many federally assisted properties do not provide the 
kinds of ser̂ ices or amenities that non-federally assisted buildings-charging the same or higher 
rents-provide to their residents. Historically, Congress and previous administrations have treated 
the symptoms but not addressed the underlying flaws in this program. 

The Section S program was enacted during the Nixon Administration to stimulate production 
of aflbrdable rental housing. In exchange for housing lower-income residenls, the program provided 
federal assistance to properties for a designated number of years, sel forth in coritracts between HUD 
and the apartment owner. The contracts typically ran for 20 years. Today 20 years later'--•a large 
wave of Section 8 contracts has begun lo expire. In recent years, Congress has tended lo renew mosl 
expiring contracts for shorter and shorter tenns. The expiration wave is building - including 
contracts on more than 200,000 unils in FY 1997. 

Section 8 properties divide generally into two categories: "Older Assisted" and "Newer 
Assisted." 

The Older Assisted properties were mainly constructed beginning in the lalc 1960s under a 
variety of mortgage subsidy progranis, including Seclion 236 and Seclion 221(d)(3). TViese programs 
enabled owners lo finance their properties at below-market interest rates (BMIR). Seclion 8 
assistance - in the form of Loan Management Sel Aside (LMSA) conU-acts -- was added later to 
these units, beginning in the mid-1970s, to help defray operating costs which had begun to rise 
sharply in response to inflation and soaring energy prices. 

A second group of Section 8 properties -- Newer Assisted -- was built after 1974. These 

April 9. 1996 
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properties received federal subsidies based on sel formulas with automatic annual adjustments. The 
formulas tended to be relatively generous to encourage production. 

Unfortunately, the Section 8 support system today is breaking dov̂ -n. Almosi (wo-lhirds of 
the FHA-insured Section 8 properties now receive federal subsidies above market levels. In many 
cases, the subsidies are well above the rents charged for comparable non-subsidized units in the same 
neighborhood. This not only drains scarce federal housing resources; it also weakens public support 
for assisted housing programs across the board. About 90 percent of the Newer Assisted properties 
are subsidized al renls above the market rale. 

Over-subsidization is not the only problem. Ajiother large group of Section 8 properties --
mainly in the Older Assisted group -- is under-subsidized and consequently has limited ability to 
make necessary physical repairs and to deal v,iih deferred maintenance needs. A substantial portion 
ofthese properties is in distressed condition. No maner how badly these buildings deteriorate, 
however, most tenants cannot move because they would lose their rental assistance since the renlai 
assistance provided is tied to the building, not to the tenant. 

THE ADMINISTR-ATION'S APPROACH 

To grapple wilh this problem, HUD started planning in late 1994 lo re-engineer lhis portion 
of its multifamily portfolio. Among its guiding principles, HUD seeks to insure lo the maximum 
extent possible (a) protection of residents from displacement or rent increase, (b) stability in the 
neighborhood? in which these apartment buildings are located, and (c) protection for the legal righis 
of apartment ov.Tiers. .Ml ofthese objectives must be balanced wiihin the serious budgel constraints 
and reduced persor̂ nel capacity of HUD. 

Portfolio Reengineering: Properties Included 

To be included in lhe portfolio reengineering initiative, a project must receive Seclion 8 
project-based assistance and lia'-'c an FHA-insured mortgage. Such properties are included because: 

1) If Section 8 project-based subsidies on these properties are cul back, many owners will not 
have sufficient revenues to pay their operating costs and mortgage payments. They will 
default on their FliA-insured mortgages, and the federal government will be forced lo pay 
billions of dollars in mortgage claims. 

2) The presence of FHA mortgage insurance on these properties provides HUD a vehicle to 
help restrucrure the project's debt to a level that can be supported by market-rate subsidies. 

April 9, 1996 
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Properties included 
beginning in 1996-1997 

Properties under review for 
inclusion after 1996-1997 

Properties not included in 
Portfolio Reengineering 

Properties wiih Rents Above Properties wiih Rents Below Seclion 236 w/o LMSA 
Market Market 

Scciion 221(d)(3) BMIR w/o 
LMSA 

Seclion 8 Mod Rehab 

Seclion 202/811 

Any Section 8 property iml 
FHA insured 

UT-iile properties that receive project-based assistance but are not FHA-insured are 
excluded from the portfolio reengineering initiative, they will be affecled if their Seclion 8 
assistance contracts are not renewed at current levels. 

Opei atioiial constraints on properties nol administered by HUD's Office of Housing have 
led to the exclusion of the Section 8 Moderate Rehabilitation properties - even though they are 
both FH.A-insured and receive project-based assistance. These properties may be handled in later 
phases of reengineering. 

No Section 202 properties are included in the portfolio reengineering proposal. This 
uninsured portfolio is unique, with budgetary' ramifications outside of the Department. These 
properties will continue to be assisted under the current system. 

For 1996-1997, the portfolio reengineering initiative will prioritize properties with rents 
over market. For properties with Section 8-5ubsidized rents below market, the Departmeni is 
continuing to review with the various stakeholders approaches lo solving the capital needs of 
these properties and expiring contracts. 

April 9. 1996 
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Portfolio Reengineering: How It Works 

When they expire, Seclion 8 assistance contracts belueen HUD and project owners will 
not, as in the past, be automatically renewed at their curreni levels or in their current form. Local 
and state governments will be involved in deciding whether future assistance on these properties 
comes in lhe form of tenant-based assistance or continues to be linked to the property --
depending on what is in the best interest of their communities. For properties that would nol be 
financially viable without rent subsidies at cunent levels, FHA would facilitate the replacement 
of the existing FHA-insured mortgage with a smaller mortgage thai can be supported by the 
project at market-rate rent levels. Upon restructuring, the FHA mortgage would be extinguished. 
Property owners could apply for FH'^ insurance on the new loan, wiiich could then be properly 
underwTitten given cunent conditions, and scored for credit subsidy purposes. 

Key Components 

After extensive discussions wiih affected constiiuencies--residcnts, property owners, 
lenders, community groups, local and st.iic governments--HUD is proposing to re-engineer the 
way it supports ihi.̂  part of its muhifamily portfolio by changing the relationship between HUD-
provided subsidies and FHA-insured debt, HUD's approach to portfolio reengineering includes 
the following components: 

Focus on Hifher-Risk Properties: 

• For 1996-1997, Ht'D will prioritize properties with rents over market. 

• For properties with Scciion 8-subsidized renls below market, HUD will continue to 
discuss in 1996 with various stakeholders approaches to sohing the severe capital heeds 
of these properties and expiring Seclion 8 conlracls. However, HUD notes that the bulk 
of Ihc properties with rents below market have Section 8 conlracls that are among the first 
wave of expirations in 1996-1999. Many of these buildings are in poor condition or have 
significant amounts of deferred mainienance. leaving their residenls to live in inadequate 
conditions and creating problems for surrounding neighborhoods. The needs ofthese 
apartment buildings and the families who live in them cannot be forgotten, but must also 
be addressed by future legislative action. 

Act Proaciivelv and ElTicientlv: 

• Seclion 8 contracts on over-subsidized properties would not be renewed at current rents 
but would be reduced to market levels. To convert to market-based renls, however, FHA 
must also simultaneously reduce the underlying mortgages to levels sustainable at the 
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new rent levels. Mortgages can be refinanced at lower levels because FHA insures the 
mortgages and can pay claims to existing lenders for the required reduction in mortgages. 

• HUD does not have the current suff to devoie to handling thousands of individual 
iransaciions, any approach to portfolio reengineering must use third parties. HUD 
proposes lo use third parties to workout, restrucmre, and resolve mortgages subsidized by 
Section 8 contracts before the Section.8 contracts expire. HUD would strongly prefer-as 
would ov>7iers, residenls, lenders, and communiiies--thai mortgages be resolved in 
advance of contract expirations, thus preventing defaults. These third parties would 
receive strict guidance and oversight from HUD about the public purposes that must be 
achieved in the process of restructuring, including protecting residents and communities, 
and ensuring that properties v.ill be'financially viable post-restructuring, More detail 
about lhis approach follows. 

Protect Residents and Communities: 

• Local and slate govemmenls should be involved in deciding the form of renlai assistance 
provided lo a property post-re?lructuring--whether the assistance is project-based or 
tenant based--depending upon what is in the best interests of their communities. If 
continued, however, project-based assistance would have to be at market rental rales, and 
the deliberate over-subsidizaiion would stop. 

• Residenls ofthese buildings musl be protected from displacement to the greatest extent 
possible. HUD is proposing that existing residents, if they receive tenanl-bascd 
assistance, v.'ould receive "enhanced vouchers" thai would pay the difterence between 30 
percent of their income and the market rent established for the buildings in which they 
live--even if it exceeds fair market rent, so long a? il meeis the rent reasonableness 
requirements of the local PH.A. 

e In addition, many unassisted, low-income households living in projects that would be 
included in portfolio reengineering currently receive an indirect subsidy through low 
project-based renls. Income-eligible residenls who are currenlly living in a unit without 
Section 8 assistance also would be entitled to rent subsidies if their rents increased above 
30 percent of income as a result of resirucnjring and the local govemment chose not to 
continue project-based subsidies. 

Recognize lhe Diversitv of the Portfolio and 0\̂ -ners: 

• Any solution designed lo address the expiration of Section 8 conlracls and reduced 
budgetar>' resources for housing must recognize that a single solution will not work for 
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/"' t: 

lhe different types of properties and communities affected by portfolio reengineering. 

• The properties affected by portfolio reengineering divide generally inlo three basic 
groups: 1) properties that could operate on a solid financial basis al market-rate rents; 2) 
properties that could nol operate on market-rate renls and would require mortgage 
restructuring; and 3) properties that at market rents could nol pay operating expenses, 
even if FHA completely \̂ Tote off all mortgage debt. The -small segment of the portfolio 
in category 3 will require special handling, including a change in unit mix or ownership, 
additional financial assistance provided by local govemments, or even partial or complete 
demolition, 

• The Uix consequences of portfolio reengineering on ov,Ticrs could be a barrier to proactive 
resolution. The Administration is willing to discuss v-iih Congress mechanisms to take 
accouni of tax consequences related to debt forgiveness for property owners who enter 
inlo restructuring agreements v îth HUD. 

• Forceful action should be taken against bad owners and managers, they should not benefit 
in any way from portfolio reengineering. 

PROACTIVE RESOLUTION OF THE SECTION 8 PORTFOLIO USING THIRD 
PARTY PARTNERS 

Initially, HUD envisioned that it would restructure each of the mortgages on FHA-insured 
and Seciion-8-subsidized properties individually, but operational constraints at the Depanment 
made such an approach unworkable. HUD then considered relying on_mortgagc salesloresolve.— 
the Seclion 8 portfolio. But it soon became clear that mortgage sales also would nol be 
appropriate because owners would have to default before restructuring could occur - something 
the Departmeni does not want to occur. 

After much input, HUD decided that the optimal approach for tenajits, communities, Seclion 
8 owners and Uixpayers would be lo use third-party entities lo resolve Seclion 8 mortgages — 
and to have them do so before contracts expire. Such an approach is preferable because: 

e The capacity to act before mortgage defaults will speed property transitions to market 
and greatly reduce the likelihood of property disinvestment and physical decline. 
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The third-party entities will have the specific capacities required to devote individual 
atieniion lo each mortgage and underlying property, engaging the expertise needed to 
foster financial integrity, strong management and solutions tailored to community 
needs. 

Responsible owners will be able lo retain ownership interests in their properties — 
rather than be forced to default when their Section 8 contracts expire and cannot be 
renewed al current levels. 

From a financial standpoint, the ability to act before contracts expire will maximize 
the value of the Seclion 8 portfolio, ensure the widest possible opportunities and 
options circ available for restructuring the mortgages, and minimize the polenlia! for 
foreclosures and FHA insurance claims. 

Through a trust structure with the third-party entiiies, the Department will be able to 
take the proceeds resulting from mortgage restructurings and dispositions and apply 
them to fujid rehabilitation of dilapidated properties, 

Abnist structure permits long-term tenant and community protections to be imbedded 
in any resolution through instructions to third-party entiiies. 

Proactive Resoiulion by Third Parlies: How It Work.s 

HUD sfer the economic liability for a designated portion of the FHA-insured 
mortgages in its Seclion 8 portfolio to competitively selected third-party entities. The entities 
could be teams composed of local and stale government entities (including HFAs), nonprofits, 
asset managers, and capital partners. They could be pre-qualified lo ensure they had sufficient 
expertise in the nwnagement and disposition of HUD mortgages and properties. 

After completing due diligence on the underlying properties, the third-party entities would 
negotiate with lenders and owners and conduct workouts, debt restructuring, mortgage sales or 
other resolution altematives. All Section 8 contract obligations and rights would be honored, and 
the third-party entities would also be required lo satisfy' specific public-policy objectives — such 
as the protection of tenants and communilies and the rehabilitation of distressed properties to lhe 
extent feasible, 

HUD and the third-party entities would share in proceeds generated by such mortgage 
resolutions ihrough the esiablishmient of a trust structure. The use of a trust structure, under 
which HUD retains an ongoing passive interest, would also ensure that FTUD's private partners 
are nol given a "windfall" in restructuring the Section 8 portfolio. The third-party entities would 
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be required to pledge significant capital to participate in this program. This will ensure they have 
sufficient incentives to maximize profits and minimize costs. 

HUD anticipates using multiple third party entities, depending on the characteristics of the 
Scciion 8 mortgages and properties invoh'ed. The entities would generally include: 

• Stale housing finance agencies - to provide a source of financing for restructured 
mortgages, to help monitor implementation of the public purpose objectives, to 
service and O%\TI mortgages and to help value properties. 

• Local government entiiies - lo accept donated mortgages and properties, to help 
monitor implementation of lhe public purpose objectives, to purchase certain types of 
mortgages and properties, and lo help value properties. 

• Traditional asset management firms - to workout, restructure and dispose of 
mortgages, 

• Capital partners - to provide equity funds. 

• Asset servicers - to scnicc the performing mortgages, 

• Primary and secondars market lenders - lo provide underwriting serv ices for 
restructured mortgages and a facility for rehabilitation loans. 

• Nonprofit organizations and intermediaries - to accept donated mortgages and 
properties, to help monitor implementation of the public purpose objectives, lo 
purchase certain properties, and to provide technical expertise. 

Why Independent Third-Party Entities Art Preferable 

In proposing this structure, HUD has also considered other approaches involving third parties 
to resolve Seclion 8 mortgages. These have included suggestions to use contractors or a 
Resolution Trust Corporation-lypc entity. HUD believes the third-part)' entities described above, 
particularly in certain markets, are better than other alternatives. 

HVD Coniruciurs \Vh\k contractors could be engaged directly by HUD lo perform many of the 
functions required, il will be difficult, if not impossible, to structure sufficiently sirong and clear 
incentives to achieve maxinium results using this approach. In its experience, the RTC found it 
difficult to delegate asset management and disposition decisions to conL-aclors, 

State Housing Finance Agencies. HUD wants HFAs to participate as a member oftiie third party 
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entity teams, but. in mosl markets, HFAs alone could not handle the thousands of properties that 
will be affecled by portfolio reengineering. The state HFAs, given their other considerable 
responsibilities, do not have the abilitv' to undertake thousands of complex mortgage resolutions 
with multiple property owners and lenders. In addition, HFAs would in many cases be unwilling 
to take on the kinds of financial risks associated v,ith these transactions by themselves, because 
HFAs ser. e a variety of public purposes, including protecting the fiduciar>' interests of their state 
govemments and taxpayers. 

An RTC-type enlity. It w ôuld be a mistake to delegate responsibility for restructuring this 
portfolio to a "resolution" agency, even one wilh substantial experience at asset management and 
disposition. The regulations and laws goveming Section 8 programs are complex and intricate, 
and require a level of expertise far beyond standard asset management. This resolution must 
occur consistent with HUD's underlying programmatic goals, including the protection of tenants 
and communities. "Resolution" agencies arc not charged uith or experienced with these 
important responsibilities. In addition, in this era of govemmeni dou-nsizing, the creation of a 
new resolution entity thai requires ils own staff, budgets, and resources would not be a prudent 
use of scarce budgetary' resources, 

CONSEQUENCES OF NOT ACTING 

The consequences of nol acting are severe. .As Seclion 8 contracts expire, Congress could 
choose to renew ihcm for one-year terms, but would be unlikely, given the budget constraints, to 
renew them for multiple one-year terms al above-market rents. As a result, owners could be 
expected to default in large numbers on their FHA-insured mortgages, producing massive losses 
for the FHA Fund and hurting communities and residents that rely on these affordable housing 
resources. Or, if Congress continued to renew expiring Seclion 8 contracts al current, over-
subsidized rents, these renewals would consume the vasi majority of HUD funding in a few 
years. Only a small portion of the HUD budget would remain for all of the other housing and 
community developmenl needs addressed by HUD. 

BUDGET AND SCORING IMPLICATIONS OF PORTFOLIO REENGINEERING 

Portfolio reengineering affects spending in both discretionar\' (Scciion 8 rent subsidies) and 
mandator)' (FHA claims and related expenses) categories of the Federal Budgel, The total 
financial impact of the proposal can be examined from either a programmatic perspective (total 
cost to govemment), or from a Budget Enforcement Act (BEA) scoring perspective (scoreable 
impact of legislation). 

From the programmatic perspective, portfolio re-engineering is cheaper than maintaining the 
status quo. Compared to current law, which limits renewal of rent subsidies to no greater than 
120 percent of fair market rents, the proposal saves S4.4 billion on a present value basis over 25 
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years. These savings are a result of both lower renl subsidies and lower claims payments. 

From lhe BRA perspective, the effect of portfolio reengineering legislation would be scored 
under "pay-as-you-go" (PAYGO) procedures for only its effects on mandator)- spending. The 
baseline (spending under cunent law) must be used for comparison. The cunent FHA baseline 
assumes a higher level of claims than in the past, refieciing recent Congressional action limiting 
or capping rent subsidies. Portfolio reengineering produces savings compared to ihis baseline by 
giving HUD new authorit)' to proactively restructure projects, using private third-party partners 
with incentives parallel to those of the Government, Although these proactive efforts produce 
larger claims in the near lenm, the resulting savings over the long-tenm exceed the short-term 
costs. 

Under the Federal Credit Reform Act, the savings from this legislation are scored as the net 
present value of tl'ie change in cost (measured against the baseline) resulting from the 
conibination of increased spending and reduced costs. The net savings from the Administration's 
proposal are Sl.4 billion, which would be scored as PAYGO savings in the year of enactment, 
Asi importai it assuir)])lion in lliese esiimaies is that use of third parties results in increased 
ef!iciency--and therefore more savings to the Goverrm-.ent-than merely granting HUD more 
authority to perform the restructuring ilself. 

A reialed scoring issue is how to treat proposals that would allow for the bifurcation of the 
FHA-insured debt by creating a "soft second mortgage" in lieu of a direct claim payment. These 
proposals are designed to address the problem of ta.\ liability created for many owners if project 
debt is cancelled. Bifurcation could be used lo write down the mortgages by assigning a portion 
of outstanding debt to a note for which collection is, at best, unlikely. There are budget scoring 
difficulties with this approach. In nearly all cases, creation of a second mortgage constitute a 
loan modification under the Federal Credil Reform Act, and would require the use of budgel 
authority to refiect the cost of changing the terms of the loan. In addition, if the probability of 
collecting the second note is low, the IRS will consider it debt forgiveness and il will become 
taxable income for the owner. If the tax problem is avoided by increasing the likelihood of 
collection (making the second "less soft"), it could be seen as a new loan and would thus require 
additional appropriations under Credit Refomi. 

M i l i J . I M 

April 9. 1996 



FURTHER BACKGROUND ON ADMINISTRATION HOUSING INITIATIVES: 

One Strike policy: On March 28, the President directed HUD Secretary Cisneros to 
distribute to all public housing authorities new national guidelines that set forth the 
framework for implementation of effective "One Strike and You're Out" programs. The "One 
Strike" policy uses statutorily authorized applicant screening and tenant eviction procedures to 
keep out drug dealers and other criminals who threaten the safety and well-being of residents. 

Operation Safe Home: A collaborative initiative between federal, state, and local law 
enforcement, public housing staff and residents to get rid of the worst infestations of gangs, 
drugs and violent crime in public housing developments. Thousands of criminals have been 
arrested and hundreds of assault weapons and $3 million worth of drugs have been 
confiscated as a result of this initiative. 

HOME: The HOME program provides grants to states, local government, and Indian tribes 
to implement local housing strategies that are designed to increase homeownership and 
affordable housing among low- and very low-income Americans. Funds can be used for a 
variety of housing activities, according to local needs (tenant-based assistance; housing 
rehabilitation; new construction; assistance to first-time homebuyers). 

Through increased funding and a streamlined and more effective HOME program, the 
Administration, working with state and local governments, has significantly increased housing 
and rental assistance to families. To date, the Administration has provided almost 200,000 
families with housing assistance through the HOME program and over 26,000 families with 
HOME tenant-based rental assistance. Since 1993, the Administration has increased funding 
for the HOME program by 40% to $L4 billion. 

LIHTC: Created by the Tax Reform Act of 1986, the Low-Income Housing Tax Credit 
(LIHTC) program authorizes states to issue federal tax credits for the acquisition, 
rehabilitation, or new construction of affordable rental housing. As he promised during the 
1992 campaign, President Clinton permanently extended the LIHTC; he has successfully 
fought off Republican proposals to sunset the credit. The LIHTC helps to produce almost 
60,000 homes each year. 

HA Multifamily Portfolio Reengineering: Over the next seven years, subsidies will expire 
on nearly 800,000 units in apartment buildings that receive Section 8 rental assistance and 
have mortgages insured by the Federal Housing Administration. Budget resources do not 
exist to renew these contracts at their current subsidy level. If contracts are not renewed, 
hundreds of thousands of low-income families will be adversely affected, and the federal 
government will be forced to pay insurance claims on up to $18 billion of privately-held 
mortgages. 



In addition, structural problems in the Section 8 program have reached critical proportions. It 
is estimated that 63% of these units — approximately 500,000 units — have HUD-paid rents 
higher (sometimes substantially higher) than market-rate rents for comparable units. At the 
same time, 86% of the older assisted properties (financed under older programs) are in poor 
physical condition (have deferred maintenance and capital needs greater than $5,000 per unit). 

In 1995 and 1996, the Administration proposed reforms (the first broad reforms called 
"Mark-to-Market", the current modified ones are referred to as "Portfolio Reengineering" to 
begin addressing these problems. In working toward reform, HUD has reached out to 
Congress as well as all of the constituencies that would be affected by changes. HUD's 
reforms focus on the high-risk properties with rents above market. HUD continues to work 
with Congress to incorporate elements of portfolio reengineering in the appropriations process 
— the House stripped these provisions from their bill; the Senate is expected to include very 
moderate, if any, proposals. 
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Another Government b a i l o u t , a mere $18 b i l l i o n at r i s k . 

BYLINE: By Peter Passell 

BODY: 
READY t o ante up f o r another f i n a n c i a l f i a s c o generated by r e g u l a t o r y myopia? 

Just when you thought the cost of the savings and loan debacle was p r e t t y much 
past, the next Government b a i l o u t i s about t o h i t , r e v o l v i n g around f e d e r a l l y 
insured mortgages on subsidized housing f o r the poor. 

This time, the cost w i l l be much smaller: A mere $18 b i l l i o n i s a t r i s k 
compared w i t h more than $130 b i l l i o n t h a t taxpayers s h e l l e d out t o pay o f f 
depositors a t f a i l e d savings i n s t i t u t i o n s . But the r e a l question, argues Robert 
L i t a n , d i r e c t o r of economic studies a t the Brookings I n s t i t u t i o n , i s whether 
Washington w i l l end up paying a l i t t l e now or a l o t more l a t e r t o clean up the 
mess. 

While 1.4 m i l l i o n poor f a m i l i e s l i v e i n Government-owned housing, 700,000 
more re n t p r i v a t e apartments t h a t would not have been b u i l t -- and could not be 
maintained -- without Federal subsidies. Owners of t h i s Section 8 housing, named 
f o r a p a r t of the law administered by the Department of Housing and Urban 
Development, negotiated " f a i r market r e n t s " w i t h the Government when the u n i t s 
were b u i l t i n the 1970's and e a r l y 80's. Tenants pay 30 percent of t h e i r incomes 
t o the l a n d l o r d s , w i t h the d i f f e r e n c e p a i d by Washington. 

Economists do not l i k e t h i s "Soviet s t y l e " system, as Mr. L i t a n , who was a 
top budget o f f i c i a l i n the C l i n t o n A d m i n i s t r a t i o n f o r a whil e , terms i t , because 
the negotiated rents are no more determined by competitive market forces than 
the p r i c e the Pentagon pays f o r B-1 bombers. Mr. L i t a n and James Barth of Auburn 
U n i v e r s i t y , estimate t h a t t w o - t h i r d s of the apartments r e n t f o r premiums over 
the l o c a l competition. 

Tenants are not w i l d about the system, e i t h e r . Since t h e i r subsidies are t i e d 
t o the b u i l d i n g , they are e f f e c t i v e l y p risoners of t h e i r l a n d l o r d s . 

The r e a l e s tate i n d u s t r y loved the system, but p o l i t i c i a n s are f i n a l l y t i r i n g 
of p l a y i n g Uncle Sucker. " I n an era of budget s c a r c i t y how can you defend a 
system i n which the Government pays more than everybody else?" asks Nicolas P. 
Retsinas, A s s i s t a n t Secretary of H.U.D. 

But, i n t h i s h i g h l y p a r t i s a n era where the Republicans r u l e i n Congress and 
President C l i n t o n runs the White House, reaching a consensus i s never easy. And 
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t h i s problem i s tough, because the r e n e g o t i a t i o n of overpriced subsidy contracts 
and the conversion of b u i l d i n g - s p e c i f i c subsidies t o housing vouchers u s e f u l 
anywhere won't get the Government o f f the f i n a n c i a l hook. Mortgages on the 
subsidized b u i l d i n g s are a l l f e d e r a l l y insured. And while no one knows the exact 
numbers, i t i s widely agreed t h a t landlords would d e f a u l t on the great m a j o r i t y 
i f H.U.D. allowed t h e i r r e n t a l income t o f a l l t o competitive l e v e l s . Hence from 
Washington's perspective, Mr. L i t a n notes, " i t ' s pay now or pay l a t e r . " 

Make t h a t "pay more l a t e r , " much more. Unless Congress extends 
b u i l d i n g - s p e c i f i c subsidies i n d e f i n i t e l y -- an implausible outcome i n l i g h t of 
the Federal budget crunch -- the Government w i l l have t o foreclose on hundreds 
of thousands of occupied u n i t s . H.U.D. estimates the fo r e c l o s u r e route would add 
$5 b i l l i o n t o the cleanup cost. 

A t i d i e r , cheaper f i x , proposed by the..Clinton A d m i n i s t r a t i o n i n 1995, would 
e l i m i n a t e b u i l d i n g - l i n k e d subsidies as the curr e n t contracts e x p i r e . The 
Government would v o l u n t a r i l y take a one-time h i t by r e l i e v i n g b u i l d i i i g owners of 
a p o r t i o n of t h e i r mortgage l i a b i l i t y . Meanwhile, tenants i n p r e v i o u s l y 
subsidized u n i t s would get housing vouchers t h a t would give them the o p t i o n of 
stayi n g put or shopping f o r something b e t t e r . 

The Republican Congress took a r a i n check on serious c o n s i d e r a t i o n of the 
proposal. Instead, i t extended e x p i r i n g subsidy contracts f o r one year --no b i g 
deal since fewer than 1 percent expired i n 1996. And i t gave H.U.D. a u t h o r i t y t o 
r e s t r u c t u r e the mortgages on a token 15,000 u n i t s . But subsidy c o n t r a c t s f o r 
236,000 u n i t s expire next year. 

Now the C l i n t o n A d m i n i s t r a t i o n i s back w i t h a revised proposal. The plan 
would pay t h i r d p a r t i e s -- i n c l u d i n g s t a t e and l o c a l housing agencies -- t o take 
over the Federal mortgage l i a b i l i t i e s and make the best deals they could w i t h 
landlords l o s i n g t h e i r above-market subsidized r e n t s . Uncle Sam would share i n 
any p r o f i t s associated w i t h hard bargaining. To win over the r e a l estate lobby, 
the A d m i n i s t r a t i o n has also signaled t h a t i t would not oppose tax breaks f o r 
landlords who would otherwise be forced t o pay c a p i t a l gains l e v i e s on any 
savings on t h e i r mortgage. 

A b i p a r t i s a n settlement of so complex and p o t e n t i a l l y embarrassing a problem 
along these l i n e s may seem out of reach i n a P r e s i d e n t i a l campaign. But Mr. 
Retsinas i s c a u t i o u s l y o p t i m i s t i c . There i s q u i e t agreement i n Congress t h a t 
f u t u r e subsidies f o r a f f o r d a b l e housing must be untangled from past e r r o r s i n 
housing finance -- and at minimal taxpayer cost. "This," Mr. Retsinas says 
h o p e f u l l y , " i s no longer about ideology." 
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INTRODUCTION 

Tnank you Chairman Shays and Members of the Comnnittee for this opporturiity 
to testify on ths impending crisis facing the nption's stock of feclerally af;sis;1eci. 
privately owned housing - and the Administration's proposal for addressing tho crisis 
through portfolio reengineei ing. The crisis affects 8,500 properties - about ©50,000 
unte that IXrth receive Section 8 subsidy and have morlgaaes insured by the Federal 
Housing Adminstration (FKA). 

Mr. Chairman. It is important to note for the record that you. and this 
Subcomrr>ittee, have played a aignificant role In identifying long-otanding problems 
With the muhifamily assisted housing programs. This Subcommrttee held a series of 
hearings in 1994 on the cost, quality and ettectivene&s of the murtifamily housing 
subsidized stock. Testimony from the General Accountinq Office. HUD's Office of 
Inspector General and others graphically demonstrated that the escalation of rents 
and tho dQterioration of the hoijeing units wmn contributing to a cnBis situation. Ther© 
was no doubt ttiat HUD policy makers and staff were faced with major operational and 
programmatic challenges. 

Looking back on those days I can say all honesty that those hearings 
provided « good cfeal of impdtus for the artiong that we \oc^ to improve the quality of 
data, enforcement activities, and portfolio managemcjnt. Chairman Shays, thank you 
for tho»» strong erfforts and 1 would like to preface my remarks about the portfolio 
reengineering concepts by explaining some of the improvements your hearings have 
fostered. 
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Improved Portfolio Management 

Major improvements have been made in portfoJio management and analysis. 
This can be measured m both financial terms and operationaJ terms. For example: 

FHA will have a pilot data warehouse by this September that provides 
better opportunities for field office staff to anafyte their portfolios and to 
better service the loans. 

FHA for the first tme in history conducted an iniernal loan loss resen/e 
analysis by risk ranking over 12.000 individual projects. 

The loan loss reserve itself has decreased substantially over the past 
three yea^s trom $io.'vJ billion m i^ya to;$8.4 In i9Sib. 

Thirteen training courses have been conducted for over 2.000 multifamily 
housing etaff on aeeet managemont actrvities. 

Field managers were empowertfd lo make decisions at the kawest 
possible level and matrix organizations were formed to \vork share" as a 
means of overcoming staff shortages and Imbalances. 

A$8dt Saiss <̂  

In order to aggressively reduce the large portfolio of Seaetary-hsid mortgages 
(defaulted mortgages). FHA has established a core team of employees and 
contractors that use creative and Innovative business tools to carry out a highly 
effective loan sales program. Examples include: 

Multifamily notes have been sold through a progreun of mortgage sales. 
From itfy4 to 11*96. HUD sdo loans v i ^ an unpaid principal balance 
of $2.9 billion, thus reducing asset managers' dangerously high 
workloads. Further, the loan sales generated over $2.1 billion in 
procdede to th© taxpayers. 

Induded In the mortgage ftalos program was a June lyyb structured 
finance transaction involvino 158 loans with an unpaid principal balance 
of $885 million. The projects represented by these loans Induded ^ ^. ^ 
approximately 6,400 unite of Duboidized;housing. Thie eale resulted in 
$585 million In proceeds to the taxpayer. ^ - t ^ -^ "^ 
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Improved Tenant Involvemem 

More impOfiani than tlie finaiiciai arKl operalioiial inaUers is li»e InweaseO 
attention being paid to investing In residents as customers, thereby increasing the 
value of properties and communities. FHA has taken several initiatives to improve 
tenant satisfaction. Some examples a/e: 

A Nelgborhood Networks Inliiative ihai encourages uwiiaib to invest in 
computerized learning centers has resulted in some 40 projects 
becoming operational and another 400 projects in various stages of 
r^mplfttion within Reven months nf the initiative's inception. Education 
and job training are the focus of these centers. 

FHA has endorsed and sponsored the use of ViSTA volunteers to work 
with tenant organizations In bettering the living conditions al projects. 

HUD'e FHA staff interact continually with tenant groups at local and 
national levels as a means of ensuring that tenants have a voice in 
housing progrants. 

Improved Enforcement ActivHies 

Significam tt*pc havo b^n taken to upgrade tho uea of erioroement tools and 
to develop new ones, Induding the following measures: 

FHA established a Special Wori<out and Assistance Team (SWAT) to 
serve as both an enforcement arm and a training veriide. The SWAT 
tftam hA'i be©n an active partner with owners in tuming projects around 
and a strong adversary to owners wfien appropriate In taking needed 
sanctions. 

Since Its inception in 1994. SWAT has screened over 880 projects, has 
assigned over 400 of those for comprehensive review and action, and 
has completed reviev̂ rs on 256 projects. Of those 256 projects, owners 
oome Into oomplianoe on 163, Departmontai sanctions were taken on 51 
projects and 42 projeas required no actions. 

In addition to the SWAT activities, enforcement tnroughout the system 
has been emphasized and increased. In 1994 and 1995 enforcement 
aotiore at FHA were ert a record high, oopcdaJty in tho areas of required 

changes in management agents and in the use of foredosure tools. 

Legal services cofTtracts were recently initiated to complement the 
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services provided by the short-staffed Office of General Counsel. 
Contractore or© ourrontly working on sanction activities on 16 projects. 

During 1995 and 1996. the Administration submitted legislative proposals 
to Congress to further strengthen enforcement No action has been 
taken to date on the proposed legislation. One of HUD's key proposals 
was a roqu98t for legislative reliof from the bankruptcy protections / 
afforded to multifamily project owners, the use of this protection has 
been one of tiit* indjor impedimerrts to swtfl and effective enforcement 
action. 

Mr. Chairman, we have come a long way since this SuDcx>mmitt©©'6 hearinge in 
1994. It goes without saying that much more needfe to be done to arrest the 
problems. But we are proud of our accomplishments and we ai« espedally pleased 
that three of the initiatives t mentioned above were reoentty recognized by Vice 
President Gore's Nauonal Pertormance Review Hammer Awards -• namely Asset 
Sales, SWAT and Neighbomood Networks. 

It ie aJso important to note that, ae HUD. undar the leadership of Seaelary 
Cisneros, came to grips with these problems and began to anar/ze the conditkans and 
causes of the current situation, rt became abundantly dear that major inititiattves and 
policy shifts were the only long-term solution. Hence, the move towards our current 
proposals to reengineer the finandng stmcture and, more importantly, treat housing 
as a valuable resource for building better ncighborhoode by Invooting in tho people 
that reside in the projects. 

THE NEED FOR PORTFOUO REENGINEERING 

HUD has put forward a proposal to reduce S«otion 8 eubsldlzed rents to 
market while simuKaneously reducing the FHA-insured debt tc a level that can be 
supported by market rents aj icJ would help pay tor necessary repairs to these 
buildings. I welconrie your leadership and commitment to adaress this aitcal issue. 

The vast majority of ths rAftidents of tFiese properties are low-inoome, and D 
substantial proportion are elderiy. How we manage the transn.ion of this portfolio 
going forward has critical long-term bnplications for iiillliuris of residents and hundreds 
of communities. 

The context is not bricks and mortar or expiring contracts or government rules 
and regulations. The context is people and neighborhoods. I believe we have a 
unique opportunity to roenglnerer this portfolio and the progiamb underlying it. We 
î ave an opportunity to rebuild dedlning neighborhoods and Inner cities through our 
investment In a reengineered nousmg system. 
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We also have the opportunity to see housing ahd Its growing costs as a critical 
piece of the 'eolution" rather than as a "problem." The rapid growth of our own 
Neighborhood Networks inltiativo - where we encourage computer leaming and job 
centers In subsidized buildings - suggests to mo without a doubt that the seeds of a 
new end better approach are growing. 

Some Progress but Fundamental Problems Remain 

I can report to you that working together over the past 18 months, Congress 
and the Administration were able to undertake important Interim measures to begin to 
address Vne Section 8 crisis. 

We acknowledged that the status quo apd paying above market rents for 
assisted housing is no longer 6u6tair>able In today's budgetary climate. 

We gathered updated data about the Section 8 ponfolio - Induding the 
composition of the portfolio, the rent levels, and the condition of the 
properties. 

We Initiated a broad debate to address the problems ~ involving virtually 
all of the consmuendes that are afffeaed by changes in the Section 5 
assistance program. 

We have begun to Implement a Congressional!)' authorize<i 
demonstration program to test a number of different approaches. 

Despite our progress, however, we have still not solved the fundamental 
problem. It Is critical that we confront this problem nqw by passing legislation that will 
help us presftrvp. affordable housing rflsourcea over the long run Ths longer we wait, 
the more difficult it will be budgetarily and administratively. The basic question, which 
was posed by Peter Passell in the New Yori< Times oh July 18, is whether Washington 
(and the American taxpayer) "will end up paying a lrttle now or a lot more later." Mr. 
Chairman, I would ask tfial a copy of that artide be Included with my statement for the 
record. 

Hi«tory..o1 Over-Subskltzation 

To fully understand the need for portfolio reengineerir>g, n is necessary to 
understand how mudi of our multifamily inventory came to be over-subsidiied. 

From 1d65 to 1&83 th» Federal government through HUD and the Internal 
Revenue Code subsidized tfie development of prlvately-ovned multifamily apartments 
by providing low-interest loans, insuring nicxtgages made by pi ivate lendeis. 
furnishing project-based Section B subsidies to pay rents; and providing tax Incentives 
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by allowing rapid depreciation on properties.financed witn non-recourse debt 

This system of assistance produced substantial amounts of multifamily housing 
Out in recent years. It has suffered serious and growing problems, chiefly due to 
insulatton of the properties from maricet forces. Thus HUD. at this point, is paying 
rents far In excess ot the marKet rents paid oy unsubsidized lenants. fwloreover, HUD 
is paying these excess rents ior about two-thirds of th^e_reenginee^ ^ 

Let me give you some examplee from a General Accounlir.g Office invest^)ation 

of this issue: 

Here m Washingion. OC, the GAO d'lscoyered that the Federal 
govemment pays $734 a month in rent fpr a subsidized Section 8 
apartment, when, rent in e comparable unit in fl neighlv^ring, 
unsubsidized building is $500. 

In New Work Cit/. the government pays $1,138 a month for subsidized 
apartments, whiie the monthly rent for units in neighboring unsubsidized 
buildings is $$O0 or $750. 

in Las Vegas, the sari le pattern Is repeated: $820 a month for Section 8 
subsidized units - and comparable market untt^ renting at $380. 

In Chicago, the government pays $849 a month for apartments in a 
subsidized Section 8 bullcing, while landlords in comparable 
unsubsidized uniio ohargo $436 to $475 as market rents. 

The other one-third or our portlouo of properties are under-subsidized and mo&l 
have fallen into distressed condition, with owners having no finandal incentive to put 
more funding into these projects. Tenants are effectively trapped. If they try to move, 
they lose their tedera! rental assistanoe because the eubeidiws are tied to the building. 

Budgetary Issues 

Beginning In FY 1997 - and for the next 7 years thereafter Section 8 
contracte will expire on 850.000 units of FHA-lnsur«»d housing The majority of Section 
8 contracts on the 8,500 properties expire by 1999. These expirations indude a very 
laryfc wave in FY 1997 - 236.000. Earlier this year, as an interim measure, Congrcoe 
agreed to extend contracts expiring in 1996 for one year at current rents. 

Downward budgetary pressure on discretionary spending means that the 
Federal government can no longer sustain the large isnd growing costs of renewing 
ovor-5ub«ldi«ed Ssction 8 oontreots ot thoir current rent levde. The ooet of renewing 
Seaion 8 project-based assistance will increase from $950 million In fiscal year 1997 to 
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almost $6 billion in fiscal year 2002. We do not antidpat© Congressional funding for 
HUD'R fiitiirev-year budgef^ that would allow continued payment of Section 8 rents al 
their current levels into the future or to bolster subsidies lor troubled projects. 

Given continued Congressional pressure to reduce HUD's budget, the 
Administration believes that the prudent course is to use the market to set rents and 
make a corresponding v^ite-down of debt on these buildings in a manaood. orderly 
fashion. 

Operational and Policy Issues 

We must responsibly address the crisis caused by expiring S«rtton 8 contracts. 
The only way to responsibly address the impending crisis is to change the process by 
whioh HUD aupports these apartment buildings In so doing, we must protect 
residents, communities, and taxpayers. What we are looking for is a fair and equitable 
way way to address a very complex problem. 

While tr>e Section 8 program is complicated, the choices confronting us are 
stark and action is needed soon. We cannot afford to renew contracts that are above 
market at their cun-ent levels. It we do noLmevLfill-QLthose conu'acts_aUheir_current 
ovar-subsldized r&rits, or rmanclally resuucture Uiese properties, most owners wlll~~ 
ddfSijlt on their FHA-insured mortgages. The result v l̂l be massive claims on the FHA 
fund - possibly up to $2 blOion in daims for the 1997 expirations alone. Furthermore, 
many properties with bGlow-rr,ari<ftt SLibsldies have significant capital backlogs. The 
needs of these properties must be addressed as weB,-

But there Is more than a financial cost to masslye defaults. There is also a very 
real human and community toll. Defaulting on a mortgage does not happen suddenly. 
It is a process that can be stretched out over years as owr>ers seek refuge in 
bankruptcy oourt or use other means to delay the inevitable where they lose their 
properties and must recogni2e as taxable Income the debt ac~ If rt were the proceeds 
of the sale. 

As the owners default, they pull resources out of their apartment buildings. 
They stop making repairs because they have no financial incentive to do so. We have 
seen this pattem time and tims again. The residents of those apartment buildings 
suffer as the quality of their units deteriorate - eometirnes to the p>oint where HUD ie 
forced to take ove; tht! building. Meanwhile, the sun-Oundlng neighbortiood feels the 
impact of another apartment building that is being abandoned by its ovwier. 

! 
From ft polioy p€»r?ipective. it is d'rffjcutt to Justffyithe continuation of over-market 

rents. They began 20 years ago to induce the private sector to build in areas where 
they would not otherwise hove built. But should we coitlir|ue tu pay in excess of 
market rents to Induce the pri-vate sector to continue owning or 0F>©ratrhg these units? 
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From a budget perspective, over-market rents oost too much. In FY 1097 
alone, the federal government will spend an additional:$150 million lo keep these rents 
above market, and this amount grows m the out years. This not only drains scarce 
federal housing resources, it also weakens public support for affordable housing 
programs across the board. 

ADMINISTRATION'S PROPOSAL 

We believe the solution to the problem ol over-market rents is straightfoPivard: 
1 

1. Reduce over-market Section 8 rents to rnarket levels and irrtroducH the 
discipline of competition in the operation of the properties. 

2. At the same time, reduce the amount of the irrangage on the building to 
a level that can be supported by market rents. 

3. Provide approprlat© solutions for the tax issues contronting the owners of 
tho property as a reeuh of rsetructuring that ie, cancellation of debt 
recognized as income 

Carrying out this process Is not simple, but we Ĵ elieve that the best way to 
serve the Interests of everyone -- the taxpayers, tenants and owners -- is to use the 
forces of the marketplace. 

Analyola of the Portfolto 

To help us understand what needs to be done and to answer questions about 
the portfolio and the impact ol restructuring, HUD en^ged the E&Y Kenneth 
Leventhal Real Estate Group lo carry out an analysis of the FHA-lnsured. subsidized 
portfolio. Here la what we leamed from the EY study: 

S}2;e of Portfolio 
i 

There are 8,563 properties, 708,273 essisted units, 142.762 unassisted 
units and $17.0 billion of mortgage insurance at risk in the rcenginftering 

portfolio. 

Problem It serious 

83 percent have rents greater than markot rente 

37 percent have rents less than market rents 
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Physloal oondltion of propertiea 

There are shon term maintenance and capital n^ds across the entire 
Section 8 insured portfolio averaging $6.'W0 per unit. 

Pcrtfolic reengineering can eolve the problem 

Tliiee-fouiifis of tlie portfolio works In market conditions after 
restructuring. 

13 percent of tha properties require additional capital support to pay for 
repairs. 

An addrtional 13 percent do not wori< in normal economic terms and 
present a special challenge. 

One size d o ^ not fh all 

This portfolio has many needs and resolving the problems of this 
portfolio cannot oe accomplished by applying a single formula across 
the board. It will require a variety of tools. We should not construct a 
solution for all based on the needs of 13 percent of the portfolio. 

Overarching Principles 

The Administration's proposal is based on the following prindples: 

* ReskJents and neighbortxjods must be protected. 

Portfolio reengineering must be undortaken in a way that recognizes the 
diversity of the portfolio and owners. 

* The Interests of the taxpayers must be protected through proactive and 
efficient implementation. 

* There will be no abrogation of contracts. 

* Any solution must recogni?^ the limitations of HUD's curent and future 
staffing resources. 

* For 1997, we should focus on projects with rents above market while 
continuing to develop a strategy to address other severe capital needs in 
properties below market. 
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Costs Savings 

In preparing the Administration's FY 1997 budget. $1.4 billion in mandatory 
savings and $1.8 billion in discretionary Secton 8 savings were estimated for the 
period 1997-2002 under the Administration's portfolio reengineenng proposal, in 
discussions with Congressional Budget Ofnce staff, we undersianj thai CBO may 
have reached a different condusion about the mandatory savings from portfolio 
reenaineering as presented In the President's budget. These drfferences appear to be 
based upon different aesumptions about recovery rates or. in other words, levftk of 
payments to reduce mortgages and the benefte of providing owners with an option to 
restAJCture before contract expiration (known as proactivity). 

We believe that the new data from the E&Y/Kennetii Leventhal analysis, which 
was not completed when CBO prepared their srv^nng eariier tnis year, will lead to 
different assumptions about recovery rates. We look forward lo further discussions 
wtth CBO on this matter. 

We also have refined our analysis since the President's cudgel was submitted, 
in addition, the Administration's proposal has also been refined between Febnjary and 
now. therefore, our estimates will change, too. In developing the budget for fiscal year 
1998, we will adjust our estinnates based on new information regarding claims coeto 
and recovery rates. 

HUD's Capacity 

We have stated eariier that HUD alone do<50 not have the eapaoity to achieve 
portfolio reengineering or to individually negotiate with 8.500 lenders and owners or 
restructure 850,000 units hoLSlng. In tad, that could be said tor any one entity. 
Induding the RTC in Its heyday or Fannie Mae today.; To reengineer this portfolio, a 
combination of the following skills and expertise is nepded: 

historical knowledge and program expertise; 

dear direction and defined strudures ar;»d roles suited to reengineering 
properties, tenanls and mortgages simultaneously; 

I 

capital 10 pay dalms and refinance debt; 

bankruptcy, tax expertise, otiier legal and real estate expertise; 

«)ft«nftlve troubled v/orkout experience: 

oommunity linkage; end 
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capadty to work with residents and define services. 

HUD has the abiBty to successfully monitor portfolio reengineering If the 
partnerships are: 

strudured so that the partners are motivated to perform and not just 
regulated to perform; 

the standards for performance arid deflnitkjn of success are cleariy 
defined and address public purpose issues, such as the condition of the 
property, accommodations for residents and ov,ners. the community's 
role and pridng: 

the partnership has comprehensive expeiience in the areas I outiined 
above, and 

- the monitoring is proadive and based on dear benchmarks. 

HUD hae boon suooe&aful in attracting quality partnerships, de f i l i ng dear roles, 
sharing expertise and obtaining good results. This Is exemplified ooth in the risk 
sharing and mortgage sales programs. Those efforts have enectively shared risk and 
profits, defined the end product and demonstrated HUD's ability to monitor oomplex 
publio-private partnerships. 

The mortgage sales program has enabled FHA to develop and demonstrate 
joint venture pa/lneitsftips. In the partially assisted sale, which netted $200 million in 
credit reform value and produced a 72 percent return. FHA deslcned, developed, and 
implemented a sophisticated transaction that incorporated in-nous« monitoring. In the 
mutttfamlly risk sharing program, we have over 30 public and private partners jointly 
delivering almost 15,000 units to date of insurance authority. While the program is 
only two years old, it has operated smoothly. 

ALTERNATIVE OPTIONS AND CHOICES 

Four critical issues have been tfie subjea of considerable debate and 
discussion in trying to arrive at a fair and workable approacli to i-Hjrtfolio 
reengineering: how rents are set. the role of third parties, the availability of FHA 
Insurance, and tax problems contronting owners. 

These Issues deserve spedal attention here because triey involve how much 
the govemment pays and when, how much oompenssdon parties to the process 
receive, and the k>ng-ferm future of FHA The choices fadng us in each of these 
ajeas is a continuum ranging from market-based solutions to more government-
imposed solutions. 
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How Rente Are Set 

Thfc cTiuices Insofar as rents are concemed essentially comes down to three 
choices: 

rnarket-detenmined rents, which the Administration is proposing; 

formuia-bdsed rents based on the HUD-deiermined Fair Market Rent 
(FMR) for tiie area; and 

budget-based rents based on tho owner's budget for llie project, subjod 
to a reasonableness test. 

We are concerned tiiat our ability to requlete rents, whether by a formula or on 
a budget basis, leads to distortions in rent levels. In addition, if rents are regulated, 
there is no incentive for manaoftment to see tenants ae ouotomera or to offer creative 
cost-cutting solutions that deliver the best value to tiie taxpayers. In addition, no 
private lender will finanoe regulated rents given tf^t cohti-acts are now Subject 10 
annual renewals. These short-temn contracts v^ould make FHA-insured loans the only 
viable option for reengineered properties. 

Choosing a half-way sol'jtion -- renewing ail aboye-market cortrads at market 
levels but not providing any portiolio reengineering tools - would also have grave 
consequences. This option would be like choosing one form of poison over another 
We would be u igyering massive defaults, disrupting the situation ol owners and 
tenants alike - a move that would. In my ludgment be irresponsible. We estimate that 
83.000 units that expire in FY 1997 have rents above mart<et, tf diose units are 
renewed at mari<et rents, HUD estimates that FHA could hav© to pay as mud) as $2 
bilhon in daims on defaulted mortgages. These defaults would happen in an 
unstructured manner with no p.̂ oiections for residents or communitĵ es. 

Third Parties 

The options regarding third parties, again on a continuum, are as follows: 

No use of third parties and simply allow the mortgages to be manaoed 
by HUD staff; ^ 

Public or private conti-adors who would administer the restr udurino 
prooess for a fee; 

Entitles who would put up capital and take risks in return for monetary 
rewards when the reatructurino procej« succeeds t»yond eomo 
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predetermined t>enchmark; and 

Sale of ti-»e secretary's rights and remedies to a thiro party. 

To deny HUD wtth Its limited staffing and capacity the use of third parties will 
perpetuaie the protraded and ineffective resolutions of problem loans and properties 
that was the thrust of my testimony two y/5ars ago. Since then wft hnve demonstrated 
through the loan sales program and tiie pending sale of mortgages to HFA's that 
HUD c<ui utilize third parties elierciively v̂ hi;e presen^ng the public interest as long as 
the third parties heve propor incentives. 

FHA lnsuranc« 

The choioos to be made re-garding the presonce or absijnce of FHA insurance 
include: 

No FKA Insurance 

Interim FHA insurance to assist in the transition to market 

Full FHA Insurance 

V^ile there might be a role for the FHA to fadlijtate the transition of the 
properties to market, to mandate that FHA insnranr^ remain in place after paynrient of 
a partial daim to the lender could lead to a repetition of HUD workouts that leave 
MUD vulneracle to excessive "echo" dalms in the future. We believe a mor© prudent 
approach would be to allow project owners to apply for FHA mortgage Insurance on a 
new mortgage. 

Tax Solutions 

A fourth area that requires attention is that of tax solutions. Some proposals, 
have relied on bifurcation ot tne projed deb*, inlo performing ana non-performing parts 
In an attempt to avoid tax consequences of debt restruduring for owners. We are 
concemed with this approach because the second mortgage would accrue interest at 
the applicable federal rate for up to 40 years and would be required to be repaid after 
the first mortgage is repaid. This accruing seco.nd mortgage will quickly consume all 
of the project's equity. The cvsner will have no finandal incentive to maintain the 
property, exposing the taxpayers and residents to tiie dangers of severely dilapidated 
properties with no owner incentKre lo maintain them. 

A bifurcation of the project debt would also add to the cost of any portfolio 
reengineering proposal because tiie seccnd mortgage would be scored as a loan 
modification that would use appropriated credit subsfcly. 
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The Administration is willing to discuss with Congress mechanisms to take 
account of the consequences relative to debt forgiveness for property owners who 
enter into resti-uduring agreements with HUD. 

Responses to Administration's Proposal 

Some owners have expressed concern or opposition to the Administration's 
proposal for a variety of reasons, including: (1) tiie use of tiiird parties; (2) how rents 
aro sot; ond (3) the absence or presence of FHA insurance. I believe, Mr. Chairman, 
that opposition to the Administi-ation's proposal comes down to two primary fadors. 
One is tiie tact that many owners simply want to contifiuw being insulated from market 
forces by receiving subsidies and tiiey do not wish to take ti%oir chances with a third 
party charged with striking the best deai for the American taxpayers. Call it the devil 
you know, versus the devil you don't know, but 8 certain amount of resistance to bold 
new directions is only natural and to be expedod. 

If I may digress lor a moment. Mr. Chainnan, I am pleased to note that you 
have chosen as a witness ti^day an owner that has not had an adive voice in this 
process - the American Asscdation of Monies and Services for the Aging an Ovi/ner 
tiiat has done a good job overall in maintaining tiieir properties. A large part of our 
portfolio, rl should be noted, serves the elderly. 

There is some tension for non-profit owners in a destaoiilzing environnnent such 
as wfl are in today, but change does not pose tiiat great a threat to tiiese owners, 
either. We strongly believe tiiat competent non-profil owners must and will be 
protected. These are the types of organizertiona w© hope lo work with In tho future to 
craft solutions for an enduring stock of affordable housing. We are very Interested In 
understanding their needs and the oontributions they can make. 

CONCLUSION 

In condudlng my remarks, f^r. Chairman, I would simply emphasize that the 
Administration continues to bcllovo that the oest option is to oegin the process of 
portfolio reengineering in FY 1997 by focusing on properties tiiat have rents that are 
over market. We look forward to discussing with you and this subcommittee ways in 
which to implement portfolio reengineering. 

Mr. Chainnan, we appredaie your leadership and urg^ that, togetliei, we srend 
a message today to the housirig community: 

a message that says the status quo csnnot win thw rlay. anri wft CAr\r\Ci\ 
defer action another year. 

A message thai says we must find a better way to house residents and 
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earn tho trust of tiie taxpayers. 

A message tiiat says we cannot renew at current rents another year and 
hope for action when more Information is' available, 
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mere $18 billion at risk. 

READY to anl« up lor another rkiattcisl fias-
OB"g€i»eralet t>y ngulaiory myopia? Jus. 
rtien j-oti ihsugM Che c m ol the savings 
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arcMind indcrrffy latturcd .nortgug^ r. cn 3ubj«Jt7>M) 
hoolae ior ttr poor. 

TWs Ano. the oost »6I be rauoti smaBcr; A 
mwe $38 Wlton Is at risk compared wlib mon 
Uiar iYc9 blillsn thai Laxf^yers jhelkd out lo pay 
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wtteihet WftsblD^UKi ^ l i f end up pay'"* * 

OT » lot woore Uter t« dean up UK meis. 
• • • 

Willie \ . i nUIUoo poor tamlllss Uve hi Govern-
•atsnl-avnvtl tiouslnR, 7O0.C&0 rwro -vm ptvaH 
«f artiatfiU) thai would not havt been buJll —_anc: 
ct'utJnrt tjeTiielntalned — wlihoul Federal s«b*:i 
OJcs. Owners cf Uils Section 8 ho isJog. namel for a 
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tutas wcjc t)tu2l i> Iho \97i)'\ nwi •:;irl): 
Tcavita p»y W pcfccnl o4 ibdi ino>rDcs to OK 
UndkMiis, w l l i the tlffcrfucv pikJ by WRsMnglon 

Eo(mtn]sts do net Ulre this "Sovle-. slyle"* sys 
teai. as .'4r. LSan, who HTB a top b u d ^ ofridal bi 
lhe Clinton AJmlnluraUcn for a wtjle, letras it, 
btcaiwe th« ncgoilaied rems »rc no more delei 
n^nod l y co«po<lllvc raardct forces thui Uie 
pttc* the Pentagon pays for B-1 bcmUerj. Mr. 
LAaa fnd Imnes Barth of Aatium University. 
estWnate thai tvo-tilrds of the apartments rent 
for prefBlumsover lhe local compeWkKi. 

Tenants art noi v»a atwui tiie syilcn*. either. 
Sktce tb»lx suMdlei ara tied to Uic bnltdinf, tbey 
ate «*iecllvelj' prlscners of ibelr landtonk. 

The real eslalc Ir.dustry lovcJ IIM? ^ysitin, but 
po:iticJaos are final V ^irmi of pteyinj; Uncle Suck­
er̂  " In aa era -o( twlgrt- scarcity ^»w can-you 
OeiemJ I system In which the Covernracnt pays 
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sinas, Aiaistaat Secretary of H. J D. 
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cooe to fall to competiLive Ic^ls. Hence from 
Weshtn^on's perspective, Mr UlaD notes, " i f s 
pay now or pa/ tale ." 

Uakc-thal "pay more Mer." mucli mon Un 
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A tklifr , cheaper rix, proposed by lhe Clln;on 
Admintstralloo ni l f9 i . wrouW eJntlfiaic buikltng-
tiniiod s«b«ld»«3 as iie currcoi ooalrdcts expire. 
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ol ibeir (non|:iKC llaNlily. MeanwhlU. tenant <; lo 
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vouchers that «viild give thetn the oplton ol su.v-
iiTg put t r stwfplng lor someilUag t>ei:er. 

The Ripublican Oiigrins loot a rain cbocM on 
serhAis oonElderatlo.1 ot Ike prt4i03ai. Litsiead, i i 
exu?ndc<i expiring subsidy cooiracis t<>r one year 
— r»o big deal stnce fewer Ikan I pcrcerH expired in 
19̂ 6. Aa4 l l gsvc H.'JJD. authority to restructure 
th< rDort(9gesoQ a t>7ken l&.OOO anils. 3\sl subsidy 
coairacls (or XSiJW imits explrt next year. 

How Lbe Clinton Adndnbtrulitn Is back wilh a 
re\-iscd propowil. TTic plan vroutdj)ay iHlrd pai this 
— :hc luding'sUte an3 local housung agMictcf ~ lo 
lake over llie Federal mortga£e liefiilWies anO 
make Ih:; best deals Ihcj covli witb iandords 
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• • • 
A bipantsan s^tiGneni of so comp ex auif po-

lencially emb?.rrassj»g a problem ulung these 
lines may see.-n owt ol reach In a F'l csideiitlal 
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August 22, 1996 

Dana B. Horn 
Trustee 
DBH Trust 
P.O. Box 7607 
Riverside, CA 92513 

Dear Dana, 

Thank you for writing again regarding the Section 8 program and FY 97 
appropriations. As I indicated in my June response, this Administration is fully committed to 
ensuring that we continue to protect and assist vulnerable populations, including our elderly, 
in this era of constrained federal resources. 

To do so, we recognize that we must address the situation caused by expiring Section 
8 contracts. The federal government cannot afford to continue funding Section 8 assistance at 
the current subsidy level. In addition, the distressed condition of parts of the assisted 
portfolio demands attention. Wc are working, in consultation with the broad range of 
constituencies that would be affected by changes in the program, to develop a fair and 
equitable way to address this complex situation. 

The Administration's proposals include a number of protections for residents. A local 
government could elect to continue project-based assistance for those apartment buildings that 
require it because of the nature of their tenancy, the location of the projects, or other specific 
circumstances of the projects. If a local government elected to provide tenant-based 
assistance, all residents currently assisted through Section 8 subsidies provided to the 
property, as well as currently unassisted but eligible residents, would be protected through the 
use of enhanced vouchers and thus able to remain in their existing apartments. 

The Administration's proposals also take into account the concerns of property owners 
and limited partners. The Administration will not abrogate any contracts before their 
scheduled expiration dates. While existing Congressional authority allows HUD to renew 
expiring Section 8 contracts that are above market at lower levels, owners will not face 
defaults. Since FHA is the mortgage insurer of these properties, the federal govemment will 
pay to reduce affected mortgages to levels that can be supported by lower Section 8 subsidies. 
The Administration has also expressed a willingness to work with Congress on legislation that 
would defer the recognition of taxable income that could result from a debt restructuring. 
Congress has not yet taken any steps toward providing such legislation. 



Page Two 
D. Horn 

I will keep your concerns in mind as we work with Congress toward a responsible and 
proactive solution to the increasing cost of project-based Section 8 assistance that will 
address budgetary realities and still maintain a commitment to affordable housing for low-
income families. 

I appreciate hearing from you on this important issue. 

Sincerely, 

Carol H. Rasco 
Assistant to the President for Domestic Policy 
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TO: Molly Bostrum 

FROM: Stephanie Smith 

Thanks for asking for comment on the lener to Dana Horn. I've revised 
somewhat the third paragraph, with a suggested replacement below. Your draft is 
correct and is an appropriate response. Horn is right thai HUD continues to be asked 
by House and Senate Appropriations staff, minority and majority, for assistance on 
thinking through ways of addressing the over-subsization of the assisted portfoUo in the 
FY'97 Appropriations bill. You may vrant to make the point that these actions are being 
taken only in part as budget-cutting measures. They are also being done because of the 
distressed condition of the portfolio and the need to reform a housing system that no 
longer functions well. 

Suggested reyision to the 3rd paragraph: 

The Administration's proposals include a number of protections for residents. A 
local govemment could elect to continue project-based assistance for those apartment 
buildings that require it, because of the nature of their tenancy, the location of the 
projects, or other specific circumstances of the projects. If a local government elected to 
provide tenant-based assistance, all residents currently assisted through Section 8 
subsidies priDvided to the property would be protected through the use of enhanced 
vouchers. These vouchers would also be provided to currently imassisted but eligible 
residents. These enhanced vouchers would aUow all currently assisted and unassisted but 
eligible residents to remain in their existing apartments. 
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? 
The AdnLLnxstration's proposal on portfolio reengineering 

also takes into account the /legitimate concerns of property 
owners and limited partners; The Adininistration w i l l not 
abrogate any contracts before their scheduled expiration dates. 
Congress has provided HUD with authority to renew expiring 
Section 8 contracts that are above market at lower levels. / 
Owners w i l l not face defaults because FHA i s the mortgage insurer 
and the federal government would pay to reduce affected mortgages 
to levels that can be supported by lower Section 8 subsidies. 
The Administration has also expressed a willingness to work with 
Congress on legislation that would defer the recognition of 
taxable income that could result from a debt restructuring. 
Unfortunately, Congress has failed to take any steps toward 
providing such legislation. 
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FAX TRANSMITTAL 

DATE: 6 May 1996 

TO: Molly Brostrom 
FAX NO: 456-7028 

COMPANY: 
PHONE: 

FROM: Jim Park 
Executive Assistant to the 
Assistant Secretary for Housing-
Federal Housing Commissioner 

PHONE: 70S-3600 

MESSAGE: 

SHOUU) YOU ENCOUNTER ANY PROBLEMS WITH THIS FAX 
P S A S E C A S VANESSA L TRAYNHAM (202) 708^14 EXT 2108 
PLEASE CALL VAN ^ ^ 2 5 8 0 
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U. S. Department of Housing anti Urtan Development 
% Washington, D.C. 20410-8000 

I 

OFFICE OF THE ASSISTANT SECRETARY 
FOR HOUSING-FEDERAL HOUSING COMMISSIONER 

Mr. Kent W. Colton 
Executive v i c e President ' 

and Chief Executive O f f i c e r 
N a t i o n a l A s s o c i a t i o n of Home Builders 
1201 15th S t r e e t , NW 
Washington, DC 20005-2800 : 

Dear Mr. Colton: 

This responds t o your i l e t t e r of A p r i l 19, 1996, i n which you 
express concern w i t h respect to Preservation L e t t e r #2, Section 
I I , Questions 3 and 4 and the answers t o each which i n d i c a t e t h a t 
the Department of Housing and Urban Development must approve an 
owner's request t o prepay or t o terminate mortgage insurance. 

Please be assured t h a t the Department d i d not, i n any way, 
i n t e n d t o take away the owner's r i g h t t o prepay. Nevertheless, 
upon r e f l e c t i o n , we can seel how the responses may have lead a 
reader t o t h a t conclusion, j We w i l l c l a r i f y our i n t e n t by 
r e v i s i n g the responses t o t̂ he afore-referenced questions i n 
Pre s e r v a t i o n l e t t e r #3, which w i l l be issued l a t e r t h i s week. 
The r e v i s i o n s w i l l read as f o l l o w s . 

Q. Must an owner request HTJD approval p r i o r t o prepayment 
or termination? 

A. No, however, r e s t o r a t i o n of an owner's r i g h t t o prepay 
does not e l i m i n a t e the need f o r HUD n o t i f i c a t i o n of the 
owner's i n t e n t or the need f o r HUD review. As p a r t of 
i t s normal prepayment/mortgage t e r m i n a t i o n procedure, 
HUD must assure th a t there are no outstanding 
r e g u l a t o r y agreement v i o l a t i o n s or outstanding a u d i t 
f i n d i n g s and that, i t w i l l be made whole i n the event 
t h a t the mortgage i s i n d e f a u l t or HUD-held. Further, 
under the Housing Opportunity Program Extension Act of 
1996, the Department i s required t o o f f e r p r o t e c t i o n s 
t o tenants who may be displaced due t o prepayments or 
mortgage insurance terminations. 

I n order t o comply w i t h our s t a t u t o r y mandate, the 
Department w i l l r e quire t h a t owners use the same 30-day 
n o t i f i c a t i o n p e r i o d provided f o r i n the note and 
mortgage w i t h regard to n o t i f i c a t i o n of the mortgagee 
of the owner's i n t e n t t o prepay, to provide HUD w i t h 
the i n f o r m a t i o n i t needs i n connection w i t h the tenant 
p r o t e c t i o n s . KUD w i l l use t h i s n o t i f i c a t i o n p e r i o d , i n 
cooperation w i t h the owners, t o ensure t h a t a c t i o n s 
r e l a t i v e t o tenant p r o t e c t i o n s , are implemented. 
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Q. What i s the process by which a Preservation e l i g i b l e 
owner requests prepayment or t e r m i n a t i o n of mortgage 
insurance? 

A. The owner should Submit the various components of a 
prepayment request simultaneously to the mortgagee, 
HUD, State or l o c a l government agencies, and tenants. 

The mortgagee w i l l submit the o f f i c i a l Form HUD-9807, 
Request f o r Termination of M u l t i f a m i l y Mortgage 
Insurance t o the Mortgage Insurance Accounting S t a f f 
once the owner has made an o f f i c i a l request t o the 
mortgagee t o prepay or terminate. The form i s signed 
by both the owner'and the mortgagee. 

The owner w i l l provide the l o c a l HUD O f f i c e w i t h the 
in f o r m a t i o n r e f l e c t e d i n Preservation L e t t e r #2, 
Section I I , Ql and Al simultaneously w i t h i t s 
n o t i f i c a t i o n t o the mortgagee. I n so doing, the owner 
w i l l provide the in f o r m a t i o n HUD needs t o prepare f o r 
funding any vouchers or c e r t i f i c a t e s which w i l l be 
needed once the prepayment and p o t e n t i a l rent increases 
happen. ^ 

Thank you f o r b r i n g i n g :this matter t o our a t t e n t i o n and we 
t r u s t t h a t t h i s c l a r i f i c a t i o n w i l l s a t i s f a c t o r i l y resolve i t . 

Sincerely yours, 

Nicolas P. Retsinas 
Assistant Secretary f o r Housing-

Federal Housing Commissioner 
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May 6, 1996 

HUD R E L E A S E S ERNST & YOUNG STUDY OF INSURED MULTIFAMILY PORTFOLIO 

Late last week the Department of I lousing and Urban Development released the analysis of f l lA-insured assisted 
multifamily housing prepared by the E & Y Kenneth Leventhal Real Estate subsidiary of Ernst & Young, one of the 
nation's largest accounting tirms,.,Ernst & Young examined 556 properties located in 47 states and the District ot 
Columbia, in an effort to draw some conclusions concerning the physical condition of the properties and predict what 
may happen if rents were adjusted to market,,,According to Ernst & Young, 32% of the older assisted housing rents 
are above market, while 90% of the newer assisted, Section 8 housing rents are in excess of market,,,The Ernst 
& Young study concluded that the inventor/ has in the aggregate 16,9 billion in immediate deferred maintenance 
and short-term capital needs,.,Again, according to the study, over 2/3 of the older assisted housing and over half 
of the newer assisted housing has immediate deferred maintenance and shorr-term capital needs in excess of 
S5,000 per unit, (When adding long-term capital needs, Ernst & Young concluded that per unit capital requirements 
average $9,741,) 

Ernst & Young concluded that 74% of older and newer assisted properties can meet debt service requirements, 
operating expenses and capital needs now, or will be able to do so, if rents were adjusted to market and if all or part 
of the underlying debt were eliminated,,,However, the remaining 26% either would have, on the average, $4,900 
per unit of unsolved capital needs even after full debt write off, or could not cover operating expenses, irrespective 
of debt and capital needs, 

Ernst & Young gave only limited information about how the study data was compiled,..Congressional staff members 
will be briefed this week,,,Whether the report has a significant impact on portfolio reengineering legislation currently 
under discussion depends on how Congress feels about the statistical validity of the report...The Senate Banking 
Committee's draft "concept paper" describing its "mark-to-market" legislation is still about a week away from being 
released,,,A committee hearing on the subject is not likely before late June, after the Senate Whitewater hearings 
have concluded. 

H.R. 2406 SCHEDULED FOR HOUSE FLOOR ACTION THIS WEEK 

Likely to be taken up by the full House of Repreeentatives before the end of the week, H,R. 2406 ie sponsored by 
c;nngreRsman Hirk A. I a7in (H-NY). Chairman nf the House .Suhr^nmrnittee nn Hniii^ing anri Community 
Oppui1unity...The bill repeals the United States Housing Act of 1937, whose enactment created the federal public 
housing program,,,Congreeeman Lazio's bill would replace existing programs with a eyetem of block grants and give 
Inral housing aiithnrities greater flexibility nver rent levels anri tenant seler^tinn... I he hill wnulri repeal the Hrnnke 
AiiifcJiidineiil, wliicli maiiddltis ll ial ItJiidiits in public liuubiiig caiiiiul pay in excess uf 30% uf llieii iiiuuiiie iu 
rent,,,Overall, the House bill is regarded as calling for generally more sweeping changee in public housing policy 
ttian S. I'^HO. wtiicti the Senate pai^seri in .lanuary. 

Congressional appropriators have said that they want to eee a public houeing bill paeeed before they mark up the 
hY 9/ VA. Hi l l ) , I nriepenrient Agencies Apprnpriatinns tiill...Senate VA. HUI) Appropriations (Chairman (;tiristnpher 
Build (R-MO) lias scheduled a lieaiiiig cuveiiny the FY 97 HUD budget fui Wednesday, fvlay 8, 


