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Honorable
President o the Senate
Washington, DC 20810

Dear Mr. Prtsidpnta

I am pleased to tranamit proposed legislation to\g%gggg;hgn
t :’8 ability to senction negligent owners of assisted
hopysing. The legislation amends the Ba ptcy Code governing
the powors of a bankruptcy court and the effect of Lhe automatic
Stays as they relate to certain multifamily mortgages or other
loans insured by the Departments of Housing and Urban Developmant
and Agriculture.

This proposal would amend sections 1035 and 362 of the
Bankruptcy Code. %he amendments to section 362 would vxeumpt fxom
the automatic stay provisions of the Bankruptcy Code actions
taken b ) ulturs toward foreclosureon multifemily
housing projects with liens t;25ngE‘Iﬁiﬁfia”Ef‘ﬁétd“by~.tthsz
Depa Ton 203 would uake tlear that

t action;“covérad by the changes to section 362 ars not gubject
to a bankruptcy court‘’s discxetion Lo lesue stay orders.

These changes would allow MUD to proceed in & timely manner
vith foreclosure actions and to take all nscessary and
appropriate |nterin measures to protect the propsrty, the FHA
insurance fund, or the residents of HUD-insured or HUD-assistod
multlfamily housing projects from the potentially adverse impact
of mortgagor bankruptcies.

As you know, ons key priority of HUD over the last few yesars
has deen to improve the management of HUD’e multifamily housing
inventory. Significant administrative steps have been taken to
iricrease the use of existing EUD enforcement tools and to develop
new onos to ensure that the interests of the taxpavers,
residents, and communities are served well. During 1995 and
1996, the Administration submitted legislation to strengthen
enforcament powers, including extending equity skimming
i:ohibltiono, expanding ths use of civil money penalties, and

proving the operation of HUD’s Mortgages Roview Board.

This initistive amending the Bankruptcy Code was among those
p:ozonals submitted in 1995 but was not acted upon. Lagislative
relief from the bankruptcy protections afforded to mult family
project owners cun make HUD’s enforcement efforts more effective
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because filing a patition in bankruptey may well delay the
imposition of sanotions.

An explanaiion and justificetion accampanies this letter and
mora fully sets out the contents of the bill. I regquest that the

bill be referred to the appropriate committee and strongly urge
its early anant@ent.

: This draft bill could affect diroct epending and receipts)
therefors, it is subject to the pay-as-you-go requiraments of the
Omnidus Budget Reconcilistion Aat of 1990. The Office of

Management and Budget estimates that the bill’s pay-as-you-go
impact will be sexoc. '

The Office of Managoment and Dudget advises that thexe is nu
objection to the enactment of this legisletion from the
standpoint o!-t?e Adaninietration’s program.

1 anm sending a eimilar letter to the Speaker of Lthe Huuwe Of
Representatives, Newt Gingrich.

’

8incerely Yours,

Renry G. Cisnerus

Bnolosure
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A BILL

To amend provisions of the Bankruptcy Codaa govcrning.th. powvers
of 4 bankruptcy court and the sffect of automatic stays &as
they relate tO certain multifamily liens insured or held Dy
the Secretary of Mousing and Urban Development or the

Secretary of Agriculture, and for other purposes.

section 105(b) of title 11 of the United States Code iz amended

to read as follows:

*(b) ﬂotwithstinding subsection (a) of this section, a
court may nbt:

“(1) appoint 8 receiver in a case under this
title;'or

“12) 4issus any order, process, or judgment that
operates as a stay of any of the acts excepted from

automatic stay pursuant to section 362(b)(8).".

'SEC. 2. Section 362(b)(B) of title 11 of tha United States
Code is amended to read as follows:

*(8)(A) under subsection (a) of this section, of any
act by the Secretary of Housing and Urban Development or the
Secretary of Agriculture included under subparagraph (B)
relating to' property that:

"%i) includees five or more living units and that
is oubéoct to a lien insured or held by the Secretary
of Houélng and Urban Development, including & lien held

in the' name of the United States of America acting by
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1 and through the 8ecretary ;: Housing and Urban

2 Development;

3 “(41) fncludes five or more 1iving units and that.

4 is subject tu a lien insured or held by the Secretary

5 ot Aq;lculture pursuant to title V of the Housing Act

6 oL 1949;

7 "{111) is sudject to a lien insured or held

8 Dy the Secratary of Housing and Urban Davelopment

9 pursuant to title X of the National Housing Act, es it
10 - exiasted immediately before the effective date of the

11 Department of Housing and Urban Developmant Reform Act
12 of 1589

13 “(iv) 1is a hospital or nursing home and that is
14 subject to & lien insured or held by the sgcietaxy ot
18 Housing and Urban Development;

16 “(v) die a project for the elderly or persons with
17 disabilities subject to a lien held by the Secretary ol
18 Housing and Urban Davelopment under section 202 of the
19 Housing Act of 1959 or section 811 of the Cranston-

20 Gonzalez National Affordable Housing Act; or
21 “(vi) is subject toc s lien under section 312 of
22 the Rousing Act of 1964, as it existed immediately

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

24 | combinations of property with up to, and including,

s four living units, which property has no commercial

26 epace. :
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T “(B) The acts of the socio:.ry of Moueing and Urban
I 2 Developnent or the Secretary of Agriculture referred to in
: 3 5ubpo:¢qruph (A) include =-
? 4 “(1) the commencemant, continuation, or
3 camplo;iou ©f any act or proceeding by either Secretary
6 for obtaining and appiying cash collateral; for
: 7 ' obtaining possession pursuant te contract with the
i 8 debtor or otherwise; for appointment of a receiver; for
i S foraclésurn of a mortgage or other lien; or for sale
! 10 and co@veyance of title to real or personal property;
11 or |
12 “(ii) any other act to protect the financial
13 position or interest of either Secretary,.which act is
14 autho:;:od under any applicable contract, regulatory
18

égreement, requlation, or statute.".
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- . DEPAXLAKNT OF HOUSING AND URHAN DEVELOPNENT

KXPLANATLION AND JUBTI'IC!TID‘

A BlllL PROVIDING FOR THE
EXEMPTION OF HUD AND AGRICULTURE NULTIFAMILY IOAN
FORECLOSURES AND RELATED ACTIONS YROM THE BANEKERUPTCY CODE

: This bill would amend sections 103 ana 362 of the Bankruptcy

' Code (Title 11 of the United States Code, as recodified the

Bankruptcy Reform Act of 1978 (Pub. L. 95-598; 92 Stat. 2549)).

The changes to section 362 would exzempt from the auvtomatic stay

: provisions of the Bankruptcy Code those acts taken by the

\ Secretary of HUD or Agricultuze toward foreclosurs (including
acts to obtain possaession or for the appointment of a receiver)

| on multifamily projects with liens that are insured or held by

| the Secretary of EUD, or by the Secretary of Agriculture pursuant

i : to Title V of ths Housing Act of 1949. Other acts to protect the

I

financial position or interest of the Secrataries in bankruptcy
situations relating to these projects would also be excluded from
the automatic stay where a right (for example, to offset funding
otherwise due to a debtor) is provided for under contract,
r regulatory agreement, regulation, or statute. The amendmeants to
I section 105 would make clear that the acts covered by these
changes to section 362 are not subject to a bankruptcy court’s
i discration to {ssua stay arders. _
: This proposal requests restoration of the AUD position under
sections 663 and 917 of the old Title 11 (repealed in 1978),
which provided relief fzom the automatic stay for multifamily
projects insured under the National Mousing Act. A Court of
Appeals decision extended thowe provisions to HUD-held mortgagos.
In addition to this restoration, the proposal would accord relief
¢rom the automatic stay for projects undar the section 312
zehabilitation loan multifamily program under section 312 of the
Hoeusing Act of 1964, as it existed immediately bsfore October 1,
' 1991 (since section 289 of the Cranston-Gonzalez National
: Affoxrdable Rousing Act repsaled the Seotion 312 program as of
such date); for land development projects under Title X of the
Netional Housing Act, as it existed lLmmediately before the
effective date of the "Dapartment of Housing and Urban
Development Reform Aot of 1989" (eince section 133 of the Reform
Act repasaled Title X); for multifamily projects under section 202
of the Housing Act of 1959 or section 811 of tho Crangton-
Gonzalex National Affordable Housing Act; for hospitals and
nursing homes under sections 242 and 232 of tho NMational Housing
Act; and for any other projects with mortgages held or insured by
; HUD under existing or now-dormant progrems. It would aleso acoord
' - such relief for the Secrxetary of Agriculture under the
sultifamily program of the Rural Housing and Community
Development Service (formarly, the Farmers Home Adminietration
(FmHA)) in the Department of Agriculture.
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Section 362(a) of the current Bankruptcy Code states the
general rule that once a bankruptcy petition has been filed,
there is an automatic stay imposed on the commencement or
continuation of judicial, administrative, or other proceedings
against & debtoxr. 5Section 362(b)(8) provides a narrow exception
to the automatic stay rule, permitting the Secretary of HUD to
commence foreclosure 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 proparty or combinations of

property consisting of five or more living units. This exception

4180 leaves opan the question of what constitutes °commoncement’
in a nonjudicial forsclosure since an “action" in the sense
contamplated in section 352(bg(a) is not taken. The

section 362(Db)(8) exception, however, is considerably more
restrictive than the analogous provision under the old Bankruptcy
Act, and is 'too narrow to bes fully effective in the protectian of
the FHA insurance fund and the tenants of HUD-insured or HUD-
assisted multifamily housing projects from the potentially
adverse impact of mortgegor bankruptciee. An expansion in the
terns of the excaption wnuld he desirable for the following
reasons. -

The great mijority of mortgagor-participants in HUD-insured
or HUD-assistad multifamily housing projects are limitod
partnerships formed for the purpose of providing investor tax
shelters. Defaults on mortgage obligations frsquently reflect
the financial incapacity of the mortgager properly to manage and
naintain the incurcd propsrty. Defaults often lead to
foreclosure. 1If 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, es well es other permissible deductiuns
under the accrual method, sometimes without making mortgage
payments. Undexr current law, HUD can coumence foreclosure
proceedinge, but.cannot prosecute them further. Moreover, in
such situations,' HUD may be etayed fiom proteclLiuy the Fedsral
financial interests by taking such actions s off-setting with
funds otherwvise due a debtor. Prosecution of a foruclusutre and
other actions are thus delayed by the bankruptcy, to the.
detriment of the  Fedaral goverament s financial lalLurests and to
the potential disadvantage of tenants -- many of them low=- and
noderate-income persons -- stemming from the physical
deterioration of’'the affected projects.

To remedy this situation, the proposal would expand the
existing exception to the automatic stay provisions in two
respects. First, since the existing axception applies only to
the gommopcement. of a foreclosure action, Lhe autumatic atay
still applies to any other step in the prosecution of s
forcelesure, once commenced, end owners and thelrx lavestory
continue to enjoy the tax advantages until the automatic stay is
lifted and tho government's foreclosure action is completed.

t.
-
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Therefore, the proposal would permit prosecution of further
steps, through the completion of foreclosure.

' Second, because only the commencement of xgznslginzﬁ actione
is now exempt from the automatic stay provisions, actions to

obtain poseession as & mortgagee in possession or for the
appointmant of a receiver, or otherxrwise to protect the Pederal
financial interest, cannot usunally be obtained on & timely basis.
Pending a determination of whether foreclosure is necessary, it
is highly desirable for the HUD Secretary to have these options,

both for tha protection of the FHA insurance funds and to protect .

tenants by assuring continued, satisfactory management and
operation of multifamily housing projects in default. 1In this
regard, the longer a property is ;;:g“h
e
in;nxmanin:a_:gggn;gg. such as receivership. Moraover, the
longer the bankruptcy procesdinge last, the more sharply reduced
the proceede of sale are likely to be, wvhan finally parmitted
aftar foreclosure. (This problem is particularly serious for
gropettiea with section 312 rehabilitation loans, since these
oans typically have a junior position among ths liens on the
proparty. )

In addition, the proposal would amond sooction 105 of the
Bankruptcy Code,;to pravant a bankruptcy court from invoking its
other discretionary powers in s way that would frustratc the
purposes of expanding the examptjon from the automatic stay in
soction 362. The cventral oconcexrn is that unlass section 105 is
anended, section 362(b)(8) (even as amanded under the proposal)
would not necesearily protect the Secretaries of HUD and
Agriculture, since 8 bankruptcy court could make injunctive or
other equitable relief available tc mortgagurs in the exexcise of
{ts discretion under section 105. The benecfits of the propcsed
exception to the automatic stey in section 362(b)(8) could thus
be negeted, if the bankruptcy court is free to exercise its power
under section 105. Accerdingly, the amendment to sectlon 103
wvould prevent imposition of a gdincretionary stey on HUD and
Agriculture in situations whers, under. tho amendments proposed Lo
section 362(b)(8), an automatic stay may not be imposed. '

As noted above, this proposal would alsc expand the curzent
exception in a fuzther respect -- by extending the coverage Lhat
would be afforded to HUD's National Housing Act multifamil
programs to hospital and nursing home programs under secilounu 242
and 232, respactively, of the National Bousing Act; to Land
Developnent programs under Title X of the National Muusing Act

(as {t existed lmmediately before the effective date of the
Department of llousing and Urkban Development Reform Act of 1989);

to tha Section 312 Multifamily Rehabilitation Loan program under
section 312 of the llousing Act of 1964 (as it existed imnediately
befora October 1, 1991); to projects under section 202 of the
Housing Act of 1759 or section 811 of the Cranaton-Gon:zale:z

%
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Natlonal Affocdeble Mousing AcL; and Lo any other projects with
mortgages held or insured by HUD under existing or now-dormant
programs; and to the Depaclment of Agriculture’s Multifamily
Rural Housing program. Thus, for these additional programs as
well, the proposed awsadmunts wuuld ensure that the Secretaries
of BUD and Agriculture have adaquate and timelK recouree against
defaultling amcorigayocs, and would pecalt avts shurt of forsclosure
(such as the Secretary of HUD or the Secretary of Agriculture
taking possession or seeking appointment of a receiver). There
feames to be no relevant basis upon which these additioneal
programs should be distinguished from the Rational Housing Act
multifamily programs for Bankruptcy Code purposes.

One technical {tem deserves mention. Under existing
saction 105, & bankruptCy court may not appoint a receiver, and
that prohibition: is carried into the proposed revision.
Nonetheless, the: proposal would permit the Secretary of HUD or
Agriculture to appoint a receiver for the specific 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 Fho estate of a bankrupt.

)
i
4




EXECUTTIVE OFFICE OF T HE PRESIDENT
26-Jun-1996 12:39pm

TO: Molly Brostrom

FROM: Francis S. Redburn

Office of Mgmt and Budget, HTF

SUBJECT: RE: House approps

The two sections you cite were dropped last night through passage
of a floor amendment offered by Lazio. He objected because this
was authorizing language.

They are (or were) actually a fairly complete version of portfolio
reengineering, which FHA provided technical drafting assistance to
the appropriations committee. However, the language would have
affected only high-cost projects with Section 8 assistance
contracts expiring in 1997.

They did not apply to seniors in particular. As you know, in both
last year's proposal and this year's -- and in the language that
was stripped last night -- seniors (and other sitting tenants)
would not have been required to move or pay higher rents.

Call me if you want more explanation.

Has Bruce talked to Jeremy yet?
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PREVIOUSLY CLEARED  (4/ac )

HUD POSITION PAPER: PORTFOLIO REENGINEERING

EXECUTIVE SUMMARY

Over the next seven years, subsidies will expire on nearly 800,000 units in apartment
buildings that receive Scction 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 in many communities, and the federal government will be forced to pay
insurance claims on up to $18 billion of privately-held mortgages.

Even if sufficient resources were available, structural problems in the Section 8 program
have reached critical proportions. Bascd on a statistically valid sample of the portfolio
reengineering universe, 64.5 percent of these units -- approximately 510,000 units -- have HUD-
paid rents higher than market-rate rents for comparable units -- in some cases substantially
higher. At the same timne, many assisted properties -- particularly those financed under older
prograins -- are in poor physical condition. Eighty-six percent of these “Older Assisted”
properties have deferred maintenance and capital needs greater than $5,000 per unit.

In 1995 and early 1996, the Administration, in many cases working with Congress, took
imporiant 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 has
conducted a broad outrcach cffort involving all of the constituencies that would be affected by
changes in the program. These discussions, which arc continuing, have led HUD to modify the
initiative -- now known as "portfolio reengineering.” As an interim measure, Congress agreed to
extend Section 8 contracts that were expiring in 1996 for one additional year. While this action
provides affccted stakeholders more time to resolve the problem, Congress has made it clear that
the status quo cannot continuc.

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

® ['ocus on higher-risk properties

® Act proactively and cfficiently

® 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 propertics with Section 8-subsidized rents below market, the Department is continuing
to review with the various stakeholders approaches to solving the capital needs of these properlies
and expinng contracts.

April 9, 1956
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Under HUD's proposal, local and state governments would be involved in deciding whether
future assistance on these properties comes in the form of tenant-based assistance or continues 1o be
linked 1o 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
current units or 10 rent housing of their choice elsewhere. For properties that would not be financially
viable without federal subsidies at current levels, HUD would assist in writing down the property’s
debt 10 a level that can be supported by market rents.

HUD's preferred approach is to restructure the financing on properties and provide for
rehabilitation before Scction 8 contragls expire. This would make it eagicr for responsible owners
to remain in place and would protect against property disinvestment. HUD would undertake this
proactive reengineering by entering into partnerships with third-party entities that are experienced
in restructuring real estate and sensitive to public policy goals. The third-party entities would operate
under carefully establishcd HUD guidelines and would hclp properties make the transition to market
on a property-by-property basis. HUD lacks the capacity 1o respond to the needs of each property
individually.

April 9. 1996
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BACKGROUND

Over the next seven ycars, subsidics will expire on nearly 800,000 units in apartment
buildings that receive Section 8 rental assistance and have their mortgages insured by the Federal
Housing Administration. (More than 500,000 units expire in the next four years alone.) The cost
of renewing these Scction § contracts at their current levels is far greater than can be supported
within current fiscal constraints. If the contracts arc not rencwed, 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 privately-held mortgages.

Cven if sufficient budgetary resourccs were available to maintain the current system,
structural flaws in the program that created the problem would remain. HUD is both 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 market valuc of the properties.

This system has also created many circumstances in which owners view HUD--and not
residents--as the true “custonier.” As a result, many federally assisted properties do not provide the
kinds of services or amenities that non-federally assisted buildings--charging the samc 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 8 program was enacted during the Nixon Administration to stimulate production
of affordable rental housing. In exchange for housing lower-income residents, the program provided
federal assistance to properties for a designated number of years, set forth in contracts between HUD
and the apartment owner. The contracts typically ran for 20 years. Today -- 20 years Jater --‘a Jarge
wave of Section & contracts has begun to expire. In recent years, Congress has tended 1o renew most
expiring contracts for shorter and shorter terms. The expiration wave is building -- including
contracts on more than 200,000 vnits 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 late 1960s under a
variety of mortgage subsidy progranus, including Section 236 and Section 221(d)(3). These programs
enabled owners to finance their properties at below-market interest rates (BMIR). Section 8
assistance -- in the form of Loan Management Set Aside (LMSA) contracts -- was added later to
these units, baginning in the mid-1970s, to help defray operating costs which had begun 1o rise
sharply in response to inflation and soaring energy prices.

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

April 9, 1996
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properties received federal subsidies based on set formulas with automatic annual adjustments. The
formulas tended to be relatively generous 1o encourage production.

Unfortunately, the Section 8 support system today is breaking down. Almost two-thirds of
the FHA-insured Section § 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 propcmes
are subsidized at rents above the market rate.

Over-subsidization is not the only problem. Another 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 with deferred maintenance needs. A substantial portion
of these properties is in distressed condition. No matter how badly these buildings deteriorate,
however, most tenants cannot move because they would lose their rental assistance since the rental
assistance provided is tied 1o the building, not 1o the tepant.

THE ADMINISTRATION'S APPROACH

To grapple with this problem, HUD started planning in late 1994 to re-engineer this portion
of its multifamily portfolio. Among its guiding principles, HUD seeks to insure to the maximum
extent possible (a) protection of residents from displacement or rent increase, (b) stability in the
neighborhoods in which these apartment buildings are located, and (c) protection for the legal rights
of apartment owners. All of these objectives must be balanced within the serious budget constraints
and reduced personnel capacity of HUD

Portfolio Reengineering: Properties Included

To be included in the portfolio reengineering initiative, a project must receive Section 8
project-based assistance and have an FH{A-insured mortgage. Such properties are included because:

1) If Section & project-based subsidies on these properties are cut back, many owners will not
have sufficient revenues to pay their operating costs and mortgage payments. They will
default'on their FI1A-insured morigages, and the federal government will be forced 1o pay
billions of dollars in mortgage claims.

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

April 9, 1996
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Propertics included
beginning in 1996-1997

Properties under review for
inclusion after 1996-1997

Propertics not included in
Portfolio Reengineering

Properties with Rents Above
Market

Properties with Rents Below
Market

Section 236 w/o LMSA

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

Section 8 Mod Rehab
Section 202/811

Any Section § property nof
FHA insured

While properties that receive project-based assistance but are not FHA-nsured are
excluded from the portfolio reengineering initiative, they will be affected if their Section 8
assistance contracts are not renewed at current levels. o

Operational constraints on properties not adiministered by HUD's Office of Housing have
led 10 the exclusion of the Section 8 Moderate Rehabilitation properties -- even though they are
both FHA-insured and receive project-based assistance. These properties may be handled in later

phases of reenginecring.

No Section 202 properties are included in the portfolio reenginecering proposal. This
uninsured porifolio is unique, with budgetary ramifications outside of the Department. These

propertics will continue 10 be assisted under the current system.

For 1996-1997, the portfolio recngincering initiative will prioritize properties with rents
over market. For properties with Section 8-subsidized rents below market, the Department is
continuing to review with the various stakeholders approaches to solving the capital needs of
these propertics and cxpiring contracts.

April 9. 1996
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Portfolio Reengineering: How It Works

When they expire, Section 8§ assistance contracts between HUD and project owners will
not, as in the past, be automatically renewed at their current levels or in their current form. Local
and state governments will be involved in deciding whether future assistance on these properties
comes in the 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 not be
financially viable without rent subsidies at current levels, FHA would facilitate the replacement
of the existing FHA-insured mortgage with a smaller mortgage that can be supported by the
project at market-rate rent Jevels. Upon restructuring, the FHA mortgage would be extinguished.
Property owners could apply for FHA insurance on the pew loan, which could then be properly
underwritten given current conditions, and scored for credit subsidy purposes.

Key Components

Afier extensive discussions with afTected constituencies--residents, property OWncrs,
lenders, community groups, local and state governments--HUD is proposing to re-engineer the
way it supports this part of its multifamily portfolio by changing the relationship between HUD-
provided subsidies and FHA-insured debt. HUD's approach to portfolio reengineering includes
the following components:

o -Rizk Pro <
° For 1996-1997, HUD will prioritize properties with rents over market.
o For propertics with Scction 8-subsidized rents below market, HUD will continue to

discuss in 1996 with various stakcholders approaches to solving the severe capital heeds
of these properties and expiring Section 8 contracts. However, HUD notes that the bulk

- of the properties with rents below market have Section 8 contracts 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 maintenance, leaving their residents to live in inadcquate
conditions and creating problems for surrounding neighborhoods. The needs of these
apartment buildings and the families who live in them cannot be forgotten, but must also
be addressad by future legislative action.

° Section 8 contracts on over-subsidized propertics would not be renewed at current rents
but would be reduced to market levels. To convert to market-based rents, however, FHA
rnust also simultaneously reduce the underlying mortgages to levels sustainable at the

April 9, 1996
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new rent Jevels. Mortgages can be refinanced at lower Jevels because FHA insures the
mortgages and can pay claims to existing lenders for the requirced reduction in mortgages.

° HUD does not have the current staff to devote 1o handling thousands of individual
transactions; any approach to portfolio reengineering must use third parties. HUD
proposes to use third parties to workout, restructure, and resolve mortgages subsidized by
Section 8 contracts before the Section 8 contracts expire. HUD would strongly prefer--as
would owners, residents, lenders, and communities--that mortgages be resolved in
advancc of contract expirations, thus preventing defaults. These third parties would
receive strict guidance and oversight from HUD about the public purposes that must be
achicved in the process of restructuring, including protecting residents and communities,
and ensuring that properties will be financially viable post-restructuring. More detail
about this approach follows.

<i sand C Jres

® Local and state governments should be involved in deciding the form of rental assistance
provided to a property post-restructuring--whether the assistance is project-based or
tenant based--depending upon what is in the best interests of their comununities. 1f
continucd, however, projcct-bascd assistance would have to be at market rental rates, and
the deliberate over-subsidization would stop.

° Residents of these buildings must be protected from displacement 1o the greatest extent
possible. HUD is proposing that existing residents, if they receive tenant-based
assistance, would receive "enhanced vouchers" that would pay the differénce 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 Jong as it meets the rent reasonableness
requirements of the local PHA.

® 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 rents. Income-eligible residents who are currently 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 restructuring and the local government chose not to
continue project-based subsidies. '

° Any solution designed to address the expiration of Section 8 contracts and reduced
budgetary resources for housing must recognize that a single solution will not work for
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the diffcrent types of properties and communities affected by portfolio Teengineering,.

®  The properiics affected by portfolio reengineering divide generally into three basic
groups: 1) properties that could operate on a solid financial basis at market-rate rents; 2)
properties that could not operate on market-rate rents and would require morigage
restructuring; and 3) properties that at market rents could not pay operating expenses,
even if FHA completely wrote off all monigage 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 governments, or even partial or complete
demolition.

. The tax consequences of portfolio reengineering on owncrs could be a barrier to proactive
resolution. The Administration is willing to discuss with Congress mechanisms to take
account of tax consequences related to debt forgiveness for property owners who cnter
into restructuring agreements with 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 Section-R-subsidized properties individually, but opcrational constraints at the Depariment
made such an approach unworkablc. HUD then considered relying on mortgage salestoresolve ..
the Section 8 portfolio. But it soon became clear that mortgage sales also would not be
appropriate because owners would have to default before restructuring could occur -- something
the Department does not want 1o occur.

After much input, HUD decided that the optimal approach for tenants, communities, Section
8 owners and taxpayers weuld be to usc third-party entities to resolve Section 8 mortgages —

and to have them do so beforg contracts expire. Such an approach is preferable because:

] The capacity to act before mortgage defaults will speed property transitions 1o market
and greatly reduce the likelihood of property disinvestment and physical decline.
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] The third-party cntities will have the specific capacities required to devote individual
attention to 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 to retain ownership interests in their properties —
rather than be forced to default when their Section 8 contracts expire and cannot be
renewed at current levels.

¢ From a financial standpoint, the ability to act before contracts expire will maximize
the value of the Section 8 portfolio, ensure the widest possible opportunities and
options are available for restructuring the mortgages, and minimize the potential for
foreclosures and FHA insurancc claims.

¢ Through a trust structure with the third-party entities, the Department will be able 10
take the proceeds resulting from mortgage restructurings and dispositions and apply
themn to fund rehabilitation of dilapidated properties.

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

Proactive Resolution by Third Parties: How It Works

HUD would transfer the economic liability for a designated portion of the FHA-Insured
mortgages in its Section 8 portfolio to competitively selected third-party entities. The entities
could be teams composed of local and state government entities (including HF As), nonprofits,
asset managers, and capital partners. They could be pre—qualified to ensure they had sufficicnt
expertise in the management and disposition of HUD mortgages and properties.

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

HUD and the third-pany entitics would share in proceeds generated by such morigage
resolutions through the establishrment of a trust structure. The use of a trust structure, under
which HUD retains an ongoing passive interest, would also ensure that HUD's private partners
are not 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
Scction 8 mortgages and properties involved. The entities would generally include:

State housing finance agencies — to provide a source of financing for restructured
mortgages, to help monitor implementation of the public purposc objcctives, to
service and own mortgages and to help value properties.

Local government entities ~ to accept donated morigages and properties, to help

monitor implementation of the public purpose objectives, to purchase certain types of

morigages and properties, and to help value properties.

Traditional asset management firms — to workout, restructure and dispose of
mortgages.

Capital pariners — to provide equity funds.
Assct servicers — to service the performing mortgages.

Primary and secondary market lenders — to provide underwriting services for
restructurcd 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 objcctives, 1o
purchase certain properties, and to provide technical expertise.

Why Independent Third-Party Entities Are Preferable

In proposing this structure, HUD has also considered other approaches involving third parties
to resolve Section 8 mortgages. These have included suggestions (o use contractors or a
Resolution Trust Corperation-type entity. HUD believes the third-party entities described above,
particularly in certain markets, are better than other alternatives.

HUD Contractors. While contractors could be engaged directly by HUD to perform many of the
functions required, it will be difficult, if not impossible, to structure sufticiently strong and clear
incentives to achieve maximum results using this approach. In its experience, the RTC found it
difficult to delegate asset management and disposition decisions 10 contractors.

State Housing Finance Agencies. HUD wants HFAs to participate as a member of the third party
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entity team's, but. in most markets, HF As alone could not handle the thousands of properties that
will be affected by portfolio reengineering. The state HFAs, given their other considerable
responsibilitics, do not have the abilit}" to undertake thousands of complex mortgage resolutions
with multiple property owners and lenders. In addition, HFAs would in many cascs be unwilling
10 1ake on the kinds of financial risks associated with these transactions by themselves, because
HF As serve a variety of public purposes, including protecting the fiduciary interests of their'state
governments and taxpayers.

An RTC—type entiry. 1t would be a mistake to delegatc responsibility for restructuning this
portfolio to a “resolution” agency, even one with substantial experience at asset management and
disposition. The regulations and laws governing Scction § programs are complex and intnicate,
and require a level of expertise far beyond standard assel management. This resolution must
occur consistent with HUD's underlying programmatic goals, including the protection of tenants
and communities. “Resolution” agencies arc not charged with or experienced with these
important responsibilities. In addition, in this era of government downsizing, the creation of a
new resolution entity that requires its own staff, budgets, and resources would not be a prudent
use of scarce budgetary resources.

CONSEQUENCES OF NOT ACTING

The conscquences of not acting are severe. As Section 8 contracts expire, Congress could
choose to renew them for one-year terms, but would be unlikely, given the budgcet constraints, to
renew them for multiple one-year terms at above-market rents. As a result, owners could be
expected to default in large numbcrs on their FHA-insured mortgages, producing massive losses
for the FHA Fund and hurting cominunities and residents that rely on these affordable housing
resources. Or, if Congress continued to renew expiring Section 8 contracts at current, over-
subsidized rents, these renewals would consume the vast 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 development needs addressed by HUD.

BUDGET AND SCORING IMPLICATIONS OF PORTFOLIO REENGINEERING

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

From the programmatic perspective, porifolio reengincering 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 $4.4 billion on a present value basis over 25
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years. These savings are a result of both Jower rent subsidies and lower claims payments.

From the BEA perspective, the effect of portfolio reengineering legislation would be scored
under "pay-as-you-go" (PAYGO) procedures for only its effects on mandatory spending. The
bascline (spending under current law) must be used for comparison. The current FHA baseline
assumes a higher level of claims than in the past, reflecting recent Congressional action limiting
or capping rent subsidies. Portfolio reengineering produces savings compared to this baseline by
giving HUD new authority 1o 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 term, the resulting savings over the Jong-term exceed the short-term
costs. :

Under the Federal Credit Reforin Act, the savings from this legislation are scored as the net
present value of the change in cost (measured against the baseline) resulting from the
combination of increased spending and reduced costs. The net savings from the Administration's
proposal are $1.4 billion, which would be scored as PAYGO savings in the year of enactment.
An important assuinption in these estimates is that use of third parties results in increased
efTiciencv--and therefore more savings 1o the Governmeni--than merely granting HUD more
authority to perform the restructuring itself.

A related scoring issue is how to treat proposals that would allow for the bifurcation of the
FlJA-insured debt by creating a "soft second mortgage” in lieu of a direct claim payment. Thesc
proposals are designed to address the problem of tax liability created for many owners if project
debt is cancelled. Bifurcation could be used to 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 constitutc a
loan modification under the Federal Credit Reform Act, and would require the use of budget
authority 1o reflect 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 it will become
taxable income for the owner. If the tax problem is avoided by increasing the likelihood of
collection (making the second "Jess soft"), it could be seen as a new Joan and would thus require
additional appropriations under Credit Reform.

HADAT & PALBRFE R 1B S 1O RO
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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 $1.4 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.

A~

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 bailout, a mere $18 billion at risk.

BYLINE: By Peter Passell

BODY:

READY to ante up for another financial fiasco generated by regulatory myopia?
Just when you thought the cost of the savings and loan debacle was pretty much
past, the next Government bailout is about to hit, revolving around federally
insured mortgages on subsidized housing for the poor.

This time, the cost will be much smaller: A mere $18 billion is at risk
compared with more than $130 billion that taxpayers shelled out to pay off
depositors at failed savings institutions. But the real question, argues Robert
Litan, director of economic studies at the Brookings Institution, is whether
Washington will end up paying a little now or a lot more later to clean up the
mess.

While 1.4 million poor families live in Government-owned housing, 700,000
more rent private apartments that would not have been built -- and could not be
maintained -- without Federal subsidies. Owners of this Section 8 housing, named
for a part of the law administered by the Department of Housing and Urban
Development, negotiated "fair market rents" with the Government when the units
were built in the 1970's and early 80's. Tenants pay 30 percent of their incomes
to the landlords, with the difference paid by Washington.

Economists do not like this "Soviet style" system, as Mr. Litan, who was a
top budget official in the Clinton Administration for a while, terms it, because
the negotiated rents are no more determined by competitive market forces than
the price the Pentagon pays for B-1 bombers. Mr. Litan and James Barth of Auburn
University, estimate that two-thirds of the apartments rent for premiums over
the local competition.

Tenants are not wild about the system, either. Since their subsidies are tied
to the building, they are effectively prisoners of their landlords.

The real estate industry loved the system, but politicians are finally tiring
of playing Uncle Sucker. "In an era of budget scarcity how can you defend a
system in which the Government pays more than everybody else?" asks Nicolas P.
Retsinas, Assistant Secretary of H.U.D.

But, in this highly partisan era where the Republicans rule in Congress and
President Clinton runs the White House, reaching a consensus is never easy. And
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this problem is tough, because the renegotiation of overpriced subsidy contracts
and the conversion of building-specific subsidies to housing vouchers useful
anywhere won't get the Government off the financial hook. Mortgages on the
subsidized buildings are all federally insured. And while no one knows the exact
numbers, it is widely agreed that landlords would default on the great majority
if H.U.D. allowed their rental income to fall to competitive levels. Hence from
Washington's perspective, Mr. Litan notes, "it's pay now or pay later."

Make that "pay more later," much more. Unless Congress extends
building-specific subsidies indefinitely -- an implausible outcome in light of
the Federal budget crunch -- the Government will have to foreclose on hundreds
of thousands of occupied units. H.U.D. estimates the foreclosure route would add
$5 billion to the cleanup cost.

A tidier, cheaper fix, proposed by the.Clinton Administration in 1995, would
eliminate building-linked subsidies as the current contracts expire. The
Government would voluntarily take a one-time hit by relieving buildifg owners of
a portion of their mortgage liability. Meanwhile, tenants in previously
subsidized units would get housing vouchers that would give them the option of
staying put or shopping for something better.

The Republican Congress took a rain check on serious consideration of the
proposal. Instead, it extended expiring subsidy contracts for one year -- no big
deal since fewer than 1 percent expired in 1996. And it gave H.U.D. authority to
restructure the mortgages on a token 15,000 units. But subsidy contracts for
236,000 units expire next year.

Now the Clinton Administration is back with a revised proposal. The plan
would pay third parties -- including state and local housing agencies -- to take
over the Federal mortgage liabilities and make the best deals they could with
landlords losing their above-market subsidized rents. Uncle Sam would share in
any profits associated with hard bargaining. To win over the real estate lobby,
the Administration has also signaled that it would not oppose tax breaks for
landlords who would otherwise be forced to pay capital gains levies on any
savings on their mortgage.

A bipartisan settlement of so complex and potentially embarrassing a problem
along these lines may seem out of reach in a Presidential campaign. But Mr.
Retsinas is cautiously optimistic. There is quiet agreement in Congress that
future subsidies for affordable housing must be untangled from past errors in
housing finance -- and at minimal taxpayer cost. "This," Mr. Retsinas says
hopefully, "is no longer about ideology."

GRAPHIC: Drawing.
LANGUAGE: ENGLISH

LOAD-DATE: July 18, 1996
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STATEMENT BEFORE THE
HOUSE GOVERNMENT REFORM AND OVERSIGHT COMMITTEE

SUBCOMMITTEE ON
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BY
NICOLAS RETSINAS
ASSISTANT SECRETARY FOR HOUSING
FEDERAL HOUSING COMMISSIONER

WASHINGTON, DC
July 30, 1996

INTRODUCTION

Thank you Chairman Shays and Members of the Committee for this opportunity
to testfy on tha impending crisis facing the natian’s stock of federally assisted,
privately owned housing ~ and the Administration’s proposal for addressing the crisis
through portfolio reengineering. The crisis affects 8,500 properties -- about 850,000
units that both receive Section 8 subsidy and have mortgages insured by the Federal
Housing Adminstration (FHA). ' - ' -

Mr. Chairman, it is important to note for the record that you, and this
Subcommittee, have pleyed a significant role In identifying long-standing problems
with the multifamily assisted housing programs. This Subcommittes held a series of
hearings in 1984 on the cost, quality and eftectivensss of thé muttfamily housing
subsidized stock. Testimony from the General Accounting Office, HUD's Office of
Inspector Gensral and others graphicaily demonstrated that the escalation of rents
snd tho deterioration of the housing units were contributing 1c a crisls situation. There
was no doubt that HUD policy makers and staff were faced with major operational and
pfogrammatic challenges.

Looking back on those days | can say with all honesty that those hearings
provided a good deal of impatug for tha actions that we took to improve the qualty nf
Jata, enforcement activities, and portfolio management. Chairman Shays, thank you
for thoss strong efforts and | would fike 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 portfolio management and analysis.
This can be measured in both financial terms and operational terms. For example:

- FHA will have a pilct data warehouse by this September that provides
better opportuntties for field office staff to analyze their porttolios and to
better service the loans.

- FHA for the first time in history conducted an internal loan loss reserve

analysis by risk ranking over 12,000 individual projects. - :

- The loan loss reserve itself has decreased substantially over the past
three years from $10.3 billion in 1993 10-$8.4 in 1595

- Thirteen training courses have been conducted for over 2.000 multifamily
housing staff on asset management activities.

-- Fieid managers were empowered 10 make decisions at the lowest
possible level and matrix organizatons were formed to *work share" as a
means of overcoming staff shortages and imbelances.

Assoet Sales . %

In order to aggressively reduce the large portfolio of Secretary-held mortgages
(defaulted mortgages), FHA has established a core team of employees and
comtractors that use creative and innovative business tools to carry out a highly
effactive loan sales program. Examples include: '

- Muttitamily notes have been sold through a program of mortgage sales.
From 1994 10 1896, HUD soia 927 icans with an unpald principal balance
of $2.9 billion, thus reducing asset managers' dangerously high
workloads. Further, the loan sales generated over $2.1 billion in
proceeds to the taxpayers.

- Inciuded In the morngage $&/68 program was & Jung 1896 structured
finance transaclion involving 158 loans with an unpald principal balance
ot $885 milion. The projects represented by thess Joans included _ VJL.»J/
approximately 6,400 unhe of cubsidized housing. Thie eals resulted in | { (v‘f;
$585 million In proceeds 1o the taxpayer. o W‘b
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improved Tenant Involvement

More important than the finandal and operational malters is tie InGeased
attention being paid to investing In residents as customers, theredy increasing the
value of properties and communities. FHA has taken several intlatives to improve
tenant satistaction. Some examples are:

A Nelgborhood Networks Inliative Lhal encourages uwriers to invest in
computerized learning centers has resulted in some 40 prajects
becoming operational and another 400 projects in various stages of
complation within Raven months of the initiative’s inception. Education
and job training aré the focus of these centers.

FHA has endorsed and sponsored the use of VISTA volunteers to work
with tenant organizations in bettering the living condtions at projects.

HUD's ¥HA staff interact continually with tenant groups at loca! and
national levels as a means of enauring thet tenants have a voice In
housing programs. S -

Improved Enforcement Activities

Significar staps have beon taken to upgrade the use ot enforoement tools and
to develop new onas, Including the foliowing measures:

FHA sstablished & Special Workout and Assistarice Team (SWAT) to
serve as both an enforcement arm and a training venicle. The SWAT
team has bean an active partner with owners in turming projects around

and a strong adversary to owners when appropriate in taking needed
sanctions.

Since its incaption in 1884, SWAT has screened over 880 projacts, has
assigned over 400 of those for comprehensive revisw and action, and
has completed reviews on 256 projects. Of those 256 projects, owners
oame Into compliance on 163, Departmental sanctions were taken on 51
projects and 42 projects required no actions.

In addition to the SWAT activities, enforcement throughout the system
has been emphasized and incressed. In 1884 and 1835 enforcement -
actions at FHA were ot a record high, ospccially in the areas of required
changes in management agents and in the use of foreclosure tools.

Legal services comtracts were recently intiated 1o complement the

<
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services provided by the short-staffed Office of General Counsel.
Contractore are currontly working on sanction activities on 18 projecls.

- During 1985 and 1896, the Administration submnted legislative proposals
to Congress to further strengthen enforcement No action has been
taken to date on the proposed legisiation. One of HUD's key proposals / /
was a request for legislative relief from the bankrupt(:y protections _
afforded to multifamily project owners. The use of this protection has ' |
besn one of the majr irnpediments 10 swift anc effective enforcement
action.

Mr. Chairman, we have come a long way since this Subcommittes’s hearinge in
1994. It goes without saying that much more nesds to be done 10 arrest the
problems. But we are proud of our accomplishments and we arv uspecially pleased
that three of the initiatives | mentioned above were recently recognized by Vice
Presigent Gore's Natonal Pertormance Review Hammer Awards -- namely Asset
Salas, SWAT and Neighbornood Networks.

ft is also important to note that, as HUD, under the leadership of Secielary
Cisneros, came to grips with these problems and began to aralfyze the conditions and
causes of the current shtuation, it became abungantly clear that major inttitiatives and
policy shifts were the only long-term solution. Hence, the move towards our current
proposals to reengineer the financing structure and, more imponantly, treat housing
as a valuable resource for buliding better neighborhoade by investing in the people
that reside in the projects.

THE NEED FOR PORTFOLIO REENGINEERING

HUID has put forward a proposal to reduce Section 8 subsidized rents to
market while simultaneously reducing the FHA-insured debt tc a leve! that can be
supported by market rents aiid would help pay for necessary repairs 10 these
buildings. | welcome your leadership and commitment to adaress this critcal issue.

The vast majority of the rasidents of these properties are low-income, and o
substantial proportion are elderly. How we manage the transiion of this portfolio -
going forward has oritica! long-term implications for milions of reskients and hundreds
of communttiss.

The context is not bricks and mortar or expirng contracts or government rules
and regulations. The context is people and neighborhoods. | believe we have a
unique opportunity to reengineer this portfolio and the progiams underlylng . We
have an opportunity to rebuild dedining neighborhoods and inner cities through our -
investment In a reengineered housing system.
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We also have the opportunity 10 see housing and Rs growing costs as a8 critical
piace of the "solution* rather than as a "oroblem.” The rapid growth of our awn ‘
Neighborhood Networks inltiative -- where we encourage computer leaming and job
centers In subsidized buildings - suggests 1o me without & coutt that the seeds of a
new and better approach are growing.

Some Progress but Fundamantal Problems Remain

| can report to you that working together over the past 18 months, Congress
and the Administration were able 10 undertake important interim measures to begin to
address the Section 8 cCrisls.

- We acknowledged that the status Quo and paying above market rerms for
assisted housing is no longer sustainable In tocay's budgetary climate.

- We gathered updated data about the Selcﬂon 8 portrallo -- Including the
composition of the portfolio, the rent levels, and the condition of the
properties.

- We initiated a broad debate to address the probiems -- involving virtually
all of the consttuencies that are aftected by changes in the Section 8
assistance program. '

.- We have begun to implement a Congressionally authorized
demonstration program to test a number of different approaches.

Despite our progress, howsver, we have still not solved the fundamental
problem. tt is critical that we comfront this problem naw by passing legislation that will
help us presarve affordable housing rasourcas over the long run. The longer we waf,
the more difficult it will be budgetarily and administratively. The basic question, which
was posed by Peter Passell in the New York Times on July 18, is whether Washington
(and the American taxpayer) “will end up paying a litle now or a lot more later.® Mr.
Chairman, | would ask that a copy of that article be included with my statement for the
record. I : - -

) Hhtqm.ol Over-Subsidization

To fully understand the need for portfolio reenginesring, 1 is necessary 10
understand how much of our muttifamily inventory came to be over-subsidized.

From 1965 to 1883 the Federal government through HUD and the Internal
/ Revenue Code subsidized the development of privately-owned multifamily apartments
by providing low-interest loans, insuring mongages made by privals lenders,
( turnishing project-based Section 8 subsidies 1o pay rents; and providing tax incentives
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by allowing rapid depreciation on properties financed with NCN-rECOUrss debt

This system of assistance produced substantial amounts of muttitamily housing
bul, in recent years, it has auffered senous and growihg probiems, chiefiy due 1o
insulation of the properties from market forces. Thus HUD, a! this point, is paying
rents far In excess of the market rents paid by unsubsidized 1enants. Moreover, HUD
is paying these excess rents for about two-thirds of the reenginsering portfolio. ™2

//“p///‘“\_,_ﬂ»»W"‘- .

Let me give you some examplee from a General Accounting Office investigation

of this issue:

-- Here in Washington, OC. the GAQ discovered that the Federal
govemment pays $734 a month in rent for & subsidized Section 8
apartment, when rent in @ comparable unit in a neighboring,
unsubsidized building is $500.

.- in New York Crty, the government paye $1,138 a month for subsidized
apartments, whiie the monthly rent for units in neighboring unsubsidized
buikdings is $600 or $750. '

.- In Las Vegas, the sdaie pattern Is repeafte_d: $820 a month for Gection 8
subsidized units — and comparable market units renting at $380. '

- in Chicago. the government pays $849 a montn tor apartments in a
subsidized Section 8 bullting, while landlords in comparable
unsubsidized unfits ohargo $436 to $475 as market rents.

The other one-third ot our portiolio of properties are under-subsidized and most
have fallen into distressed condition, with owners having no financial incentive to put
more funding into these projects. Tenants are effectively trapped. K they try 10 move,
they loss their tederal rental assistanoe because the subsidies are tied to the building.

Budgetary !ssues

Beginning in FY 1997 -- and for the next 7 years thereafier -- Section &
contracts will expire on 850,000 units of FHA-Insured housing. The majority of Section
8 contracts on the 8,500 properties expire by 1999. These axpirations include a very
large wave in FY 1897 —~ 236,000. Earlier this year, as an intorim measure, Congrose
agreed to extend contracts expliring in 1996 for one year at current rents.

Downward budgstary pressure on discretionary spending means that the
Faderal government can no ionger sustain the large and growing costs of renewing
over-subseidized Section 8 contracts at their curront rent levels. The cost of renewing
Section 8 project-based assistance will increase from $850 million in fiscal year 1987 to

.5/15
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almost $6 billion in fiscal year 2002. We do not anticipate Congressional tuneing for
HUD's fimure-year budgets that would allow continued payment of Section 8 rents at
their current levels into the future or to bolster subsidies for roubied projects.

Given comtinued Congresslonal pressure to reduce HUD's budget, the
Administration belleves that the prudent course is to use the market to set rents and
make a corresponding write-down ¢f debt on these buildings in @ managed. orderly
fashion.

Operational and Policy lssues

We must responsibly address the crisis causad by expiring Saction 8 contracts.
The only way 1o responsibly address the impending «isis is to change the process by
which RUD osuppons these apartment buildings  In 30 doing, we must protect
residents, communities, and taxpayers. Wnat we are looking for is a fair and equitable
way way 1o agdress a very complex problem. :

While the Section 8 program is complicated, the choicss confronting us are
stark and action i8 needed soon. We cannot afford to renew contracte that are above
market at their current levels. f we MﬂeJmmose contracts at their current
over-subslidized rerits, or financlally resuucture thiese properties, Mmost owners will—
default on teir FHA-Insured mortgages. The result will be massive claims on the FHA
fund -- possibly up to $2 bilion in claims for the 1897 expiratiors alone. Furthermore,
many propertias with below-market subsidies have significant capital bacidogs. The
needs of these properties must be addressed as wel.

But there is more than a financial cost to massive defaults. There is also a very
real human and community toil. Detaulting on a mongage does not happen suddenly.
it Is a process that can be stretched out over years as owners seek refuge in
bankruptcy court or use other means to delay the inevitable whare they lose their
properties and must recognize as taxable Income the debt ac if 1 were the proceeds
of the sale.

As the owners default, they pull resources out of their apartment buildings.
They stop making repairs bacause they have no financial incentive to do so. We have
seen this pattem time and tme again. The residents of these apartment buildings
suffer as the quality of their unlts deteriorate -- sometimes to the point where HUD ie
forced 1o take over the Lullding. Meanwhlig, the surrounding neighborhood feels the
impact of another apartment building that 1s being abandoned by its owner.

: |

From a policy perapective, it is difficult to justify the continuation of over-market
rents. They began 20 years ago to induce the private sector to bulld in areas where
they would not otherwise have built. But should we continue to pay in excess of
market rents to induce the private sector 1o contjnue ownlng or ope(atlng these units?
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From a budget perepective, over-market rents cost 100 much. In FY 16987
alone, the federal government will spend an additional:$150 million (o keep these rents
above markset, and this amount grows in the out years. Tnis 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 prodlem of over-market rents is straightforward:

1. Reduce vver-market Section 8 rents tn mtarket levels and imtroduce the
discipline of competition in the operation of the properties.

2 At the same time, reduce the amount of the imongage on the buliding to
a level that can be supponed by market rents. '

3. Provide appropriate solutions for the tax issues contronting the owners of
tho property as a resuh of restructuring -- that ie, cancellation of debt
recognized as income.

Carrying out this process Is not simple, but we believe that the best way to
serve the Interests of everyons -- the taxpayers, tenants and cwners -- is to use the
forces of the marketplace.

Analysls of the Portfolio
To help us understand what neads (0 be done and to answer questions about
the portfolio and the impact of restructuring, HUD engaged the E&Y Kennheth

Levertthal Real Estate Group 10 carry out an analysis of the FHA-Insured, subsidized
portfolio. Here is what we leamed from the EY study:

Size ot Portfolio
-- There are 8,563 properties, 708,273 assi::’,ted unns, 142,762 unassisted .

units and $17.9 bilion of mortgage insurance et risk in the reengineering

portfolio.
Problem ig serious
83 pcreent have rents greater than markot rents

- 37 percem have rents iess thaa market rents



23-1985 10113 TO:144 - M, BECITRON FECM:DADE. 1. P 11/18

| condition of. rtie

- There are short term maintenance and caprtal needs across the ennre
Section 8 insured portfolio averaging $6.400 per unit.

Portfolio regngineering can golve the prohlem

- Three-fouiths of the portfolio works In market condhions after
restructuring.

- 13 percert of the prapertias require additional capital support to pay for
repairs.

- An additional 13 percent do not work in normal economic terms and
present a special challenge.

Qne aize does not fit all

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

Overarching Principles

The Administration’s proposal is based on the following principles:

-

Residents and neighborhoods must be protected.

Purtfulio reengineering must be undortaxen in a way that recognizes the
diversity of the portfclio 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 recognize 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 1887 budget, $1.4 billicn in mandatory
savings and $1.8 billion in discretionary Section 8 savings were estimated for the
period 1997-2002 under the Administretion’s portfolio reengineering proposal. In
discussions with Congressiona Budget Ofice stafl, we undersiand that CBO may
have reached a different condiusion about the mandatory savings from portfotio
reengineering as presented in the President's budget. These differences appear to be
based upon different assumptions about recovery rates or, in other words, levals of
payments to reduce mortgages and the benefits of providing owners with an option to
restructure before contract explration (known as proaciivily). :

We believe that the new data from the E&Y/Kenneth Leventnal analysis, which
was not completed when CBO prepared their seoring earier this year, will lead to

different assumptions about recovery rates. We 100k forward 1o further discussions
with CBO on this matter. '

Wse also have refined our analysis since the President’s bucgetl was submftted.
In addition, the Administration’s proposal has also been refined betwesn February and
now; therefore, our estimates will change, t00. In developing the budget for fiscal year
1998, we will adjust our estmates based on new information regarding olaims costa
and recovery rates. '

HUD's Capaclty

We have stated earlier that HUD alone does not have the capacity to achieve
portfolio reengineering or to individually negotiate with 8,500 l=nders and owners or
restructure 850,000 units housing. In tact, that could be said 1or any one ey,
including the RTC in its heyday or Fannie Mae today. To reengineer this portfolio, a
combination of the following skills and expertise is needed:

.- historica!l knowledge and program expertise;

clear direction and defined structures and roles sufted to reengineering
properties, tenants and mortgages simuftaneously,

- capital 1o pay ciaims and refinance debf;
- bankruptey, tax expertise, other legal and real estate expertise;
- axtansive troublad workout experiencs.

- ocommunity linkage; and
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- capadaity to work with residents and define services,

HUD has the ability to successfully monitor portfolio reengineering it the
parmershlps are.

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

- the standards for psrormance and definition of sucoess are clearly
defined and address public purpose issues, such as the condtion of the
property, accommodations for residents and owners, the community’s
role and pricing; :

the partnership has comprehensive experisnce in the areas | outined
above, and

- the monnoring is proactive and based on clear benchmarks.

HUD hae bcen sucossstul in attracting quality partnerships, defiiing clear roles,
sharing expertise and obtaining good results. This s exemplifisd ooth in the risk
sharing and mcngage sales programs. Thoss eftorts have efiectvely shared risk and
profits, defined the end product and demonstrated HUD's abiiity to monitor complax
public-private parninerships.

The mortgage sales program has enabled FHA 'to develop and demonstrate
jolnt venture partnwiships. In the partially assisted sale, which netted $200 million in
credit reform value and produced a 72 percent return, FHA dasigned. developed. and
implemented a sophisticated transaction that incorporated in-nouse monitoring. In the
muttifamily risk gharing program, we have over 30 public and private partners jointly
delivering aimost 15,000 units to date of insurance authority. while the program is
only two years old, it has opsrated smocthly,

ALTERNATIVE OPTIONS AND CHOICES

Four critical issues have been the subject of considerable debate and
discussion In trying to arrive at a fair and workable approach ic portfolio
reengineering: how rents are set, the role of third parties, the availabilty of FHA
insurance, and tax problems confroming ownars.

These Issues deserve spacial attention here because they involve how much
the govemment pays and whan, how much compensation partics to the process
receive, and the long-term future of FHA. The choices facing us in each of these
areds is @ cominuum ranging from market-based golutions t0 more government-
imposed solutions.
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How Rents Are Set

The choices Insofar g8 rents are concemed essentally comes down to three
choices:

- rnarket-determined rents, which the Administration is proposing;

- formula-Lased rents based on the HUD-determinsd Fair Market Rent
(FMR) for the area; and

- budget-based rents based on tho owner's budget for Lhe project, subject
10 a reasonableness test.

We are concerned that our abllity 10 requiete 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 managament to see tenants ac oustomers or to offer creative
cost-cutting solutions that deliver the best value to the taxpayers. In addition, no
private lendor will finance regulated rents given that contracts are now subject 10
annual renewals. These short-term contracts would make FHA-insured loans the only
viablg uption for reengineered properties.

Choosing a hali-way solution -- renewing all above-market contracts at market
levals but not providing any portiolio resnginesring t0ols ~ would also have grave
consequences. This option woulkd be iike choosing one form of poison over another.
We would be uigyering massive detauns, disrupting the situation of owners and
tenants alike -- 8 move that would, In my judgment. be irresponsible. We estimate that
83,000 units that expire in FY 1597 have rents above market. ! those units are
renewed at market rents, HUD aestimates that FHA could have 1o pay as nwch as $2
billion in dlaims on defauited morntgages. These defaults would happen in an
unstructurod manner with no protections for residents or communtties.

Third Parties
The options regarding third parties. again on & continuum, are as foliows:

- No use of third parties and simply aliow the morngages to be managed
by HUD staff;

- Public or private contractors who would administer the restr ucturing
process for a fes;

- Entites who would put up caphtal and take risks in return for monetary
rewards when the restructuring procass succeeds beyond somo
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predetermined benchmark; and
- Sale of the secretary’s rights and remedies to a thirs party.

To deny HUD with its limited staffing and capacity the use of third parties will
perpetuale the protracted and ineffective resolutions of problem loans and propertes
that was the thrust of my testimony two ysars ago. Since then wl have damonstratead
through the loan sales program and the pending sale of morigages to HFA's that
HUD cant utilize third panies effectively whie preserving the public interest as long as
the third parties have proper incentives.

FHA Insurance

The choicus 16 be made regarding the presence or absence of FHA insurance
include:

- No FHA Insurance
imterim FHA insurance to assist in the transtion 1o market
- Eull FHA Ingurancs

While there might be & role for the FHA to facilgate the transition of the
oroperties 10 market, 1o mandate that FHA instirance remain in place after payment of
a partial claim to the lender couid lead 10 & repettion of HUD workouts that leave
HUD vulnerable 10 excessive "echo® claims in the faure. We believe a more prudent
approach would be 10 aliow project owners to apply for FHA mengage insurance on 2
new mortgage.

Tax Solutions

A fourth area that requires attention is that of tax solutiors. Some proposals
have relied on bifurcation of tne project deb: into performing ana non-performing parts
in an attempt to avoid tax consequences of debt restructuring 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 aftor
the first mortgage is repaid. This accruing second mortgage wiil quickly consume all
of the project’'s equity. The Cwner will have no financial incentive 10 maintain the

property. exposing the taxpayers and residents 1o the dangqers of severely dilapidated
properties with no owner incentive to maintain them.

A biturcation of the project debt would also add to the cost of any portfolio
reengineenng proposal because the seccnd morigage would be scored as a loan
modification that would use appropriated credit subsidy.
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The Administration I8 willing to discuss with Congress mechanisms to take
account of the consequences relative 10 debt forgiveness for property owners who
enter into restructuring agreements with HUD.

Responses to Administration’s Proposal

Some owners have expressed concern of opposition to the Administration’s
proposal for a variety of reasons, including: (1) the use of third parties; (2) how rents
are 96t and (3) the absence or presence of FHA insurance. | believe, Mr. Chairman,
that opposttion to the Administration’s proposal comes down 10 two primary factors.
One is the fact that many owners simply want to cortdnue being insulated from market
forces by receiving subsidies and they do not wish to take their 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 a certain amount of resistance o bold

new directions is Only natural and to be expected.

If | may digress for a moment, Mr. Chalrman, ! am pleased to note that you
have chosen as a witness today an owner that has not had an active voice in this
process -- the Amarican Asscciation of Homes and Services 'or the Aging -- an owner
that has done a good job overall in maintaining their propertizs. A large parnt of our
portfolio, it should be noted, serves the elderly.

There is some tension for non-profit owners in a destzouizing environment such
as we are in today, but change does not pese thet great a threat to these owners,
either. We strongly believe that competert non-profit owners must and will be
protected. These are the types of organizations we hopse 10 work with in the future to
craft solutions for an enduring stock of affordable housing. We are very Interested In
understanding their needs and the contributions they can meks.

CONCLUSION

In concluding my remarks, Mr. Chairman, | would simply emphasize that the
Administration continues 10 belkeve that the best option IS 10 Begin the process of
porttolio reengineering in FY 1997 by focusing on properties that have rents that are
over market. We look forward 1o discussing with you and this subcommittee ways in
which to implemant portfolio reengineering.

Mr. Chairman, we appreciate your lsadership and urge that, togettier, we send
a message today 1o the housing community: ' '

- a message that says the status quo cannnt win tha day, and we cannot
defer action another year. ' '

- A message thel says we must find a batler way 1c house residents and
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earn the trust of the taxpayers.

- A message that says we cannot renew at current remts ancther year and
hope for action when more information is' avallacie.
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Economic Scene

Another Government baiout. a
mere $18 billion at risk.

EADY i0 ante up lor ano-her {nancial fias

o gensratec by rzgulatory myopla? Jus:

wvhen you thought the cost of the savings
aud Jogs Gedacle was pretty much past, the nex:
Government baflot 83 abuut (o b cevolving
around (ederally insured mortguges on subsrdtzed
howsiag for the poOT.

This ‘imw, the oost wil be much smaler: A
mere $I8 bilion Is at risk compared with more
than $1:0 bifin that Laxpayers shelled outio pay
off depesitors at (eited eavings insttattons. But
the real question, argues obert Litan, direitor of
ecomomxc stidbes.a’ the 3rook ags [astitulion, Is
whethet Washingioa Wil end up paying a lttle
new ot a bot ove later te clean up e mess.

) . ™

White 1.4 miiloa poor Jamifixs live n Govern
ipntovored housing, 700,000 more e frivate
spartments that would not have been bullt — anc
cculd nct be melntained — without Federal subri
@ics. Owners ¢of this Section 8 hoasing, hamed for 3
part of the law administered by the Department o}
Hyusing and 1 rhan Develspmert, negtiated ““fale
martel rerus’ with the Government when the
wks wrre built i» tho 19720 and early 80's
Tenants pay 30 percont o thell inoxnes W0 Uk
Ivvdlonds, with the clfference pzid by Washingion

Eoopunists do nct like this “'Sovie. siyle’” sys-

tem, as Mc. Lian, who was a top budpet official &
the Clinton Administrauan for a whike, ietms I
because the pegotlated rems a~e nu mure detes:
mined by compotliive markct forces thim the
puice the Peutagon pays for B-1 bombers. Mr.
Lhan snd James Barth of Asburn Univarsity,
estinate that two-tiirds of the apartments rent
{or premiums over the Jocal competiton.

Tenams are nol witd aboul tae syutem, either.
Slace thalr subsidies are tied to the buallcing, they
are effectively priscners of thelr landiords.

Peter Passell

The real estate (ndustry boveld the system, Bul
poiiticlans are {inally tirin of playing Uncle Suck-

-of--**ln - an-era-of -tudgetl- scarcty -hew-can-you -

de’end ¢ system tao whict. the Government pays
more tan everybody else?’” asks Nicaas . Ret-
sinas, Assistaml Secietaryof H.J.D. )

Rut, b this highly pactsan orn whrere the Re-
padlicam rule in Congress and Presiéent Qimton
runs the White House, reaching 1 omsensus i<
never easy. And this problem is tough, because the
reaegotlation of overpriced subddy comtracts and
thwe conversion of tuilding-specific cubsides w
bousing vouchers wseful mywhre won't get the
‘Government olf the financla) hack. Mortgages on
the subs.dized bubldings are all Jederally Insured.
And whiie Do one krows the exat numbers, It is
widely agreed that landlords would default on the
great majority if H.U.D. sllowed thelr renial in-
come o fall 0 competilive levels. Hence from
weshingion's perspecUve, blr. Litan notes, "il’s
pay now or pay late.™

Uake that ‘pay mere Liter,” much more. Un-

tess Congress catends builldingspucilic sutsidies
Indefinflely — an implavsiblic outcome in lgzht of
the Feddral budget (runch — the Governman will
have (0 foreclose ay husndreds of thousamds of
octupte unils. H.UL.D. esiimates the lorec osure
rovte weuld add $5 billio (o the chearup cost

A tidier, cheaper 1lx, proposed by the Clinion
Admintstratioe i 185, woukl e lminate buiding-
Lnked subsidees as he currenl coalracts ¢xpire.
The Government wiuld volunlanily wke » onc-
itiwe hitl by reeving bulldng owners 31 a partion
ol thetr mongage Waditity. Meanwhile, tenants v
previcudy subsidized unds would get hcusing
voechers (hat svuld give them e opilon of stay-

" ing put r shupping {or sometliag bet.er.

The R:xpublican Cmgress Lok a ratn chock on
sertuus cwonsidzration of (ke proposal. lnstead, it
extended explring subsidy contracts [or ane year
— no big dcal since [ewer than 1 percent expiced in
19¢6. And it gave H.U.D. arthority to res{ructure
the roorzages on 2 tken 15,000 wnits. Jut subsidy
coatracts (or 236,000 units expire next year,

How tbe Clintun Adounistrutien Is back with a
rovised proposal. The plan would pay third partics
— Aclodding state and focai housing aganctes — o
take over the Federal mortgage tisbitiyes and
make U besl deals they couwld witd janclocds
losmg their above-mirket subsicised rems. Uncle
Sam woald shase w any prollls asseliated with
hard barzalning. To winover the real eswale lobly,
the Admimists adon has plso signaked thad it would
not opyxrse tax breaks for landords who would
otherwise be f«rced o pay caplial gaiss tevies on
any saviogs on theur mortgage.

* ® .

A blparusan setitement of so comp.ex awf po-
tertially emberrassng a psoblein wdunp these
lures tay seem out of reach in a Fresidautial
campaigas. But Mr. Retsinas is ceutlously vptimis-
tic. There is cujel agreetaent by Copgress that
future subsidles (or allordable aousirg must be
untangled frous past errors In houslog flnance —
and at minima: tarpayer cost. 'This,”” Mr. Reisl-
nas says hopefnlly, “'is po onger about Kealogy.”

A
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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 Scction 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 limitcd partners. The Administration will not abrogate any contracts before their
scheduled expiration dates. Whilc 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 thc mortgage insurer of these properties, the federal government 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. Hom

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 letter 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 that 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 portfolio in the
FY’97 Appropriations bill. You may want 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 revision to the 3rd paragraph:

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 would be protected through the use of enhanced
vouchers. These vouchers would also be provided to currently unassisted but eligible
residents. These enhanced vouchers would allow all currently assisted and unassisted but
eligible residents to remain in their existing apartments.
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The Administration‘’s proposal on portfolio reengineering
also takes into account the /legitimate concerns of property
owners and limited partners! The Administration will 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. :7_—\\\\
Owners will not face defaults because FHA is 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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oo, U. S. Department of Housing and Urban Development
$ S Washington. D.C. 20410-8000
e I

€ea peut™

I
OFFICE OF THE ASSISTANT SECRETARY !
FOR HOUSING-FEDERAL HOUSING COMMISSIONER
Mr. Kent W. Colton !
Executive Vice President
and Chief Executive Offiéer
National Association of Home Builders
1201 15th Street, NW

Washington, DC 20005-2800
|
Dear Mr. Colton:

This responds to your jletter of April 19, 1996, in which you
express concern with respect to Preservation Letter #2, Section
II, Questions 3 and 4 and the answers to each which indicate that
the Department of Housing and Urban Development must approve an
owner’s regquest to prepay or to terminate mortgage insurance.

Please be assured that the Department did not, in any way,
intend to take away the owner’s right to prepay. Nevertheless,
upon reflection, we can see how the responses may have lead a
reader to that conclusion. | We will clarify our intent by
revising the responses to the afore-referenced guestions in
Preservation letter $#3, which will be issued later this week.
The revisions will read as follows.

Q. Must an owner reqﬁest HUD approval prior to prepayment
or termination?

A. No, however, restoration of an owner's right to prepay
does not eliminate the need for HUD notification of the
owner’s intent or the need for HUD review. As part of
its normal prepayment/mortgage termination procedure,
HUD must assure that there are no outstanding
regulatory agreement violations or outstanding audit
findings and that it will be made whole in the event
that the mortgage is in default or HUD-held. Further,
under the Housing Opportunity Program Extension Act of
1996, the Department is required to offer protections
to tenants who may be displaced dus to prepayments or
mortgage insurance terminations.

In order to comply with our statutory mandate, the
Department will require that owners use the same 30-day
notification period provided for in the note and
mortgage with regard to notification of the mortgagee
of the owner’'s intent to prepay, to provide HUD with
the information it needs in connection with the tenant
protections. HUD will use this notification period, in
cooperation with the cwners, to ensure that actions
relative to tenant protections, are implemented.

|
|
|
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Q. What is the procegs by which a Preservation eligible
owner requests prepayment or termination of mortgage
insurance? -
A. The owner should submit the various components of a

prepayment request simultaneously to the mortgagee,
HUD, State or local government agencies, and tenants.

The mortgagee will submit the officlal Form HUD-9807,
Request for Termination of Multifamily Mortgage
Insurance to the Mortgage Insurance Accounting staff
once the owner has made an official request to the
mortgagee to prepay or terminate. The form is signed
by both the owner 'and the mortgagee.

The owner will provide the local HUD Office with the
information reflected in Preservation Letter $#2,
Secticn II, Q1 and Al simultaneously with its
notification to the mortgagee. In so doing, the owner
will provide the information HUD neeads to prepare for
funding any vouchers or certificates which will be
needed once the prepayment and potential rent increases
happen . | :

Thank you for bringing this matter to our attention and we
trust that this clarification will satisfactorily resolve it.

Sinceyely yours,

1 ~ /

Nicolas P. Retsinas
Assistant Secretary for Housing-
Federal Housing Commissioner
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May 6, 1996

HUD RELEASES ERNST & YOUNG STUDY OF INSURED MULTIFAMILY PORTFOLIO

Late last week the Department of | lousing and Urban Development released the analysis of 'l IA-insured assisted
multifamily housing prepared by the E & Y Kenneth Leventhal Real Estate subsidiary of Ernst & Young, one of the
natlon’s largest accounting firms...Ernst & Young examined 358 propertes located In 47 states and the District of
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 inventory has in the aggregate $6.9 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 shori-term capltal needs In excess of
$5.000 per unit. (When adding long-term capital needs, Crnst & Young concluded that per unit capital requirements
average $9.741.)

Crnst & 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.

Crnst & 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 statstical 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 Houge of Repreeentatives before the end of the week. H.R. 2406 ic eponeored by
Congressman Rick A | azio (R-NY). Chairman ot the House Subcommiftee on Housing and Community
Oppuortunity... The bill repeals the United States Housing Act of 1937, whuse enactment created the federal public
houging program...Congregeman Lazio'e bill would replace existing programe with a eyetem of block grante and give
Incal housing authorities greater tiexibility over rent levels and tenant selertion... | he bill would repeal the Brooke
Amendiment, which manddles thdal lenants in public housing cannol pay in excess of 30% ol their income i
rent...Overall. the Houee bill is regarded ag calling for generally more eweeping changee in public houging policy
than 8. 1260). which the Senate passed in January.

Congreeeional appropriatore have eaid that they want to gee a public houeing bill paceed before they mark up the
FY 97 VA, HUI, Independent Agencies Appropriations bill...Senate VA. HUI) Appropriations (Chairman Christopher

Bound (R-MO) hias scheduled a hearing covering the FY 97 HUD budgel foi Wednesdday, May 8.



