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Preface

PREFACE

In April 1987, the National Low Income
Housing Preservation Commission was created
with the support of both the U.S. House and Senate
Housing Subcommittees. The Commission was
formed as a bipartisan group under two co-chairs:
the former Secretary of Housing and Urban
Development, Carla A. Hills, and the former Chair-
man of the House Committee on Banking, Finance
and Urban Affairs, Henry S. Reuss. Its members
are broadly representative of interests in housing
and public policy.

The Commission set out to examine the risk
of loss of a subset of the 2 million units of privately
owned and federally subsidized low-income rental
housing. The mission of the Commission is four-
fold:

» To determine the possible magnitude of

loss of the subsidized stock as low- in-
come housing and the causes of the loss;

» To examine alternative ways to minimize
the loss of the subsidized housing stock;

» To the extent possible, to recommend
ways to offset the negative effect of any
losses on low-income households; and

» To analyze the cost of the alternative solu-
tions to the U.S. Treasury.

Supported by a Technical Advisory Group
made up of prominent analysts, real estate experts,
and economists familiar with housing data, the
Commission and its staff of consultants embarked
on a major study of the older, privately owned, sub-
sidized rental housing stock built during the period
from the early 1960s to the early 1970s (referred to
in the Report as the Preservation Analysis Inven-
tory). Detailed information on a random sample of
subsidized projects was collected, and a com-
prehensive economic model (the Preservation

X1

Model) was created to analyze the data through a
contract with Abt Associates Inc. of Cambridge,
Massachusetts. The economic model simulates the
most likely action of owners vis-a-vis their
decisions on the disposition of their property and
the potential effect on tenants. The cost of various
actions to save the stock of assisted housing is also
assessed. A major product of the study, detailed in
this Report, is a more accurate definition of the na-
ture and scope of the problems that the older stock
faces. Recommendations on the most cost-effec-
tive policies to save this housing for low-income
households are included in this Report, as is the
cost of implementing them.

To ensure that the Report had excellent tech-
nical guidance, the Technical Advisory Group
(TAG) met several times in the formative stages of
this study in May and June 1987 to devise the in-
depth approach and the broad outlines of the model-
ing work. The TAG reviewed progress on model
development on September 29; a task force con-
ducted an interim review on October 29, reviewing
assumptions used in the model; and the full TAG
conducted a final review of the model and results
on January 19, 1988. The TAG agrees with the
basic approach, overall technical adequacy, and
plausibility of results of the Preservation Model.

In addition, to validate the accuracy of the
model’s results, the National Corporation for Hous-
ing Partnerships (NCHP) undertook a separate but
parallel analysis of the stock of such housing that
NCHP owns. NCHP determined that the model’s
results were a plausible assessment of the
Partnership’s portfolio, and corroborated the techni-
cal approach employed.

The Commission was created under the
auspices of NCHP. In addition to receiving finan-
cial support from NCHP, the Commission also
received a generous grant from The Ford
Foundation.






Executive Summary

EXECUTIVE SUMMARY

How the Supply of Privately Owned,
Federally Subsidized Low-Income
Housing Was Created and How It Is
Threatened

In a time of postwar optimism and an ex-
panding economy, Congress in the Housing Act of
1949 set a national goal of providing "a decent
home and a suitable living environment for every
American family." For the next decade, the
Federal Government itself accepted the duty of
meeting that goal, acting primarily through public-
ly owned and operated housing for low-income
families.

Since 1961, almost 2 million
privately owned, federally sub-
sidized units of housing for
low-income households have
been constructed.

The 1960s brought an entirely new ap-
proach: the Federal Government sought to attract
private developers, owners, and managers to per-
form the task. Since 1961, almost 2 miilion private-
ly owned, federally subsidized units of housing for
low-income households have been constructed.

These private efforts draw support from
many sources. Federal programs subsidize housing
for the elderly and the poor and stimulate housing
in rural areas. This Report focuses on a small but
critical portion of the privately owned, low-income
stock that grew from the new national approach:
properties that the U.S. Department of Housing and
Urban Development (HUD) subsidizes and whose

mortgages the Federal Housing Administration
(FHA) insures. Specifically, these properties
receive support pursuant to the Section 221(d)(3)
Below Market Interest Rate Program (BMIR), Sec-
tion 221(d)(3) Market Rate (MR) Program with
rental assistance, and the Section 236 Program.
The Report refers to these properties as the Preser-
vation Analysis Inventory. Using this Inventory,
which amounts to approximately 645,000 units, the
Commission constructed a computer model to
forecast likely outcomes of different scenarios.
The Report examines these questions:

* How much of the Preservation Analysis
Inventory may be lost in the next 15 years
to prepayments or defaults?

» What factors affect the viability of the
stock as low-income housing?

» What effect will likely owner actions have
on tenants?

» What are the costs of protecting this stock
for use during the next 15 years as low-in-
come housing?

Under the Federal-private partnerships that
produced the Preservation Analysis Inventory
stock, private lenders made the mortgage loans and
the FHA subsidized the interest rate (3 percent for
the earliest BMIR programs and 1 percent for the
Section 236 Program) and insured the long-term
(usually 40 years) loans. Private owners, both for-
profit and non-profit, built and operated the proper-
ties. Owner obligations included a requirement to
rent to tenants whose incomes were moderate,
meaning for the most part less than 80 to 95 per-
cent of median income for the area. Complex
regulations covered basic rents and length of use of
properties as low-income housing. In some cases,
where low-income tenants could not afford the rent
despite Federal support, the Federal



Four factors threaten
continued operation of the
Preservation Analysis
Inventory stock of properties
as low-income housing.

Government offered rent supplements and other,
additional subsidies.

The consequences of the potential loss of
subsidized units will most severely affect tenants
who cannot afford shelter without government as-
sistance. Seventy percent of the tenants living in
the Preservation Analysis Inventory have incomes
below 50 percent of the median for their area. One-
fifth of the tenants are in properties built for the
elderly. A quarter of the households have four or
more members. Since the early 1980s, demand for
low-rent housing has outstripped supply. Low-in-
come households are paying a disproportionately
high percentage of their income to rent.

These questions about affordability and
availability for low-income housing led the Nation-
al Low Income Housing Preservation Commission
to examine the future of the privately owned,
federally subsidized stock. These units represent a
prior Federal commitment to provide, for at least
20 years and in many instances longer, 645,000
units for occupancy, mainly by low-income
households. The Commission believes that these
units constitute a valuable housing inventory.These
units should be retained for use by low-income
households, if the steps to do so are more cost ef-
fective than other means of providing a like num-
ber of units for such occupancy.

Threats to the Inventory

Four factors threaten continued operation of
the Preservation Analysis Inventory stock of
properties as low-income housing:

1. Rental assistance contracts provided
through Loan Management Set Asides
(LMSAs) are expiring, with the largest
effect being felt between 1997 and
1999. Owners will experience a drop in
rental income, and tenants will no
longer be assured that they can afford
rents.

2. Second notes on many older properties in
the inventory will mature. Ownership
will revert to the second note holders if
current owners are unable to pay off the
second note at maturity.

3. The housing supply is aging. Given the
changes in tax benefits and the possible
expiration of rent subsidies, owners face
diminished after-tax returns and reduced
cash flows with which to meet repair
and maintenance needs.

4. More and more owners will become
eligible to prepay their mortgages as
their loans reach their twentieth anniver-
sary. Of the 645,000 units in the Inven-
tory, 334,000 are eligible to prepay
during the next 15 years. Peak oppor-
tunities will occur between 1991 and
1995. Not all owners will prepay, but
many will do so in order to free their
properties for market-rent use.

Any single one of these factors, or any com-
bination, poses a significant threat to the continued
operation of the Preservation Analysis Inventory as
low-income housing. Exacerbating these threats is
the significant negative impact of the Tax Reform
Act of 1986 on the continued operation of low-in-
come housing.

Tax law has always played a central role in
providing incentives to owners of low-income
housing. The desire to help solve serious low-in-
come housing problems, together with attractive in-
terest rates and rent supplements, drew the
non-profits into low-income housing, but tax
benefits drew for-profit owners. Those tax benefits
primarily took the form of taxable losses from
depreciation that could be used to offset other types
of personal income such as salary, dividends, and
interest that was taxed at ordinary rates.

The national policy initiated in the early
1960s began to change drastically with passage of
the Economic Recovery Tax Act of 1981 (ERTA).
Economic conditions were ripe for investment in
market-rate apartments, and additional stimulus
came from the simultaneous enactment of the ac-
celerated cost recovery system (ACRS) of deprecia-
tion. The ACRS became available to both
market-rate and low-income - - new and used - -
housing. The opportunity for housing partnerships
was clear: General partners could buy and resell
(resyndicate) properties to new owners, who



received the favorable depreciation benefits of
ACRS. Many low-income properties were thus
resyndicated, with new owners paying cash, assum-
ing the mortgage, and executing a long-term (usual-
ly 15 years) second note.

The Tax Reform Act of 1988 drastically
changed all the groundrules for investors in low-in-
come housing. The comerstone of the Act was the
passive loss limitation rules, which disallowed use
of passive losses to offset income from such
sources as salary, interest, or dividends. For invest-
ments made prior to the Act, such use of passive
losses was limited to 65 percent in 1987, 40 per-
cent in 1988, and so on down to 0 percent after
1990. This rule phased out the primary tax benefit
associated with low-income housing.

Further, the Act lowered tax rates; Instead
of receiving a 50 percent tax benefit from allowed
passive losses, investors obtained only a 38.5 per-
cent benefit in 1987 and 28 percent thereafter. The
Act eliminated the distinction between ordinary
and capital gains tax rates. These and other chan-
ges further eroded the attractiveness of continued
investment in and owning low-income housing.

The consequences of the
potential loss of subsidized
units will most severely affect
tenants who cannot afford
shelter without government
assistance. Seventy percent of
the tenants living in the
Preservation Analysis
Inventory have incomes below
50 percent of the median for
their area. One-fifth of the
tenants are in properties built
for the elderly. A quarter of
the households have four or
more members. Since the early
1980s, demand for low-rent
housing has outstripped
supply.

Owner’s Observation

An owner of one low-income property
polled in the Preservation Analysis Sample ob-
served:

"We are returning your survey, and offer the
following comment. I don’t know if we are typical
owners, but our situation can be stated quite simp-
ly. Congress originally used the tax laws to attract
many like me into low income housing ventures.
We would not have been at all interested without
the tax advantages, and the knowledge that we
could, at the end of 20 years, convert to some form
of market-rate housing.

"The recent elimination of tax advantages
[for low-income housing investors] has, for us, at
least, guaranteed its conversion. To forestall our
decisions, Congress would have to do something
pretty spectacular to again make owning and
managing such ventures attractive to anyone."

How will investors view low-income hous-
ing in the future? Congress added a new
provision--the low-income housing tax credit--in-
tended to replace the complex inducements that pre-
viously applied to low-income housing. For a
variety of reasons analyzed in the Report, use of
the tax credit to date has been limited and its effec-
tiveness for stimulating investment in the future
remains a matter of conjecture.

The Likely Loss of Low-Income
Housing in the Absence of Action to
Preserve It

If nothing is done to deal with projected
defaults and prepayments of mortgages on the cur-
rent stock of privately owned, heretofore federally
subsidized housing, what are the owners of that
housing most likely to do? To answer this ques-
tion, the Commission retained Abt Associates Inc.
of Cambridge, Massachusetts, to conduct a study
of a "base case” of likely owner actions, using a
computer model.

The base case assumes no government
action. The Preservation Analysis Model simulates
economic choices available to owners of low-in-
come housing and predicts which of three possible
courses of action they are likely to take: continue
to operate as low-income housing, default on the
mortgage, or prepay the mortgage. Information
entered into the model came primarily from HUD



records and an in-depth, random sample of 300
properties drawn from the Preservation Analysis In-
ventory and called the Preservation Sample.

The model looked separately at three classes
of properties:

Class 1:  Non-profit owners obligated to
maintain their properties as sub-
sidized housing for the 40-year
life of the mortgage.

Class 2:  For-profit owners obligated for
various reasons to maintain their
properties as subsidized housing
for the 40-year life of the
mortgage.

Class 3:  For-profit owners who are eligible
to prepay their mortgages after
20 years.

The Commission, with the advice of its
Technical Advisory Group, sought to make
reasonable and economically sound assumptions
about parameters for the model concerning owner
behavior. For example, Class | owners were as-
sumed to operate their properties for low-income
use to the end of the mortgage term unless cumula-
tive operating deficits reached $5,000 or more per
unit, in which case the owner was assumed likely
to attempt a tax credit conversion to avert default.

The model measures owner be-
havior over the next 15 years,
a timeframe selected because

it captures the actions of
owners as most LMSA
contracts expire, the period
when second notes become
due, and the twentieth
anniversary date of the vast
majority of mortgages.

For another example, Class 3 owners were as-
sumed to view prepayment as a realistic option
only if any second note would be satisfied upon

refinancing or sale. Further, in establishing the
value of conversion to market rate, the model im-
poses several conditions, including that refinancing
would occur at market interest rates, sufficient
funds exist to cover new operating expenses, the
substantial costs of modemization and repairs for
conversion are economically feasible (which
depends on the market rent of the uncontrolled
units), and lenders are willing to make a loan for
80 percent of the value supported by no more than
90 percent of net operating income.

The model assumes that inflation increases
at 5 percent per year as a national average. The
model measures owner behavior over the next 15
years, a timeframe selected because it captures the
actions of owners as most LMSA contracts expire,
the period when second notes become due, and the
twentieth anniversary date of the vast majority of
mortgages. All assumptions are explained in the
Report.

The model examines the economic behavior
of owners, and does not take into account other in-
fluences on owners’ decision-making, which could
include changes in the local real estate market,
local politics, owners’ concern about the effect on
tenants, risks inherent in changing the character of
the real estate, and the possibility that financial in-
formation may not always be perfect.

Base Case Analysis

The model found that, if the government
does nothing, the stock in the Preservation
Analysis Inventory is in grave jeopardy as low-in-
come housing. A substantial number of owners are
likely to prepay their mortgages, and an even larger
number are likely to default over the next 15 years.

For all classes of properties, 43 percent
(280,000 units and 2,570 properties) are likely to
default. An additional 38 percent (243,000 units
and 2,030 properties) are likely to prepay. Com-
bined losses would be 523,000 units in 4,600
properties. Although 122,000 units (890 properties)
will continue to operate as subsidized housing,
none is likely to take advantage of the low-income
housing tax credit in the next 2 years.

Defaults are most likely to oc¢ur around
1992 and then again near the end of the century.
Prepayments are most likely to occur in the period
from 1991 to 1994 and will reach a maximum level
in 1993,



The data compiled by the Commission indi-
cate that two household groups--large families and
the elderly--are most vulnerable to losses as-
sociated with prepayments and defaults. These
households are the least likely to cope well with
displacement or easily find comparable housing at
comparable rent.

If the government does
nothing, the stock in the
Preservation Analysis
Inventory is in grave jeopardy
as low-income housing.

The model found that the current stock of
privately owned, heretofore federally subsidized
housing is in serious trouble. In the absence of
government action - -additional subsidies and other
assistance - - low-income housing is at risk and is
no longer a viable investment for either the private
non-profit or for-profit sectors. If government ac-
tion does not abate economic forces now at work,
much of this inventory of low-income housing will
disappear. But what actions are possible to
preserve this stock as low-income housing? What
interventions are most cost effective? What will
owners require to re-establish their commitment to
low-income housing? What will the effect be on
tenants?

Some Possible Preservation Actions
To Maintain the Supply of Affordable
Low-Income Housing

Having established the base case of non-in-
tervention, the Commission tested three major
types of governmental actions that would ac-
complish the most cost-effective preservation:
default remedies, prepayment remedies, and broad
programmatic remedies. As with the base case, the
Commission used a 15-year timeframe. It counted
any property that had not defaulted or prepaid
during that period as "preserved.” It also measured
how long properties might remain as low-income
housing, even though the owners might eventually

1

default or prepay, and called the average number
preserved over 15 years the "15-year average."

The Commission tested three
major types of governmental
actions that would accomplish
the most cost-effective
preservation: default
remedies, prepayment
remedies, and broad
programmatic remedies.

The Commission’s model compared
predicted costs of various preservation actions
with estimated costs of tenant-based subsidies
that would be provided through rental assis-
tance payments, commonly called vouchers or
certificates. The Office of Management and
Budget (OMB) estimates that the national
average for the annual first-year cost of a rent-
al assistance voucher or certificate is $2,940
per household in 1988. Using OMB’s figure,
the Commission estimated the average dis-
counted present value per 15-year voucher or
certificate at about 11330,000.1 The model also
compared the cost of preservation actions with
a higher, maximum cost for replacement hous-
ing.

Two caveats are in order. First, the model’s
projections are based on a relatively small sample
(300 properties) and assumptions about inflation (5
percent per year), the future, and owners’ likely
decisions. Second, even if the model’s predictions
are right, owners might well be willing to settle for
less than the computed preservation cost because
of altruism, concern about tenant displacement,
political repercussions, avoiding the cost and risk
of a market conversion, or other reasons. In this
sense, the computed preservation costs are maxi-
mums.

The $30,000 voucher figure is based on figures provided by the Office of Management and Budget. Based on higher figures provided by the Congres-

sional Budget Office, the discounted present value of the 15-year voucher would be $44,000, and the total cost of providing vouchers for all of the tenants

in defaulting properties would be $16 billion.



Default Remedies

The model found that most units are in
properties that could be deterred from default with
an investment of less than $30,000 (discounted
present value of the total) per unit. Approximately
2,330 properties (255,000 units of the 280,000
threatened) could be preserved from default over
the coming 15 years and the tenants in the remain-
ing 25,00 units could be provided vouchers for a
total of $8.2 billion.

Costs would include funds to offset operat-
ing cash deficits ($3.3 billion) and to provide pay-
ments previously granted by the Federal
Government for Section 8 and Section 236 sub-
sidies ($3.3 billion). The cost of offering replace-
ment vouchers to the 25,000 households in housing
costing more than $30,000 per unit to preserve
from default would add another $1.7 billion over
the 15 years.

The cost of preventing defaults of all
280,000 units--that is, the total cost without the
$30,000 cap--would be $8.4 billion over 15 years,
including necessary funding for interest and Sec-
tion 8 subsidies previously granted by the Federal
Government. Finally, at the other extreme, if noth-
ing is done to prevent defaults, providing vouchers
to all households affected by default would cost
$11 billion over 15 years. This outcome assumes
that the households receiving vouchers would be
able to find replacement housing.

One remaining issue regarding defaults in-
volves Federal insurance. When the owner
defaults, the lender will require the FHA insurance
fund to pay off the balance on the mortgage. His-
torically, the Federal Government has netted ap-
proximately 40 cents on the dollar in a foreclosure.
Thus, the Commission estimates the potential loss
to the FHA insurance fund attributable to default-
ing properties is $1.9 billion.

Prepayment Remedies

As in the default analysis, the model found
that to discourage prepayment most properties
would require acquisition and operating cost sub-
sidies of less than $30,000 per unit. Using that cap,
the model estimates that 218,000 of the 243,000
properties predicted to prepay could be deterred
from prepayment and conversion over the next 15
years.

To discourage prepayment
most properties would require
acquisition and operating cost
subsidies of less than $30,000
per unit.

The model estimates the 15-year costs to prevent
prepayments in 218,000 units costing less than
$30,000 per unit and providing vouchers to 25,000
households displaced would be $9.4 billion. The
costs include $5.0 billion for preservation and of-
fset of future cash losses and $3.1 billion to
provide payments previously granted by the
Federal Goverment for Section 8 and Section 236
subsidies. Tenants in units not preserved from
prepayment might require vouchers as a replace-
ment, costing $1.3 billion.

Dropping the $30,000 cap, all 243,000
properties could be preserved from prepayment for
15-year total costs of $10.1 billion.

If no property-specific preservation actions
were taken to prevent prepayment, providing hous-
ing vouchers as replacement for all 243,000 units
prepaying would total $10 billion. Depending upon
the local housing market, tenants receiving
vouchers might or might not be able to find
suitable replacement housing,

Broad, Programmatic Approaches

The foregoing strategies for preventing
default and prepayment for 15 years approach the
solution on a property-specific basis. This ap-
proach could be administratively demanding and
potentially expensive. Costs could average be-
tween $1,000 to $5,000 per unit. The Commission
therefore considered two other basic approaches --
additional subsidies and expanded tax benefits. It
examined seven strategies based on variations of
two programs already in place, property-based Sec-
tion 8 rental assistance and the low-income hous-
ing tax credit.



Preservation Strategy #l: Provide a Sub-
sidy Equal to the Section 8 Loan Management Set
Asides After the Expiration of These Contracts
The extension of Section 8 would permit 231,000
units to operate as low-income housing through
2002. That is, 109,000 more units will be preserved
than with no intervention. Owners of these proper-
ties would continue rather than default; those plan-
ning to prepay would not be appreciably affected.

Preservation Strategy #2: Provide a Sub-
sidy Equal to Maximum Additional Section 8 Sub-
sidy to Every Property The Commission estimates
that the current average rent of units in the Preser-
vation Analysis Inventory is $100 per month below
Section § existing housing fair market rents.
Providing an additional $100 per month to every
unit would preserve 303,000 units over 15 years.
That is, [81,000 more units will be preserved than
the non-intervention case.

Preservation Strategy #3: Extend the
Availability of the Low-Income Housing Tax
Credit The model tested the most generous
hypotheses about eligibility of properties for the
credit and found that the credit alone does not ap-
pear to be a powerful tool for preservation. The 15-
year average number of additional units preserved
over the base case is only 71. Many of those elect-
ing to use the credit would continue to operate their
properties as low-income housing in any event.

Preservation Strategy #4: Provide a Sub-
sidy Equal to the Section 8 Loan Management Set
Asides After the Expiration of These Contracts
and Make Tax Credit Generally Available Com-
bining these two incentives produces 15-year
average additional units that are virtually the same
in number as for extending Section 8 alone.

Preservation Strategy #5: Provide a Sub-
sidy Equal to the Section 8 Loan Management Set
Asides After the Expiration of These Contracts
and Increase the Annual Credit to 5 Percent
(from the 4 Percent Annual Amount Now Avail-
able)

Preservation Strategy #6: Provide a Sub-
sidy Equal to the Section 8 Loan Management Set
Asides After the Expiration of These Contracts
and Increase the Annual Credit to 6 Percent

Preservation Strategy #7: Provide a Sub-
sidy Equal to the Section 8 Loan Management Set
Asides After the Expiration of These Contracts
and Limit the Tax Liability to the Seller to the
Cash Derived from the Tax Credit Sale Rather
than Taxing the Seller’s Full Capital Gain

The best of the broad
preservation strategies —
(#2), providing $100 per
month for all units
maintained for low-income
tenants — is inferior to the
property-specific strategies.

Of the four strategies based on tax incen-
tives, Preservation Strategy #6, which provides the
most generous subsidy, preserves the most addition-
al housing for low-income households; over the
next 15 years, it would save 24,000 more units than
Strategy #4. Preservation Strategy #6 saves
134,000 additional units over the base case.

Note: The model tracked costs to the
Federal Government to include taxes lost from
property operations, taxes foregone through tax-
payer shelters, and other costs to the Government.

Conclusions on Cost Effectiveness

The best of the broad preservation strategies
-- (#2) providing $100 per month for all units main-
tained for low-income tenants -- is inferior to the
property-specific strategies as it would allow more
units to be lost to defaults and prepayments and is
more costly than the property-specific strategies.
None of the preservation strategies affects tenants
differentially; in all categories of owner actions es-
sentially the same fraction of households affected
— 70 percent — are very low income (below 50
percent of median). Low-income households are
definitely at risk from prepayments and may be at
risk from defaults, depending on the post-default
use of the property.



Recommendations

Recommendation #1
Federal Commitment
The existence of 645,000 units of privately

owned, federally subsidized housing represents
a prior Federal commitment to provide this
number of units for occupancy mainly by low-in-
come households. The Federal Government
should accept primary responsibility for main-
taining that commitment for at least the next 15
years.

Recommendation #2
Cost-Effective Preservation

The Federal Government, in cooperation
with State and local governments, should work
to preserve these units in good condition and to
continue to make them available for low-income
households, where that approach is more cost-ef-
fective than other means of providing a like
number of units for such occupancy.

Recommendation #3
- i 1
In high-cost housing communities with
tight markets where the most cost-effective
course causes a reduction in the existing num-
ber of units in this inventory, Federal, State,
and local governments should work together to
provide for a like number of units available for
such occupancy elsewhere in those communities.
Recommendation #4
State and Local Role
State and local governments should par-
ticipate actively in developing and implementing
Preservation Plans covering properties in their
jurisdictions. The Commission believes that im-
plementation of preservation programs must be
flexible and that this flexibility can best be ob-
tained by active participation of State and local
governments. Flexibility is indispensable because:

» Geography. The United States is enor-
mously diverse. Economic strength varies
by region and locality. Although all
regions share problems of poverty and
homelessness, some have stronger
economies than others. Few would deny
that most parts of California, Mas-
sachusetts, and New York have far lower
vacancy rates than most parts of Texas,
Oklahoma, and Arkansas. The sample of

properties analyzed with the model was
too small to permit predictions about
specific cities in which defaults or prepay-
ments would occur, but it can be stated
that defaults and prepayments are directly
related to conditions existing in the local
housing market as well as to a specific
property’s physical and financial
condition.

» Time. The Commission addresses
problems that will unfold over time. The
effect of defaults or prepayments on com-
munities, States, the Federal Government,
and tenants may be quite different in 1999
from today, and judgments with respect to
preservation may correspondingly differ.

» Economic Condition. Real estate markets
will change. Economic conditions will in-
evitably vary over time and by region.
The prevailing interest or inflation rate
will probably determine the likelihood of
prepayment in a given year more than will
any other factor.

» Changes in Programs. Over time, State
and local governments will develop and
revise their own housing programs, there-
by necessitating changes in Federal
responses.

Each State Agency and local government
should designate an agency to act as its liaison
with HUD to negotiate and implement Preserva-
tion Plans and Proposals. The State Agency,
working with local agencies within its jurisdic-
tion, should identify properties at risk of loss
and develop Preservation Proposals to maintain
the projects as low- and moderate-income hous-
ing. State Agencies can enlist full State govern-
ment support (e.g., real estate tax abatement)
and private funds or services, which are so
necessary to the successful implementation of a
preservation strategy.

Recommendation #5
Housing Preservation Plans and Proposals

Each State Agency should promptly
prepare a Housing Preservation Plan that iden-
tifies and describes federally assisted units that
are likely to lose their low-income housing
character. The Plan should include a property-
specific Preservation Proposal for each property



threatened with loss form default or prepay-
ment.

The Preservation Plan should reflect how
the State Agency, working with local governments,
proposes to maintain the same number of units for
low-income households as currently exists in its
jurisdiction. The Plan should include specific
Proposals for dealing with projects threatened with
loss. It should identify financial contributions that
will be made by private, non-profit, State, and local
entities, and propose such HUD preservation assis-
tance as the State Agency deems necessary to
achieve the goal of preservation. HUD and the
State and local agencies should formulate preserva-
tion strategies based on this information.

Recommendation #6
Low-Income Housing Preservation Office
HUD should create a special Low-Income
Housing Preservation Office and staff it with
financial and legal experts to assist HUD field of-
fices.

Recommendation #7
Annual Owner men
HUD should obtain from each owner of a
Section 236 or a 221(d)(3) housing project an an-
nual statement as to whether the owner thinks
the project is likely to be disposed of through
default or prepayment of its mortgage at any
time within 24 months from the required date
for submission of the statement. HUD should
send copies of such statements to the ap-
propriate State Agency.

Recommendation #8
Preservation Assistance by HUD

HUD should evaluate the State Agency’s
Preservation Plan and Proposals, and should
provide such part of the requested preservation
assistance as it determines to be necessary and
cost effective. Possible HUD responses could in-
clude:

« Permit property owners to raise all ren-
tals to the maximum Section 8 fair
market rent levels.

+ Provide Section 8 assistance for up to
100 percent of the property’s tenants.

« Amend regulatory agreements with
owners to activate preservation incen-

tives offered by the Housing and Com-
munity Development Act of 1987.

o Offer preservation grants or loans in
amounts needed to make the Preserva-
tion Proposal viable.

HUD should establish and publish
guidelines for use by State and local governments
in determining what Federal resources are available
and how costs are to be shared.

The aim of a Preservation Proposal is to en-
sure the continued low-income character of a
project. Thus, where a Proposal enables a for-
profit owner to avoid transferring the property and
thus defer the capital gains tax on sale, the
Proposal should impute to the owner benefits from
this deferral in calculating overall benefits.

Conversely, the Proposal may include trans-
fer from for-profit owners to entities such as a
State or local authority or a non-profit that would
guarantee continued low-income occupancy. In
such a case, the Proposal might include grants to
the owners to compensate them partially for the
capital gains taxes for which they would become li-
able as a result of the transfer. Preservation costs
in this Report are net of capital gains.

Recommendation #9
Tenant Rents

Tenant rents should not be increased to
more than 30 percent of tenant income. Data on
the Preservation Analysis Sample document that
low-income and very low-income tenants occupy
the properties in the Preservation Analysis Inven-
tory.

Recommendation #10
ies of ition i

HUD and the Department of
Agriculture’s Farmers Home Administration
should undertake and finance analytical studies
of the federally assisted, privately owned hous-
ing stock not considered in this Report, prin-
cipally the properties financed through the
Farmers Home Section 515 Program and the
Section 8 New Construction and Substantial
Rehabilitation Programs. HUD should continue
to monitor the 300-property in-depth Preserva-
tion Sample as a reference point for measuring
the extent of potential loss and the role of preser-
vation actions.




Recommendation #11
Cost of Preservation Assistance
The Commission believes that units

needed in the locality and shown to be cost effec-
tive should be preserved. The cost of preserving
for 15 years 473,000 of the 523,000 units es-
timated to be in danger of loss, and protecting
the 50,000 displaced households, would be $11.3
billion in new funding plus $6.4 billion to con-

tinue subsidies previously granted by the
Federal Government to these properties, for a
15-year total cost of $17.7 billion.” The $11.3 bil-
lion in new funding would be composed of $3.3
billion for defaults, $5.0 billion for prepayments,
and $3.0 billion to provide for long-term
vouchers or other housing for the 50,000
households in properties not preserved from
default or prepayment.

2 It would cost an additional $0.9 billion, including subsidies already committed to the properties, to preserve all of the 523,000 units at risk of loss.
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Cost Elements for Remedying Defaults and Preventing Prepayments
For Properties with New Funds Requirement Less Than $30,000 Per Unit

1988-1992
Cost Elements:
New Funding to
Remedy Defaults $50

Voucher Payments for
Units in Properties
w/ Default not Remedied 75

New Funding to Prevent
Prepayments 275

Voucher Payments for
Units in Properties
w/ Prepayment Not

Prevented 30
Total New
Funding] 430

in Discounted Present Value

Average Annual Costs in Period

(Millions of Dollars)

1993-1997

$ 215

115

370

100

800

To Continue Section 236 and Section 8 Subsidies
Previously Granted by the Federal Government

In Properties
w/ Defaults Remedied 60

In Properties w/
Prepayments Prevented 50

Total Continuing’ 110
Subsidies

Grand Total, $540
All CosLs1

220

235
455

$1,255

! Totals do not add exactly due to rounding.

Source: National Low Income Housing Preservation Commission.
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1998-2002

$ 390

145

355

130

1,020

375

340
715

$1,735

15-Ye2%r
Total
(billions)

$3.3

1.7

5.0

1.3

11.3

33

3.1
6.4

$17.7






CHAPTER 1

How the Supply of Privately Owned,
Federally Subsidized Low-Income Housing
Was Created and How It Is Threatened

Over the past few decades, the U.S. Govern-
ment has invested billions of dollars in housing that
has benefitted low-income households. Whether it
supported housing that was publicly or privately
owned, managed by for-profit or non-profit
developers, or located in rural or urban areas, the
investment had a purpose: to provide affordable
and standard-quality housing for those too poor to
pay for shelter in the private marketplace. While
job creation and support to the construction in-
dustry often encouraged the Government invest-
ment, Federal funds provided shelter for 4 million
low-income households and helped to create assets
with a replacement value estimated at one quarter
of a trillion dollars. ' Currently, almost

Federal funds provided shelter
Jor 4 million low-income
households and helped to
create assets with a replace-
ment value estimated at one
quarter of a trillion dollars.

one fourth of very low-income renters receivze
some form of subsidized housing assistance.

Today, this investment is vulnerable--to
deterioration, financial insolvency, and conversion
to high-cost housing. Some properties are vul-
nerable because the physical needs of aging build-
ings far outstrip the income available to fix them
up. Other properties face the termination of pre-
viously available subsidies and will no longer
provide sufficient returns to their owners. Still
others, released after 20 years from commitments
that have restricted them to low-income use, are

“likely to convert to high-cost rental housing, con-

dominium, or other more lucrative uses.

The potential losses of subsidized units will
fall most severely on tenants who cannot afford
shelter without government assistance. The Nation-
al Association of Home Builders reports that "the
combination of increases in real rents, demolition
or abandonment of cheap housing, gentrification,
and other market changes in the use of the housing
stock have reduced the number of low-cost rental
units."> Although local circumstances and
economies vary considerably on a national basis,
an increasingly large gap is appearing between the
number of decent, affordable units and demand for
them.*

Exhibit 1-1 shows the relationship of low-
rent units to households requiring such units. In
the 1970s, the demand and supply of such units
was in relative equilibrium, but since the 1980s
demand has been outstripping supply. In 1983, the

: Neighborhood Reinvestment Corporation, Dr. Phillip L. Clay, At Risk of Loss: The Endangered Future of Low-Income Rental Housing Resources, 1987,

p. L.

2 The National Association of Home Builders, Low- & Moderate-Income Housing: Progress, Problems & Prospects, 1986, p. 12.

3 National Association of Home Builders, p. 16.

* See Neighborhood Reinvestment Corporation, p. 4, and National Association of Home Builders, p. 16.
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Exhibit 1-1

Unsubsidized Low-Rent Housing Units and Households
Requiring Such Units, 1974 and 1983 (Actual),
and 1993 and 2003 (Projected)(in Millions)

Millions
207 17.2
10.8 :
10 N e m
8/_9 e ——— L 89
5 F
0
1974 1983 1993 2003
= = | Jnits Available === Household Requirements
Source: Neighborhood Reinvestment Corporation, At Risk of Loss: The Endangered Future of

Low-Income Rental Housing Resources, Pg. 4, Tabulated from U.S. Census and
Department of Housing and Urban Development, Annual Housing Survey, 1974 and 1983.

number of households in need of an apartment rent-
ing for $250 per month increased to about 12 mil-
lion while the number of units with such rents
decreased to nearly 9 million. Projections for the
year 2003 show an ever widening gap. Not only
are modest-rent units becoming increasingly
scarce, but low-income households are also paying
disproportionately high percentages of their in-
come to rent. While several factors affect affor-
dability, "it seems clear that increasing numbers of
low-income households have had to devote large
and rising shares of their incomes to occupy stand-
ard-quality rental housing" concludes the NAHB in
their recent study.5 Exhibit 1-2 suggests that in-
creases in real rents have been particularly great for
units occupied by low-income households. For
units with 1974 tenant incomes below $10,000, the
increase in real structure rents (rents excluding
utilities) over the period 1974 to 1983 was ap-
proximately 10 percent, while units with tenants
with incomes more than $30,000 in 1974 ex-
perienced no increase in real rents for the same
period.

5 National Association of Home Builders, Summary, p. I,
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Increases in real rents have
been particularly great for
units occupied by low-income
households.

Within this context of increasing questions
regarding housing affordability and availability for
low-income households, the National Low Income
Housing Preservation Commission undertook its
examination of the viability of one portion — num-
bering 645,000 units — of the privately owned and
subsidized housing stock. The Commission
believes that these units represent a prior Federal
commitment to provide this number of physical
housing units for occupancy, mainly by low-in-
come households. The Commission believes that
these units constitute a significant portion of the
housing inventory that should remain available




and affordable to lower-income households, if
preserving these units is more cost effective than
other means of providing a like number of units for
such occupancy.

Exhibit I - 2
Real Increases in Rent,
1974-1983 by 1974
Tenant Income

1974 Median Increase in Real Rent,

Income 1974-1983

($000) Gross Rent Structure Rent

Less than 5 16.2% 9.9%

5-10 9.7 9.6

[0-15 7.1 5.7

15-20 6.3 6.8

20-30 24 2.3

30+ 2.2 0.0

All 10.4 7.8

Note: Sample consists of rental units that had occupants who paid
cash rent in both 1974 and 1983. Real rent is defined as
change actual rent adjusted for change in overall prices of
83.5 percent as measured by the implicit deflator for Per-
sonal Consumption Expenditures in the National Income
and Product Accounts. No adjustment has been made for
economic depreciation of the units over the period.
Gross rent is contract rent (the rent paid to landlord) plus
utilities (electricity, gas, oil, and water). If the renter
pays utilities separately from rent, then contract rent is
structure rent, the rental cost of the housing structure.
For the renters whose utilities are included in contract
rent (about 20% of all renters), contract rent is gross rent,
and an esimate of utilities is netted out of contract rent to
arrive at structure rent.

Source:  National Association of Home Builders, p. 12; Special

NAHB Tabulations of Annual Housing Survey.

How the Supply of Older, Subsidized
Housing Came to Be

The Housing Act of 1949 proudly
proclaimed America’s goal to provide "a decent
home and a suitable living environment for every
American family.” Whereas publicly owned and
operated housing was the principal means for
achieving this goal during the 1950s, the decade of
the 1960s brought a different approach. No longer
would local governments and public housing
authorities be the primary providers of low- and
moderate-income housing. To achieve this am-
bitious national goal, the public and private sector
together would provide the needed shelter. A com-
bination of financial subsidies and tax benefits
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would attract strong private sector participation.
Since 1961, the private sector has construcied al-
most 2 million units of privately owned, subsidized
housing. The U.S. Department of Housing and
Urban Development (HUD) administers the key
Federal programs affecting these properties.

This Report explores in depth the issues sur-
rounding a significant portion of the privately
owned and subsidized low-income stock that
resulted from the new national policy: properties
that were subsidized and their mortgages insured
by the Federal Housing Administration (FHA) be-
tween [961 and 1973 under Section 221(d)(3)
Below Market Interest Rate Program (BMIR), Sec-
tion 221(d)(3) Market Rate (MR) Program with
rental assistance, and the Section 236 Program.
These properties are referred to in this Report as
the Preservation Analysis Inventory.

The decades of the 1970s and 1980s
produced many additional units of subsidized hous-
ing through such programs as the Section 202
program for the elderly and the Section 8 New Con-
struction and Rehabilitation Programs. In addition,
between 1963 and 1985, the Section 515 Program of
the Farmers Home Administration produced more
than 305,000 units of rental housing. While an
evaluation of the financial and physical viability of
all of the housing stock produced under these
programs is also important, it is not the focus of
this Report; the immediacy of the problems affect-
ing the older, FHA-insured housing supply and the
limits of time and resources dictated a more nar-
rowly focused review.

This Report, therefore, explores:

» How much of the Preservation Analysis
Inventory is at risk of loss to low-income
households because of prepayments of
mortgages;

* How much of the stock now in use by low-
income tenants may be in financial trouble
and likely to default;

» The significant factors affecting the
viability of the Preservation Analysis In-
ventory stock as low-income housing;

» The economic characteristics of tenants
living in this housing and the effect of
owner actions on these tenants; and

+ The estimated costs of protecting the supp-
ly of older, subsidized housing for lower
income households.



Direct Sgbsidies for Low-Income
Housing

Between 1961 and 1973, the Federal Govern-
ment agreed to subsidize, and in most cases to in-
sure with Federal mortgage insurance, the loans on
645,000 units of housing, called in this Report the
Preservation Analysis Inventory.7 These units
were developed under the FHA’s Section 221(d)(3)
BMIR, Section 221(d)(3) MR, and the Section 236
Programs. Exhibit 1-3 displays the number of
units built under these programs and suggests their
relationship to the total supply of subsidized, low-
income housing.

Between 1961 and 1973, the
Federal Government agieed to
subsidize, and in most cases to
insure with Federal mortgage
insurance, the loans on
645,000 units of housing,
called in this Report the
Preservation Analysis Inven-
tory.

In the public/private partnership that
produced these early, subsidized housing units,
private lenders underwrote and provided mortgage
loans and the FHA subsidized the mortgage inter-
est rate (3 percent in the earliest 221(d)(3) BMIR

Program and | percent in the 236 Program) and in-
sured the long-term (usually 40 years) loans.

Private developers, both for-profit and non-
profit, constructed and operated the properties. In
return for the mortgage interest subsidy, owners
were obligated to rent the units to tenants whose in-
comes at the date of lease were moderate income,
for the most part less than 80 to 95 percent of
median income for the area.

Investment Returns and Rent Levels

Federal regulation provided formulas that
took into account the low-interest rate mortgage
and operating expenses, and thereby regulated
rents on the units.

The pre-tax return to for-profit owners
(sometimes referred to as limited dividend spon-
sors) was limited to 6 percent of the original equity
investment.

HUD regulations established rents for
221(d)(3) BMIR units at a level sufficient to amor-
tize the 3 percent loan, pay operating expenses,
and, in the case of for-profit owners, provide the
limited, permitted return on investment. HUD
regulations also permit owners to increase rents by
10 percent for units occupied by tenants whose in-
come rose to 110 percent of the area’s median in-
come.

The term "basic rent” is used to describe
regulated rents for Section 236 properties. The
"basic rent" calculation for Section 236 is similar
to that of the BMIR projects. In a Section 236
property, however, when 30 percent of a tenant’s
adjusted income exceeds the base rent, the tenant is
charged a higher rent -- 30 percent of income up to
a maximum called the "market rent."'® When first

® The information in this section is based on a report by the Congressional Budget Office, The Potential Loss of Assisted Units as Certain Morigage Inter-

est Subsidy Programs Marure, March 1987,

7 Cenain properties financed under State programs that are subsidized under Section 236 are excluded from the Preservation Analysis Inventory. The size
of the Preservation Analysis Inventory was extrapolated from units in the Preservation Sample. See Appendix IlI for a full description of how weights
were assigned to the sample.

8 Although the 221(d)(3) MR Program did not provide subsidized loans, some of the properties received supplementary subsidies conditioned on use
restrictions similar to those applicable under the companion BMIR Program. Only the assisted 221(d)(3) MR properties are included in this study.

® The income eligibility requirements of these programs have changed over time as public policy regarding low-income housing has changed. Initially,
Section 221(d)(3) BMIR properties were restricted to tenants having 95 percent of median income or less and Section 236 properties were limited to
tenants with income less than 135 percent of the maximum income eligible for public housing. When the Section 236 Program was active, public housing
income caps were generally 50 to 80 percent of median income. Today, tenants in units developed by both these programs must have initial incomes
below 80 percent of median and certain statutory provisions give priority to tenants with incomes below 50 percent of median.

'® "Market rents" are set at a leve! sufficient to amortize the mortgage assuming a full, unsubsidized interest rate. The term "market rent" used in connec-

tion with Section 236 properties does not relate to the market rent a unit might command in its location absent Federal rent restrictions. It is simply a term
of art that HUD uses to distinguish this type or rent level from "basic rent."
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Exhibit 1-3
Composition of Subsidized Housing

Universe of Subsidized Housing

Privately Owned,
Subsidized Housing
1,950,000

Privately Owned, Subsidized Housing

Other :
165,000 \[<G

FmHA 515
305,000 Section 8 New/Rehab
Preservation 840,000
Analysis Inventory
645,000

Preservation Analysis Inventory

Assisted 221 (d)(3)

221(d)(3) BMIR A" Market Rate
159,000 gg,ooFé)t

Section 236 Program
406,000

Source: National Low Income Housing Preservation Commission Tabulations. HUD Data.
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enacted, Federal housing laws required tenants to
pay only 25 percent of their adjusted family in-
come to rent. Current rules require tenant contribu-
tions of 30 percent.

Rent Subsidies

Despite the low-interest-rate mortgages and
federally imposed rent restrictions, some units in
the Preservation Analysis Inventory were still not
affordable to very low-income tenants. To accom-
modate tenants with very low incomes (and in
many cases to provide extra revenues to the proper-
ty) the Federal Government paid additional sub-
sidies--rent supplements--to many low-income
residents of this stock. These rent subsidies made
up the difference between actual rents charged and
30 percent of tenant adjusted income. These spe-
cial subsidies were funded primarily through the
Rent Suppiement Program, which provided assis-
tance for 40 years following the origination of the

mortgage. Beginning in 1976, the Section 8 Exist-
ing Loan Management Set Aside (LMSA) Program
was designed to provide assistance to troubled
properties, and it replaced virtually all of the older
rent supplement contracts. LMSASs provide assis-
tance for up to 15 years from the contract date.!!
Some 76 percent of all the properties in the Preser-
vation Analysis Inventory have some units assisted
through supplemental rental assistance, virtually all
through LMSA.

Approximately 44 percent of all units in the
Preservation Analysis Inventory have Section 8 as-
sistance. Exhibit 1-4 indicates the number of units
with LMSAs by program.

Length-of-Use Restriction

Various use restrictions--rent and resident
controls--are imposed on owners of units in the
Preservation Analysis Inventory in exchange for
the subsidies. Non-profit owners are obligated to

Exhibit 1-4

Older Subsidized Housing Units with Section 8
Loan Management Set Asides (LMSAs)

Number of Units
600,000

500,000 F

400,000
300,000
200,000 F

100,000 F

80,300

72,100

////[”,27///77 ////)///

0
Section 236

Total Units in Program

Section 221(d)(3) BMIR 221(d)(3) Market Rate
Housing Progr 1

Units with LMSAs

Source: National Low Income Housing Preservation Commission Tabulations; HUD Data.
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The conversion of Rent Supplement contracts to LMSAs reduces long-term Federal appropriations and allows eligible owners to prepay their
mortgages earlier at the expiration of the rental assistance. Beginning in 1983, new LMSA contracts were written for 5-year terms, whereas contracts con-

verting rent supplements to LMSAs were written for 15 years, in 5-year option increments.



maintain their properties as low-income housing
for 40 years. Most for-profit owners may prepay
their mortgages and thus terminate use restrictions
at the end of 20 years. A small category of

Most for-profit owners may
prepay their mortgages and
thus terminate use restrictions
at the end of 20 years.

for-profit owners, because their properties were
originally owned by a non-profit or because addi-
tional restrictions have been imposed as a condi-
tion of rent supplement or capital improvement
(flexible subsidy) contracts, are also subject to 40-
year restrictions. Exhibit 1-5 indicates by program
the number of owners eligible and ineligible to
prepay their mortgages after the twentieth
mortgage anniversary.

Other Subsidized Housing Programs

The Preservation Analysis Inventory com-
prises 645,000 units and is part of a larger supply
of 2 million units of privately owned and sub-
sidized low-income housing. While the units in the
Preservation Analysis Inventory are the subject of
this study and are the most vulnerable to loss as
low-income housing because of their age, the
balance of the privately owned subsidized inven-
tory faces similar problems.

Section 8 Program

The largest number of these privately
owned, subsidized units was produced under the
Section 8 Program, which Congress authorized in
1974. Unlike the interest subsidy programs that
preceded it, the Section 8 Program guaranteed
developers of new or rehabilitated housing a rent
covering the difference between 30 percent of
tenant income and the unit rent. This subsidy was
provided for 20 to 40 years; however, contracts

Number of Units
700,000 (

600,000 |
500,000 F
400,000 F
300,000 F
200,000
100,000 f

94,400

7

I

Exhibit 1-5

Older Subsidized Housing
Total Units/Units Eligible to Prepay by Housing Program

0
Section 236

Section 221(d)(3) BMIR
Housing Program

Total Units in Program

221(d)(3) Market Rate

Units Eligible to Prepay

Source: National Low Income Housing Preservation Commission Tabulations; HUD Data.
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written before 1980 provided 5-year renewal
periods allowing the owner to "opt out" of the
program before the contract expired. Maximum
rents--fair market rents (FMRs)--were established
for each market area and construction type. Tenant
income was originally limited to 80 percent (under
current rules, 50 percent) of adjusted family
median or less. Private developers constructed
840,000 units of Section 8 housing before the
program ended in 1985. Of these, owners of as
many as 200,000 units may opt out of their con-
tracts by 1995. Contracts will expire on an addition-
al 496,000 units by 2002.

Farmers Home Administration Program

While most of the Preservation Analysis In-
ventory and the Section 8 inventory was con-
structed in relatively urban areas, the Farmers
Home Administration (FmHA) subsidizes housing
in rural communities. Much like the FHA’s inter-
est-subsidy programs, the FmHA Section 515
program provides an interest credit to reduce
mortgage rates to 1 percent and requires private
owners to maintain rents affordable to lower in-
come tenants. Approximately one-third of all Sec-
tion 515 units receive supplementary rental
assistance.

While most of the Preserva-
tion Analysis Inventory and
the Section 8 inventory was
constructed in relatively urban
areas, the Farmers Home Ad-
ministration (FmHA) sub-
sidizes housing in rural
communities.

Between 1963 and 1985, developers con-
structed some 305,000 units of Section 515 hous-
ing. Owners received 50-year mortgages, but
faced no prepayment restrictions until 1980. Since
December 1979, all new mortgages have contained
20-year prepayment restrictions similar to those im-
posed on FHA properties. Assuming immediate
prepayment of pre-1980 properties and termination
of post-1980 mortgages at the end of 20 years, the
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potential loss of the FmHA stock is as high as

* 154,000 units by 1995 and 305,000 by 2005.

Other HUD-Insured

A third component of the privately owned
and subsidized housing supply includes properties
developed under a wide variety of HUD insurance
programs and units assisted with Section 8 LMSA
or other rental subsidies.

Together, these three com-
ponents of the privately
owned, subsidized housing
stock comprise 1.3 million
units. Of these, most are vul-
nerable to loss as low-income
housing as their subsidies or
contracts expire.

In addition, this category includes some properties
developed under various HUD programs with
mortgages provided by State housing finance agen-
cies. Although little is known about the potential
for prepayment for the 165,000 properties in this
category, many do receive Section 8 LMSA assis-
tance that will expire in the next few years.

Together, these three components of the
privately owned, subsidized housing stock com-
prise 1.3 million units. Of these, most are vul-
nerable to loss as low-income housing as their
subsidies or contracts expire. While the Commis-
sion has not studied the actual likelihood of loss of
these properties nor the costs to preserve them,
they do represent a substantial portion of the stock
of affordable housing.

Threats to the Older, Subsidized
Housing Stock

Several factors diminish the profitability of
continuing to operate properties in the Preservation
Analysis Inventory as low-income housing. The
direct subsidies that have sustained this inventory
are expiring. As the inventory ages, repair needs
increase and major capital improvements are re-
quired. Last, the profound 1986 revisions to the



Tax Code have dealt a severe economic blow to
these properties.

Expiration of LMSA Contracts

The first major factor--a figurative time
bomb--threatening the Preservation Analysis Inven-
tory involves the expiration of rental assistance con-
tracts provided through LMSAs. These payments
help lower income tenants to pay their rent by
making up the difference between 30 percent of in-
come and the rent charged.

The first major factor—a
figurative time bomb—
threatening the Preservation
Analysis Inventory involves
the expiration of rental
assistance contracts provided
through LMSAs.

Rent supplements also ensure a steady supp-
ly of renters who can--thanks to the subsidy--pay
the rent. Some 76 percent of Preservation Analysis
Inventory have at least one unit assisted through
L.MSAs and, of these, 65 percent have at least
three-quarters of the units under contract.

When these subsidies expire, the likely
result will be a drop in rental income. Exhibit 1-6
indicates the expiration year for LMSA contracts
by type of owner and suggests that the biggest ef-
fect will occur between 1997 and 1999,

Maturation of Second Notes

A second financial time bomb involves the
maturation of second notes on many of the older
properties in the Preservation Analysis Inventory.
Between 1981 and 1984, many properties were
resyndicated and transferred to different owner-
ship. Such transactions helped to finance needed
repairs and breathed economic life into some
troubled properties in the early 1980s, but they also
increased project debt. When the second notes
secured on resyndicated properties come due,
many owners may be forced 1o sell their properties
as market-rate to pay off the debt or refinance and

Exhibit 1-6

Number of Units with LMSA Contracts Expiring Each Year,
by Type of Owner
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convert to market-rate. Exhibit 1-7 indicates the
approximate time when second notes are due.

Deterioration of Physical and Financial
Condition Due to Age

The third factor affecting the viability of the
housing supply is simply its age. HUD recently
analyzed both repair needs and financial conditions
in a sample of the older, subsidized stock. Exhibit
1-8 presents data from that study and shows the
proportion of assisted properties falling into four
main groups:

» Adequate cash flow and low repairs;

» Adequate cash flow and high repair needs;

» Weak cash flow and low repair needs; and

» Both weak cash flow and high repair
needs.

Although the HUD study finds that only a
small minority of properties will face both high
repair needs and weak financial conditions, the
study assumes that previous management and main-
tenance patterns will continue. Given the changes
in the tax benefits affecting these properties and the

possible expiration of rental subsidies, this assump-
tion may not prove to be accurate. Continued
physical deterioration and reduced cash flow may
lead to disinvestment and/or defaults.

Prepayment of Mortgages

The fourth factor influencing the continued
availability of this stock is the owner’s right to
prepay mortgages. Of the 645,000 units in the
Preservation Analysis Inventory, 334,000 units are
eligible to prepay their mortgage after 20 years.
While it may not be economically advantageous
for all owners to exercise this option, prepayment
certainly stands as a threat to the stock. Exhibit 1-9
indicates the number of properties and units
eligible to prepay over the next 15 years, and sug-
gests that the peak opportunities will occur be-
tween 1991 and 1995. Although some parts of the
country are particularly affected by owners’ rights
to prepay, the problem exists throughout the
country. Exhibit 1-10 shows that, because of the
location of the Preservation Analysis Inventory, the
majority of prepayment opportunities are con-
centrated in 10 States and that the balance of
properties eligible to prepay are scattered
throughout the country.

Number of Properties
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Properties Eligible to Prepay with Second Trust Notes
by Year Notes Are Due

%/

0
'97 '98

‘99 ‘00

Year Second Trust Notes Are Due

Source: National Low Income Housing Preservation Commision Tabulations; HUD Data.

22




Exhibit 1-8

Physical and Financial Conditions of
the Older HUD-Assisted Inventory

Weak Cash Flow,
High Repair Needs
3.9%

Adequate Cash Flow,
High Repair Needs

High Repair Needs

Weak Cash Flow

Weak Cash Flow,
Low Repair Needs

Adequate Cash Flow,
Low Repair Needs

(Projected Repair and Replacement Needs > $600 Per Unit Per Year: 1986 to 1990)

(Average Pre-Tax Cash Flow > -$120 Per Unit Per Year: 1980 to 1984)

Source: U.S. Department of Housing and Urban Development, April 1987.

Given the changes in the tax
benefits affecting these
properties and the possible
expiration of rental subsidies,
continued physical deteriora-
tion and reduced cash flow
may lead to disinvestment
and/or defaults.

How Tax Reform Has Discouraged
Low-Income Housing

Any one or any combination of the above
threats to the low-income inventory has significant
implications for the supply. But the Tax Reform
Act of 1986 significantly changed--for the worse--
the overall investment climate and financial well-
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being of the properties. The tax changes of 1986
severely and retroactively curtailed a complex set

The Tax Reform Act of 1986
significantly changed — for
the worse — the overall invest-
ment climate and financial
well-being of the properties.

of tax incentives for low-income housing in par-
ticular and for housing in general. The law disal-
lows tax benefits through the passive loss
limitation rules, eliminates preferential capital
gains "rates,” lowers tax rates that reduce as-
sociated benefits, and substantially lengthens
depreciation periods. With little or no tax benefits
remaining, many owners of subsidized low-income
housing find their anticipated returns greatly
diminished and their incentives to sell or otherwise
terminate their interest in low-income properties




Exhibit 1-9

Estimated BMIR and Section 236 Properties
with Mortgages Eligible for Prepayment, 1986-2001
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Exhibit 1-10

Units in Properties Eligible for Prepayment
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greatly increased. In order to understand just how
profound the tax changes have been, it is necessary
to review the tax benefits that until now have sus-
tained low-income housing and promoted invest-
ment in the development and transfer of the
housing.

Tax Incentives for Low-Income
Housing

Many owners, particularly non-profit spon-
sors, eagerly utilized the attractive interest rates
and supplementary rental payments of the older,
subsidized housing programs. For-profit
developers, however, often found the direct sub-
sidies insufficient.'> To attract for-profit
developers who did not find the returns attractive
enough to offset the imposed controls, rents and
tenancy were restricted for only 20 years, (not the
40 years of their non-profit counterparts), and fur-
ther incentives were added--through the Tax Code.

The availability of tax benefits (taxable los-
ses primarily in the form of depreciation that could
be used to offset other types of personal income)
was essential to provide an adequate rate of return
to induce many for-profit investors to invest in low-
income housing. These tax losses were used to off-
set income, such as salary, dividends, and interest,
which was taxed at ordinary rates. Although the
tax losses postponed an individual’s current tax
due, the tax losses also increased the amount of tax
due upon sale. Most of the gain upon sale,
however, was taxed at capital gains rates that were
much lower than the tax rate on ordinary income.
Investors anticipated that any sale would take place
in the twentieth year, when prepayment would be
allowed, and many anticipated that they could at
that time convert the property to market-rate hous-
ing or other use at a greatly enhanced value.

In the context of a real estate limited partner-
ship, the general partner typically had incentives
different from those of the limited partners inves-
tors. In addition to residual value to be realized on
sale or refinancing of the project, the general
partner received up-front revenues through the sale
of partnership interests to limited partner investors,
and on-going revenues from management fees pay-
able from gross rents and other fees payable from
the limited dividend distribution.

Tax Background — Pre-1981

The system of tax incentives was designed
to encourage private investors to acquire an interest
in low-income housing. Between 1961 and 1974,
the period when the properties in the Preservation
Analysis Inventory were developed, and 1975 to
1980, the period immediately following, Congress
enacted numerous tax code provisions favorable to
investors in low-income housing. For purposes of
the following discussion, however, all legislation
enacted prior to 1980 will be grouped and treated
together.

Before addressing the various components
that generate taxable losses (or income) from low-
income real estate operations, it is useful to under-
stand the real estate limited partnership. The
partnership acts as a non-taxable conduit by pass-
ing either taxable losses or income to investors in
proportion to their partnership interests. Because
the limited partnership restricts the out-of-pocket
cash liability of limited partners to the amount in-
vested, the potential risks and personal liabilities of
investing in low-income housing are known,

Investors used losses from
partnership operations to
offset income from other
sources, for example, salary,
dividends, or interest, without
limitation. These tax savings
became more valuable as the
investors’ marginal tax rates
increased.

All investments, except for real estate invest-
ments, can generate taxable losses only up to the
amount of capital at risk. For example, a $10,000
investment in an oil and gas venture could generate
a maximum $10,000 taxable loss from operations.

Investors used losses from partnership opera-
tions to offset income from other sources, for ex-
ample, salary, dividends, or interest, without

12 Unlike non-profit owners who had no equity requirement, for-profit owners were required to contribute 10 percent equity. This contribution was in-
cluded in the base for the calculation of mortgage amount (90 percent of total costs) and was the basis for calculating a limited 6 percent return on invest-
ment. Both the Government and tenants benefited indirectly from these lower debt amounts, which resulted in reduced insurance, interest, rent and rent

subsidy payments.



limitation. By sheltering other income from taxa-
tion, partnership investments provided tax benefits
(i.e., reduced tax liability) to investors. These tax
savings became more valuable as the investors’
marginal tax rates increased. Congress frequently
changed the marginal tax rates before 1981; the
maximum rates varied from a high of 90 percent to
a low of 50 percent. They typically stayed around
70 percent prior to 1981. As a consequence, invest-
ing in low-income housing was most suitable for
an investor in the higher Federal tax brackets.

Depreciation Deductions

The unique feature of the tax incentives was
their ability to create a financial benefit to investors
even though, from a cash flow standpoint, the
properties operated at the breakeven point.
Depreciation deductions generated the primary tax
benefits. Depreciation is an accounting concept
whereby an asset is written down in value and an
annual expense deduction is allowed even though
the asset’s value may have remained the same or
even appreciated.

Pre-1981 tax law offered newly constructed
or rehabilitated property more favorable deprecia-
tion treatment than existing property in use by
tenants. Prior to the 1969 Tax Act, new low-in-
come housing could be depreciated over its useful
life (30 to 40 years) using the 200 percent declin-
ing balance method, ~ while existing low-income
housing was required to use the 150 percent declin-
ing balance method. This difference was more
pronounced after passage of the 1969 Tax Act,
which further increased the new/used distinction
(200 percent versus 125 percent declining balance).
Pre-1981 tax law also allowed real estate to be
broken into its component parts and depreciated
over each component’s useful life. This change
resulted in an average asset life of from 20 to 25
years, rather than 30 to 40 years.

The 1969 Tax Act also created a special
depreciation method whereby the expenses at-
tributable to the substantial rehabilitation of low-in-
come housing could be written off over a 5-year
period. This provision resulted in the significant
rehabilitation of low-income housing in many
urban areas.

Current Expense Deductions
Most operating expenses payable from
property cash flow were also currently deductible.

One such expense worth noting is the treatment of
principal and interest (debt service) on the HUD-in-
sured mortgage. The payment of interest is treated
as currently deductible, whereas the payment of
principal is a non-deductible cash expenditure.
During the early years of a 40-year amortization
schedule, most debt service payment will constitute
deductible interest. As debt service payments ap-
proach the end of the amortization term, an increas-
ing portion of the payment becomes non-deductible
principal that will ultimately result in taxable in-
come with no concurrent distribution of cash.

Capitalization of Construction Period
Interest and Taxes

Low-income housing also enjoyed favorable
treatment under the capitalization rules as they ap-
plied to construction period interest and taxes.
Whereas market-rate housing investors had to capi-
talize these items over a period up to 10 years, in-
vestors in low-income housing could expense these
items as incurred.

Taxable Gain on Sale

One final group of incentives relates to the
taxable gain due upon sale of the low-income
property. For market-rate housing, accelerated
depreciation deductions in excess of straight-line
depreciation were required to be recaptured upon
sale in the sense that the recovered excess (i.e., the
difference between the accelerated and straight-
line) depreciation was taxed at ordinary tax rates.
For low-income housing, however, special rules
eliminated the tax on the recovered excess over
time. Both types of housing investments allowed
the balance of the gain to be taxed at lower capital
gains rates,

In summary, investors used tax benefits to
offset other income at ordinary rates. Losses only
deferred the payment of tax until sale. Because
these losses reduced the investor’s basis in the
property, the investor was obliged to pay tax on the
gain (i.e., sale price less basis). Upon sale,
however, most of this gain was converted to a capi-
tal gain taxed at a much lower effective tax rate.
These combined tax incentives attracted a sig-
nificant amount of investment to new construction
and substantial rehabilitation of low-income hous-

ing.

13 The declining balance method was based upon an increased percentage (e.g., 200 percent) of straight-line depreciation, applied to the adjusted depreci-

able basis.



Economic Recovery Tax Act of 1981 —
(1981-1986)

The Economic Recovery Tax Act of 1981
(ERTA) had a far-reaching effect on investment in
real estate in general and on low-income housing in
particular. Congress lowered maximum Federal
tax rates to 50 percent, partly assuming that this
would boost private investment in the economy
and partly in the belief that this would diminish the
demand for tax-motivated investments. But, the
simultaneous enactment of the very attractive
statutory 15-year accelerated cost recovery system
(ACRS), initially available to both low-income
housing (200 percent declining balance) and
market-rate housing (175 percent declining
balance), greatly encouraged investment in real es-
fate.

ERTA did not eliminate the
ability of investors to use
passive losses to offset other
types of income. The at-risk
rules were likewise
unchanged, so that investors
could still deduct losses in ex-
cess of their investment
amount. The tax incentives
available through leveraged
investments were more
attractive than ever.

Before addressing the major changes that
this legislation brought about, it is helpful to ex-
amine the historical setting. Vacancy rates in all
rental housing were approaching very low levels.
No new low-income housing programs were avail-
able except for projects already begun under old
programs and those financed under FmHA Section
515. Economic conditions were ripe for invest-
ment in market-rate apartments even without the
stimulus of ACRS. Consequently, the enactment
of ERTA resulted in a tremendous amount of build-
ing and development of market-rate apartments,
which were often more driven by tax benefits than
economics.

ERTA did not eliminate the ability of inves-
tors to use passive losses to offset other types of in-
come. The at-risk rules were likewise unchanged,
so that investors could still deduct losses in excess
of their investment amount. The tax incentives
available through leveraged investments were more
attractive than ever.

ERTA would have had very little effect on
low-income housing except for one important
change from the prior law: ACRS could be applied
at the same rate to both new and used property.
This change signaled the birth of the "resyndica-
tion" of low-income housing programs.

Numerous low-income properties developed
in the 1960s and early 1970s were in serious need
of repairs because of deferred maintenance. The
prior owners of these properties had already real-
ized a major portion of their allowable tax benefits.
With the passage of ERTA, general partners could
purchase and resell (resyndicate) these properties
to new investors who received the favorable
depreciation benefits provided by ACRS. High in-
flation rates over the previous decade resulted in
high fair market value appraisals on these proper-
ties.

As a result of these combined factors, many
low-income properties were resyndicated, with the
new owners paying a fair market price consisting
of cash, assumption of the first mortgage, and ex-
ecution of a long-term acquisition or second note.
While these transactions did not generate any
production of net new low-income housing, they
did generate sufficient cash to cover needed repairs
that HUD required to be addressed as a condition
of approval of the transfer.

The increased depreciable basis of these
low-income properties was achieved by the execu-
tion of a long-term acquisition note generally due
and payable to the seller in 15 years together with
simple interest accruing at 9 or 10 percent. These
second notes increased the amount of tax benefits
in two ways, thereby increasing the cash price to
prior owners. First, the second notes increased the
amount of depreciation deductions. Second, the ac-
crued interest expense on the second note
generated additional interest deductions. The lack
of matching requireinents allowed new investors
reporting on an accrual basis to deduct this interest
expense, but did not require sellers reporting on the



By lowering both the maxi-
mum Federal tax rate to 50
percent and the threshold at
which the rate is reached,
ERTA greatly expanded the
pool of investors in search of
tax shelter.

cash basis to recognize any interest income. Al-
though rules requiring the matching of income and
expense and original issue discount were enacted
in 1984 (effective January 1, 1985), a majority of
resyndications had already taken place. In the
Preservation Analysis Sample, approximately 40
percent of all properties were transferred to new
owners during this period.

ERTA triggered an explosive
proliferation of public and
private offerings of residential
tax-sheltered investments.

By lowering both the maximum Federal tax
rate to 50 percent and the threshold at which the
rate is reached, ERTA greatly expanded the pool of
investors in search of tax shelter. These investors
were also attracted from an economic standpoint,
because the 15-year long-term acquisition notes
generally matured near or beyond the prepayment
date of the property, which could then be converted
to market-rate housing.

ERTA triggered an explosive proliferation
of public and private offerings of residential tax-
sheltered investments. Faced with growing budget
deficits and a significant need for tax revenues,
Congress responded through passage of the Tax
Reform Act of 1986.
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Tax Reform Act of 1986

The Tax Reform Act of 1986 brought the
most sweeping tax law changes since passage of
the Internal Revenue Code of 1954. In the long

At the cornerstone of the Tax
Reform Act of 1986 was the
passive loss limitation rules.
These rules disallowed any
passive losses to be used to
offset income such as wages,
interest, and dividends for
investments entered into after
passage of the Act.

run, these changes may benefit market-rate apart-
ments by curtailing tax-motivated new develop-
ment and enabling the economic laws of supply
and demand to reach equilibrium. But the changes
have devastated the returns associated with low-in-
come housing. Unlike market-rate apartments,
where rents can be raised without limit (other than
market constraints) to offset any reduction in tax
benefits, low-income housing is subject to
regulatory agreements that limit rent increases and
rates of return.

Passive Loss Limitation Rules Restrictions

How did Congress curtail the tax benefits as-
sociated with low-income housing? At the
cornerstone of the Tax Reform Act of 1986 was the
passive loss limitation rules. These rules disal-
lowed any passive losses to be used to offset in-
come such as wages, interest, and dividends for
investments entered into atter passage of the Act.
For investments made in years prior to passage of
the Act, passive losses could be used to offset these
types of income to the limited extent of 65 percent
in 1987, 40 in 1988, 20 in 1989, 10 in 1990, and O

Modest transition rule relief
was provided for a small
group of low-income
properties.




percent thereafter. This rule effectively phased out
the primary benefit associated with low-income
housing.

Modest transition rule relief was provided
for a small group of low-income properties. The
transition rule provided that if more than 50 per-
cent (35 percent for FmHA) of the total investment
payments were due in years subsequent to 1986,
100 percent of losses were allowed for several addi-
tional years prior to phase out. This relief was
grounded not on principles of fairness but of ex-
pediency— to prevent large-scale investor default.

This relief was grounded not
on principles of fairness but of
expediency-to prevent large-
scale investor default.

Although the passive loss limitations rules
do allow passive losses to be used to offset passive
income, this aspect is of no major benefit as ap-
plied to low-income housing. When low-income
housing investments begin to generate passive in-
come or "phantom income," there is taxable in-
come in excess of any commensurate cash
distributions. Investors must recognize it currently,
because the recognition of "phantom income” is
not subject to limitation. Using passive losses from
other investments to offset this "phantom income”
defers its current recognition, but it increases (to
the extent passive losses are used) the gains tax due
upon eventual sale.

Exempted from the passive loss limitation
rules were certain items of income such as interest
on residual receipts, working capital reserves, re-
placement reserves, and tenant deposits, which
negatively affected investors. Under the "portfolio
income” rules, even if the partnership is generating
net passive losses that may have already been
phased out, the portfolio income items must be
separately reported and recognized even though
they are not necessarily distributable.

Lower Tax Rates and Elimination of Capital
Gains Exclusion

The Tax Reform Act of 1986 also lowered
tax rates on ordinary income for high-income per-
sons. Instead of a 50 percent tax benefit from al-
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lowed passive losses, investors obtained only a
38.5 percent tax benefit in 1987 and 28 percent in
subsequent years. These rate changes further
eroded the attractiveness of investing in low-in-
come housing.

Also of importance was the elimination of
the capital gains exclusion and therefore the distinc-
tion between ordinary and capital gains "rates."
The simultaneous removal of the capital gains ex-
clusion and lowering of maximum rates yielded a
small effective increase in tax on sale. Although
these measures dampened the attractiveness of fu-
ture investment, their effect on current low-income
housing is small.

For properties placed in service after Decem-
ber 31, 1986, the Tax Reform Act of 1986 also
changed the depreciation method to be applied to
new or existing low-income housing from a 15-
year accelerated method to 27.5-years straight-line.
Compared with the passive loss limitation rules,
this change was less consequential.

Because Congress severely,
unexpectedly, and
retroactively curtailed tax
benefits associated with
investments in low-income
housing, in the future
investors may hesitate to rely
upon tax incentives to invest in
low-income developments.

Addition of the Low-Income Housing Tax Credit

Will future investors find low-income hous-
ing attractive? Because Congress severely, unex-
pectedly, and retroactively curtailed tax benefits
associated with investments in low-income hous-
ing, in the future investors may hesitate to rely
upon tax incentives to invest in low-income
developments. Congress did, however, pass a new
provision--the low-income housing tax credit--in-
tended to replace the entire set of complex induce-
ments that had previously applied to low-income
housing.

The Tax Reform Act of 1986 provided that
the amount of the low-income housing tax credit in
1987 should equal 9 percent per year for 10 years



of the qualified basis for newly constructed or sub-
stantially rehabilitated eligible dwelling units, if the
property did not take advantage of Federal sub-
sidies. A credit, which in 1987 equalled 4 percent
per year for 10 years of the qualified basis, applied
to existing housing that used Federal subsidies,
such as the housing in the Preservation Analysis In-
ventory. The rate of the credit in 1988 and 1989,
the remainder of the initially legislated period, will
be adjusted monthly in accordance with a dis-
counted value of a combination of midterm and
long-term applicable Federal rates.

Restrictions on Use of the Credit

The low-income tax credit rules contain
many restrictions. To be eligible for taking the tax
credit on 100 percent of the units, properties must
be occupied by households earning less than 60 per-
cent of median income. The Commission’s study
showed that 80 to 90 percent of the tenants in the
Preservation Analysis Inventory’s properties have
incomes at this level and, therefore, these proper-
ties would not be entitled to full tax credit benefits.

The tax credit is available only for proper-
ties placed in service in 1987, 1988, or 1989. In ad-
dition, an existing low-income property does not
qualify for the credit if it has been placed in service
within the past 10 years.

In contrast to earlier tax incentives to invest
in low-income housing that were available to all
who qualified, the low-income tax credit is subject
to an allocation process that effectively places ad-
ministration of the credit in the hands of State agen-
cies and requires specific approval of each property
on which the credit is used. The allocation system
restricts the use of the credit by many potential
users. Any credit not allocated within a given
calendar year may not be carried forward to a fu-
ture year. Some observers think that State agencies
will first use their credit allocations to support
State agency-funded projects, rather that the
federally insured housing.

To qualify for the tax credit and not be sub-
ject to recapture, the property must remain low in-
come for 15 additional years. Because rental
subsidies will expire prior to the end of this period
for many low-income properties, many owners and
investors are concerned about how they will pay fu-
ture cash operating deficits to sustain low-income
operation and avoid recapture.

While a reasonable number of
investors with incomes
between $100,000 and
3200,000 might benefit from
investments using the tax
credit, they are not easy to find
and are relatively uninitiated
in the complexities of the tax
shelter market.

The credit is allowed on up to an equivalent
of $25,000 of losses to offset other income. This
special allowance is phased out, however, for inves-
tors whose incomes exceed $200,000, and is
eliminated completely for those with incomes of
$250,000 or more. Investors in these higher in-
come groups have constituted the traditional
market for real estate syndications. While a
reasonable number of investors with incomes be-
tween $100,000 and $200,000 might benefit from
investments using the tax credit, they are not easy
to find and are relatively uninitiated in the com-
plexities of the tax shelter market.

The current amount of the credit as applied
to existing low-income housing is often not suffi-
cient to generate adequate cash to cover the seller’s
tax liability. This result is attributable to both the
10-year "placed in service" rule and the increase in
capital gains "rates."

Low Use of the Credit to Date

The use of the tax credit to date has been
limited. The National Council of State Housing
Agencies has estimated that in 1987 only 16 per-
cent of the States’ tax credit authority was used.!
Although some of this slowness is attributable to
the start-up problems of any new program, struc-
tural problems may also limit the credit’s useful-
ness.

Two of the most troublesome problems with
the credit are the low amount of the credit and the
limited number of investors who can take ad-
vantage of it. It has been suggested that a new
market for tax credit investment may be corpora-

' National Council of State Housing Agencies, "Early Experience with the Low-Income Rental Housing Tax Credit," prepared by the Joint Center for
Housing Studies of the Massachusetts Institute of Technology and Harvard University for the National Council of State Housing Agencies, 1987.



tions, because most are not subject to passive loss
restrictions. But corporations have little history of
investing in low-income housing and relatively lit-
tle experience with real estate investment. While
changes in the tax law that eliminated other tax
benefits to business may make the housing tax
credit more attractive, it is still too early to tell
what corporate investors are likely to do.

Implications for the Subsidized
Housing Supply

The aggregate effect of the various threats to
the Preservation Analysis Inventory cannot be
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predicted with precision. Many factors that are dif-
ficult to measure will play a significant role in the
eventual disposition of the low-income stock.

They include: the long-term impact of the 1986
tax changes on investor strategies, the overall
strength of the economy, interest rates, the ever-
changing and geographically different real estate
market, and political circumstances. Some es-
timate of what might happen to these properties,
given reasonable approximations of their financial
and physical condition and best guess assumptions
about the future, is the subject of the balance of this
Report.



CHAPTER 2

The Likely Loss of Low-Income Housing
In the Absence of Action to Preserve It

Despite a number of studies of low-income
housing in recent years, basic data on Section
221(d)(3) and Section 236 Program housing were
not available.! The lack of reliable data should not
be surprising: low-income housing is widely scat-
tered throughout the United States, making difficult
the task of aggregating uniform national data. Cir-
cumstances of housing properties differ so marked-
ly that norms cannot be easily identified. Also,
integrating data on properties’ financial and physi-
cal conditions with their marketplace opportunities
had not been previously done for policy and plan-
ning purposes.

Against that background, the National Low
Income Housing Preservation Commission
proposed to its sponsors, the National Corporation
for Housing Partnerships and The Ford Founda-
tion, that it undertake a major effort to establish a
high-quality baseline of data on Section 221(d)(3)
and Section 236 properties that would be reliable
for computer modeling purposes and credible to
the housing community at large.

To ensure that the quality of work would be
high, the Commission established a Technical Ad-
visory Group (TAG) and invited to membership 12
of the foremost authorities on housing in the Na-
tion. The members included policy analysts, hous-
ing specialists, real estate and tax experts, and
economists. The methodology for this study,
described in the Preface to this Report, and the
computer modeling, described in Appendix III,
were largely the products of the planning, analysis,

and advice of the TAG. The TAG endorsed the
basic approach to the Commission’s work, the over-
all technical adequacy, and the plausibility of
results of the computer model.

The Commission established a
Technical Advisory Group
(TAG) and invited to
membership 12 of the
Joremost authorities on
housing in the Nation.

The Commission staff were charged with
developing an economic model capable of evaluat-
ing the financial health of properties, predicting
the owners’ likely disposition of the properties, and
estimating the costs of deterring such actions. In
addition, the Commission decided to undertake the
major task of collecting, from a representative
sample of the owners and managers of properties,
information about the physical condition of proper-
ties, their economic health, and their tenants.

This chapter describes the Preservation
Analysis Model and the likely actions, vis-a-vis
their properties, of owners of low-income housing
in the absence of any special new government
actions. As the research progressed, the Technical

! Several other studies have looked at various aspects of the older, subsidized stock. See: Congressional Budget Office, The Potential Loss of Assisted
Units as Certain Morigage Interest Subsidy Programs Mature, March 1987; U.S. Department of Housing and Urban Development, Laurent Hodes, et al.,
HUD/FHA Insured Rental Housing: Physical and Financial Condition of Multi-Family Properties Insured Before 1975, April 1987; Neighborhood Rein-
vestment Corporation, Dr. Phillip Clay, Ar Risk of Loss: The Endangered Future of Low Income Rental Housing Resources, May 1987, Government Ac-
counting Office, Rental Housing: Potential Reduction in the Privately Owned and Federally Assisted Inventory, June 1987; and National Association of
Home Builders, Low- & Moderate-Income Housing: Progress, Problems & Prospects, 1986.



Exhibit 2-1
Preservation Analysis Model

Environment Variables
Inflation Rate
Fix Up Cost
Capitalization Rate —>
Interest Rate
Policy Choices

HUD Project Data

v
Compute Annual Operation
Assisted Housing (As Is)
Cash Flow
Capital Additions
Cash Flow and Reserves — Reserve Balance —-
Taxable Income
Passive Loss Carmrylorward
After Tax Income

And Disposition
'y )

Repairs Needed

Tax Basis
Depreciation - ——
Capital Account Balance

Equity, Second
Note Amounts

Market Vaiue NData

Source: National Low Income Housing Preservation Commission.
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Class 1 Nonprofit

Operate As Is
Through Year 40

Default in Year X

Sale Under Low-Income
Housing Tax Credit

Cash Flow and Repair
Resource Gap
in Year X

Class 2 Ineligible

Default in Year X

Sale Under Low-Income
Housing Tax Credit

Cash Flow and Repair
Resource Gap
in Year X

Sale in Year 40
At Market Value

Default iﬁ Year X

Class 3 Eligible

Sale Under Low-Income
Housing Tax Credit

Cash Flow and Repair
Resource Gap
in Year X

Convert to Market Rent
in Year X > Lock In

Cost 10 Buyout in Year X
or Extend As Is to 40

and Hold for Optimal Period

Sell (Rental, Condo, Other)
in Year X > Lock In

Cosi 10 Buy Out in Year X
or Extend As Is to 40
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Advisory Group met regularly to assist in the
project design and to ensure the overall credibility
and reliability of the model’s results. The model
was developed by Abt Associates of Cambridge,
Massachusetts, under the leadership of Dr. James
E. Wallace.

The Preservation Analysis
Inventory Model

The Commission’s Preservation Analysis
Model provides a mechanism for answering the
major questions about the future of the stock in the
Preservation Analysis Inventory. In the simplest
terms, the model simulates the economic choices
available to owners of low-income housing and
predicts what they are most likely to do with their
real estate. Using a variety of financial, market,
and legal factors that affect owner choices, the
model estimates how many owners are likely to:
operate their housing as low-income properties
through the end of the mortgage period; default on
their mortgages; or prepay their loans and convert
to market-rate housing.

The model simulates the
economic choices available to
owners of low-income housing
and predicts what they are
most likely to do with their
real estate.

The model can evaluate the economic condi-
tion of low-income housing both within the current
policy and political framework and under a variety
of assumed conditions. The first level of analysis
is called the base case and reflects the current legal,
financial, tax, and subsidy environment of proper-
ties in the absence of any changes: rental assis-
tance contracts expire and are not renewed;
prepayment of mortgages is allowed when contrac-
tual agreements permit; the low-income housing
tax credit remains available to owners unchanged
and only until its sunset in 1989; no new subsidies
are available to properties; passive loss limitation
rules are unchanged; and Congress enacts no major
changes in the tax law affecting real estate.

- 36

The first level of analysis is
called the base case and
reflects the current legal,
financial, tax, and subsidy en-
vironment of properties in the
absence of any changes.

In addition to estimating the pattern of
choices owners are likely to make, the base case
analysis helps to clarify when prepayments or
defaults may occur, the costs to deter such action,
and the consequences for people who live in low-
income housing. After developing a thorough pic-
ture of what may occur if no action is taken, the
model assesses the effects of various financial inter-
ventions (called preservation actions) on the pat-
tern, timing, and costs of owners’ actions.

The model is designed to answer these ques-
tions:

» How many owners are likely to default,
meaning that they will not simply fall be-
hind on one payment but incur such high
operating deficits that they give up al-
together?

» How many properties are likely to con-
tinue as subsidized housing throughout the
40-year term of their mortgage?

» How many owners are likely to use the
low-income housing tax credit?

* How many owners are likely to prepay
and discontinue operation of their proper-
ties as housing for low-income tenants?

» What is the probable timing of these ac-
tions?

» How much money might be needed to
alter an owner’s economic decisions?

Exhibit 2-1 provides a schematic drawing of
the model, and Appendix III describes the model
and how it works in detail. The exhibit shows, in
boxes on the left, the major sources and types of in-
formation entered into the model including
information about the financial, physical, and legal
status of selected low-income properties. The box



in the center indicates the financial evaluations that
are performed for properties. The right side of the
model depicts the likely choices that each of three
classes of property owners might make.

Information entered into the model comes
predominantly from an in-depth, random sample of
300 older, subsidized properties, called the Preser-
vation Analysis Inventory Sample. The Commis-
sion staff mailed detailed surveys in June 1987 to
the owners and managers of these 300 properties
seeking information about their tenancy and finan-
cial condition. Because the returns from owners
and managers were incomplete, supplementary in-
formation on tenant characteristics was obtained
from HUD and financial characteristics were corre-
lated with related industry data, as explained in Ap-
pendix III, to complete the full sample of 300
properties for analysis. In addition, Commission
staff asked local real estate experts and local
government staff in each community for data about
market conditions and government-sponsored low-
income housing programs. Because the sample
was drawn from a subset of properties previously
studied by HUD, additional information about the
physical and financial condition of these particular
properties was also readily available.

Given limited resources, the
Commission decided to
address the problems of the
older stock because threats to
it are imminent.

The sample includes a representative num-
ber of properties from each of the following hous-
ing programs: Section 221(d)(3) Below Market
Interest Rate, Section 221(d)(3) Market Rate with
rental assistance, and Section 236. The model was
not designed to address properties produced under
the more recent Section 8 New and Substantial
Rehabilitation Programs or the Farmers Home Ad-
ministration Section 515 Program. The Commis-
sion believes that properties developed under these
programs are also vulnerable to loss as low-income
housing, and that future studies on these properties

2 See: US. Department of Housing and Urban Development, April 1987.
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are needed. Given limited resources, the Commis-
sion decided to address the problems of the older
stock because threats to it are imminent. The Com-
mission recognizes that some aspects of the Sec-
tion 8 and 515 Programs are similar to the
programs that it studied, but believes that it would
need to undertake additional research and analysis
before it could arrive at firm conclusions regarding
the financial and physical viability of other
programs.

Exhibit 2-2a provides a profile of the proper-
ties in the sample. The sample includes a repre-
sentative number of the properties from the
Preservation Analysis Inventory (Exhibit 2-2a).
Most of these properties are of modest size, con-
sisting of between 50 and 200 units; only 11 are
larger than 300 units (Exhibit 2-2b). The vast
majority of units require repairs in excess of $250
per unit, and 30 percent require repairs that exceed

Exhibit 2-2a
Preservation Sample Properties,
Units by Program

Number Number of

Program of Units Properties  Percent
Section 236 21,642 194 65%
Section 221(d)(3)

BMIR 5,921 72 24
Section 221(d)(3)

MR 5.559 34 11
Totals: 33,122 300 100

$500 per unit (Exhibit 2-2c).

Five categories of data were collected on the
300 properties in the sample. Tenant information
collected from property owners and managers was
augmented by data from HUD’s Office of Multi-
Family Housing Management. The physical condi-
tion of properties and estimates of the costs of
needed repairs was taken from a HUD study of the
physical and financial conditions of multifamily
housing.2 Owner surveys, together with the HUD
study files, provided data on the financial and
mortgage situation of the properties as well as the
number of units, ownership, contract restrictions,
and availability and expiration of rental assistance.
Industry norms regarding market operating costs



Exhibit 2-2b
Size of Properties in Preservation Sample

No. of Units Total Properties Percent
Less than 50 67 22%
50-100 103 34
101-200 98 32
201-300 21 7
More than 300 11 3
Totals: 300 100%

Exhibit 2-2¢
Estimated Annual Repair Needs of Sample

Annual Repair Number

Needs/Units of Properties Percent
Less than $ 100 53 17%
100-250 62 20
251-500 90 30
501-750 47 15
751-1,000 23 7
1,001-1,250 12 4
More than 1,250 13 4
Totals: 300 100%

Source: National Low Income Housing Preservation
Commission.

augmented this information. Market data for each
of the properties were obtained through telephone
interviews with experts in the local housing market
who were asked for their best estimate of the most
likely alternative use of the property and the es-
timated market rents. Last, descriptive information
about the local real estate environment, property
owners, and local conditions was collected from
owners, managers, and local housing and planning
officials. Appendix III contains detailed informa-
tion about the data sources and assumptions used
for model inputs.

In developing the model, staff was par-

ticularly careful to record accurately property finan-

cial information, especially the status and timing
of rent assistance contracts (both Section 8 Loan
Management Set Asides and rent supplement con-

tracts), because the expiration of these subsidies
directly affects cash flows. Also, the effects of
second trust notes placed on properties resyndi-
cated, sold, or transferred between 1981 and 1984
were included in the data collection and model.
(Some 38 percent of all low-income properties
eligible to prepay were resyndicated during this
period to take advantage of favorable depreciation
benefits.)

As second notes become due
in the 1990s, they will virtually
require conversion of the
property to non-subsidized use.

Resyndication not only provided needed repair
funds for the properties and valuable tax shelter
benefits to the new property owners, but also
generated long-term acquisition notes in excess of
the property’s value as low-income housing. As
second notes become due in the 1990s, they will
virtually require conversion of the property to non-
subsidized use in order to pay the note or trigger a
transfer of the property to the note holder, if the
payment cannot be made, or, in some cases, trigger
a default.

Likely Actions of Owners: Default,
Continue as Subsidized, or Prepay

Using data derived from the 300 sample
properties, the model extrapolates to the entire
stock of the Preservation Analysis Inventory the
likely distribution, timing, and cost of actions by
owners over the next 15 years. The model selects
the most financially favorable (or in many cases
least onerous) choice for property owners, reflect-
ing the timing and estimated value of the choice to
the owner. The various owner actions considered in
the model are:

e Default;

 Continue the property as subsidized, low-
income housing; or

» For owners eligible to do so, prepay the
existing subsidized mortgage and convert
the property to market-rate housing.



Defaults

Properties in the Preservation Analysis In-
ventory whose owners default on their mortgages
are in such poor financial condition that, absent any
government intervention, the owners’ best
economic alternative is to stop making principal
and interest payments. Because the mortgages on
these properties are insured by the FHA, the proper-
ties are returned to HUD. While such properties
may technically remain in the inventory of low-in-
come housing, their financial condition is
precarious and any new owners, including HUD,
face continued serious cash losses. Although HUD
now tries to cure many incipient defaults, it lacks
the resources to cope with large increases in the

Properties in the Preservation
Analysis Inventory whose
owners default on their
mortgages are in such poor
financial condition that,
absent any government
intervention, the owners’ best
economic alternative is to
stop making principal and
interest payments.

numbers of such troubled properties. These proper-
ties may be: lost to the low-income housing supply
because of serious cash losses, disrepair, and
neglect; maintained as low-income housing; or
lost to the low-income housing supply by being
sold and converted to some other use. (The Hous-
ing and Community Development Act of 1987 re-
quires HUD to ensure that foreclosed properties
retain their low-income character in any sub-
sequent disposition and to provide the subsidy
necessary to permit occupancy by low-income
tenants.)

Continue as Subsidized

The properties in the Preservation Analysis
Inventory likely to remain in low-income use
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include those where the owner’s best option is to
continue to operate the property as subsidized hous-
ing until the end of the mortgage period and those
where the owner has elected to use the low-income
housing tax credit and, in exchange, has promised
to maintain the property as low-income housing for
15 years. The model predicts how many owners
might find the low-income housing tax credit finan-
cially attractive, but it cannot predict the number of
those who would actually be able to obtain the
credit. The tasks of negotiating with State
authorities for available tax credits and fulfilling
the low-income occupancy requirements of the
credit (units qualifying for the tax credit must be
occupied by households earning less than 60 per-
cent of the area’s median income) may reduce the
availability of the credit to eligible and willing in-
vestors.

Prepay

Eligible owners will prepay their mortgages
only when this choice is financially more attractive
than defaulting or continuing to operate their
property as low-income housing. Owners who
choose to prepay are financially better off to dis-
continue the low-interest-rate loans and the as-
sociated rent restrictions imposed by Government
regulations. Although after prepayment, owners
may initially charge market rents that may not far
exceed the controlled rent of the subsidized project,
they will no longer be bound by rent controls,
tenant protections, and other regulations imposed
by their previous mortgages and associated
regulatory agreements.

Classes of Properties

The choices for owners about what to do
with their properties are limited by complex webs
of contractual and regulatory agreements. In order
to make examination of these choices more
manageable, the model looks separately at three
classes of properties:

Class 1: Properties held by non-profit owners
who are obligated to maintain them as
subsidized housing throughout the 40-
year life of the mortgage;



Class 2: Properties owned by for-profit owners
who are obligated to maintain them as
subsidized housing for the 40-year life
of the mortgage because they have
received flexible subsidy funds (techni-
cally the mortgage could be prepaid
provided the property continued as low-
income housing), were transferred from
non-profit to for-profit ownership, or
have rent supplement contracts in
force; and

Class 3: Properties owned by for-profit owners
who are eligible to prepay their
mortgages after 20 years, thus remov-
ing all mortgage-related rent and tenant
restrictions.

Exhibit 2-3 shows the distribution of proper-
ties in the Preservation Sample by both class and
section of the Housing Act. The largest portion of
properties and dwelling units are those in Class 3.

For Class 1 properties, the basic financial
analysis requires an examination of cash flow and
reserves in relationship to estimated repair needs.
Non-profit owners are assumed to operate their
properties for low-income use to the end of the
mortgage term unless cumulative operating deficits
reach $5,000 or more per unit. If a non-profit
owner must invest cash to meet operating deficits
greater than the $5,000 per unit, that owner is as-
sumed to be likely to default on the property. The

model then tests whether the low-income housing
tax credit provides sufficient financial incentive to
"preserve” the property as low-income housing. If
not, the model assumes that the property will
default on its mortgage at the point when operating
cash deficits reach $5,000 per unit.

If a non-profit owner must in-
vest cash to meet operating
deficits greater than the
$5,000 per unit, that owner is
assumed to be likely to default
on the property.

The analysis for Class 2 property owners is
similar. Because Class 2 properties are owned by
for-profit sponsors, the model uses the highest dis-
counted present value of the stream of after-tax
returns to estimate the owner’s likely economic
decision. If the tax credit option has the highest
discounted present value, the model predicts the
year of a tax credit conversion. The actual year of
a potential default by the first note holder is trig-
gered upon the earliest of three events: when the
cumulative cash operating deficits reach $5,000 per
unit, or the current-year operating cash deficits

Exhibit 2-3
Distribution of Sample Properties and Units
By Class and Section of the Housing Act

BMIR
236 221{d)(3)

Class 1: Non-profit, 33 25
No prepay

Class 2: For-profit, 18 12
No prepay

Class 3: For-profit, 143 35
Eligible to 194 72
Prepay

Source: National Low Income Housing Preservation Commission.

Project Units
MR 221(d)(3) Number  Percent
Assisted Total of Units of Units
8 66 7,847 24%
6 36 4,475 13%
20 198 20.800 63%
34 300 33,122 100%



equal 20 percent of the capital gains tax required to
be paid upon default, or when the cumulative
operating cash deficit reaches 40 percent of the
capital gains tax to be paid upon default. If the first
note holder cannot make the required payments,
the second note holder is assumed to foreclose and
the options are evaluated from the second note
holder’s position. If the model finds that the "best"
financial option is for the new owner to default, the
model reports a "default.”

Class 3 owners have all of the options dis-
cussed above, plus the choice of prepaying their
mortgages after 20 years and converting to a
market-rate use. The model tests the financial ad-
vantages of each option and selects the one with
the highest discounted present value. For prepay-
ment to be a realistic option for the owner, the

Class 3 owners have all of the
options discussed plus the
choice of prepaying their
mortgages after 20 years and
converting to a market-rate
use.

model assumes that any second note must be satis-
fied upon refinancing or sale. When considering
the discounted present value of a conversion to
market rate, the model imposes several conditions,
including that refinancing occur at market interest
rates, that sufficient funds are available to cover
new operating expenses, that repairs of either
$5,000 or $20,000 per unit are economically
feasible (which depends upon the market rent of
the uncontrolled units), and that lenders are willing
to make a loan for 80 percent of the value sup-
ported by no more than 90 percent of net operating
income. If, under the conditions imposed, the first
note holder elects default because a sale would not
pay off the second note at its due date, the model
assumes that the second note holder will foreclose
and evaluates options from the second note
holder’s perspective.
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Limitations of the Preservation Sample

Although the Preservation Sample adequate-
ly represents the Preservation Analysis Inventory
in terms of size, ownership class, and general fea-
tures, the sample is not large enough to make ac-
curate estimates about what may happen within a
particular community or even a particular State. In
addition, while some inferences may be drawn
regarding the likely action of owners of Section 8
and FmHA Section 515 properties, neither the
model nor the sample were designed to predict the
actions of these owners.

On the other hand, owners of
real estate seldom operate in
circumstances as predictable
and objective or with
information as complete as
those in the model. Many
Jactors, other than pure
economics, drive their
decisions.

The model is designed to emulate the
economic decision making process of owners of
the older, subsidized housing stock and, like all
economic models, it has both differences from and
advantages over real life. The advantages include
the fact that the model can assemble a whole host
of complicated and related financial and market in-
formation, make reasonable assumptions about
trends, and project a future course of probable ac-
tion that would be extremely difficult for an in-
dividual owner to foresee without constructing a
similar analytic tool. On the other hand, owners of
real estate seldom operate in circumstances as pre-
dictable and objective or with information as com-
plete as those in the model. Many factors, other
than pure economics, drive their decisions. Several
factors will no doubt moderate the model’s sug-
gested "likely" and "probable” actions:

 Local real estate markets will "heat up”
and "cool off" in ways that cannot be ac-
counted for in the model;



» Local politics will influence financial
decisions of owners and affect the choices
they make regarding their subsidized hous-
ing;

» Concerns of owners about the effect of
rent increases on current residents and
about the problem of displacing tenants
will affect owners’ decisions about the fu-
ture use of their properties;

+ Risks inherent in changing the economic
character of real estate are not easily as-
sessed, and therefore trade-offs will occur
between the potential rewards of increased
rent rolls and those risks; and

+ Financial information will not always be
perfect, and property owners will not al-
ways react to information consistently
even though the model treats them as
though they will react consistently.

What Will Happen to the Subsidized
Stock if Nothing Is Done?

Based on the model’s estimates, the stock in
the Preservation Analysis Inventory is in grave
jeopardy. Not only are a substantial number of
units likely to prepay their mortgages, but an even
larger number are in danger of default.

Exhibit 2-4 summarizes the predicted ac-
tions of owners. For all classes of projects com-
bined, the model estimates that 43 percent of all

Based on the model’s
estimates, the stock in the
Preservation Analysis
Inventory is in grave jeopardy.
Not only are a substantial
number of units likely to
prepay their mortgages,

but an even larger number are
in danger of default.

|
units (280,000 units and 2,570 properties) are like-

ly to default on their mortgages, and an additional
38 percent (243,000 units and 2,030 properties) are
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likely to prepay. While 122,000 units (890 proper-
ties) will continue to operate as subsidized housing
during the next 15 years, none is likely to take ad-
vantage of the low-income housing tax credit in the
next 2 years. Apparently the value of the tax credit
is not sufficient to offset the operating deficits of
properties likely to default or to compete favorably
with the discounted present value of conversion to
market rate at some future date.

Exhibit 2-5 displays the likely actions of
owners for each class of properties and depicts
very different actions for those who can prepay and
those who cannot. The analysis suggests that 63
percent of owners (243,000 units and 2,030 proper-
ties) who are eligible to prepay will find it in their
best financial interest to do so. This outcome is in
sharp contrast to the actions of owners in Classes |
and 2 who, given limited choices, are much more
likely to default than take any other actions. Seven-
ty-five and 76 percent of the owners in Classes |
and 2, respectively, are likely to default, in contrast
with only 27 percent of the owners in Class 3.

The analysis suggests that 63
percent of owners who are
eligible to prepay will find it in
their best financial interest to
do so.

Forty percent of the for-profit properties in
the Preservation Analysis Sample had undergone a
transfer of physical assets (TPA) during 1981
through 1984. The model assumed that all TPAs in
this period resulted in second trust notes being at-
tached by the seller. Second trust notes were at-
tached to more than 50 percent of the Class 2
properties (for-profit but locked in to low-income
use for 40 years) and to 38 percent of the Class 3
properties (eligible to prepay at 20 years). In the
model, if the property reaches the fifteenth anniver-
sary of the TPA, when the second trust notes typi-
cally become due with accrued interest, and a
market conversion either is impossible or raises too
little money after the first mortgage is paid, the
second note holders are assumed to foreclose and
make their own decisions as to retention or disposi-
tion of the property. The model results indicate
that only 7 percent of the properties with second



Exhibit 2-4
Base Case

Likely Actions of Owners
Through 2002

Properties

Prepayment
37% A Default

47%

Continue As Is
Through 2002
16%

Prepayment
38% Default

43%

Continue As Is
Through 2002
19%

Source: National Law Income Housing Preservation Commission Preservation
Analysis Model, Weighted Results for 300 Properties.
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Exhibit 2-5

Predicted Actions of Owners During the Next 15 Years

Not-For Profit --
Not Eligible to Prepay

Default
Tax Credit

As Is Through
Next 15 Years

Subtotal

For Profit w/o Sale Option --
Not Eligible to Prepay

Default
Tax Credit

As Is Through
Next 15 Years

Subtotal

For Profit w/Sale Option --
Eligible to Prepay

Default
Tax Credit

As Is Through
Next 15 Years

Prepayment/Market
Conversions

Subtotal

All Types of Properties Combined
Default
Tax Credit

As Is Through
Next 15 Years

Prepayment/Market
Conversions

Subtotal - Preserved
(Tax Credit + As is
Through Next 15 Years)

Total:

Note: Totals may differ due to rounding.

Source: National Low-Income Housing Preservation Commission.

Base Case

Properties % Units % Units
1,070 75% 117,000 68%

0 0 0 0

360 25 54,000 32
1,430 100% 171,000 100%
620 76% 78,000 74%

0 0 0 0

200 24 28,000 26
820 100% 106,000 100%
880 27% 86,000 23%

0 0 0 0

330 10 39,000 11

2,030 63 243,000 66
3,240 100% 368,000 100%
2,570 47% 280,000 43%

0 0 0 0

890 16 122,000 19

2,030 37 243,000 38
100% 100%
890 16% 122,000 19%
5,490 100% 645,000 100%

44



trust notes would be able to satisfy the second note.
In all the other cases, the owner’s only remaining
option would be to default; the model checks to see
what the most economically advantageous disposi-
tion would be for the second note holder. The
model results show that the 93 percent of proper-
ties with second note foreclosures predicted have
the following pattern of decisions by the second
note holders:

+ 36 percent default,
* 36 percent prepay and convert to market.

* 21 percent continue subsidized operation
through the remaining 15 years.

These results are reflected as the ultimate
disposition decisions reported.

Effect of Inflation on Likely
Actions of Owners

The model assumes that inflation increases
at 5 percent per year as a national average. This
rate exponentially increases net operating income
and thus increases the value of all properties in the
sample. Inmany real estate markets, and par-
ticularly low-income neighborhoods within those
markets, real rents do not inflate at all and may
even lose pace with escalating expenses. Values
are not inflating in many low-income markets; they
are, in fact, stable or declining. The model can ac-
commodate varying assumptions about the general
inflation rate, but it is not designed to adjust for the
varying inflation levels of individual markets.

The model assumes that
inflation increases at

5 percent per year as a
national average. This rate
exponentially increases net
operating income and thus
increases the value of all
properties in the sample.

To test the effect of a more conservative as-
sumption about inflation, the model ran a variation
of the base case analysis assuming price inflation at
0 percent. Exhibit 2-6 compares the likely owner
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actions under a zero-inflation assumption and
under a 5 percent inflation assumption. The conser-
vative inflation estimate (0 percent) pushes many
more properties from the likely to prepay category
into the default category and results in fewer
prepayments. While under 5 percent inflation,
243,000 units would have prepaid, only 131,000
would do so in the zero inflation case. Of the
112,000 properties that will no longer prepay,
75,000 move to default status, the balance remain
as low-income housing, and a handful elect to use
the low-income housing tax credit. The zero infla-
tion assumption has the most pronounced effect on
the actions of for-profit owners. If rents are not in-
creasing, many more owners will find default the
most attractive action. Although the Commission’s
base case and the preservation actions discussed in
Chapter 3 use 5 percent as the estimated rate of in-
flation, the predictions regarding potential default
and the resulting costs will be underestimated if the
real inflation rate is less than 5 percent and, conver-
sely, will be overestimated if the inflation rate ex-
ceeds 5 percent.

Timing of Likely Owner Actions

The model projects that over the next 15
years, total defaults will be as follows:

Years Number of Defaults ~ Number of Pre-
Likely to Occur ~ payments Predicted

1988-1992 105,000 103,000

1993-1997 82,000 91,000

1998-2002 93,000 49.000

Totals Through

2002 280,000 243,000

Exhibit 2-7 charts the year in which defaults
and prepayments are likely to occur for all the
properties studied. Three peak periods occur for
properties likely to default: current, around 1992,
and near the end of the century. The early defaults
tend to occur with respect to very troubled proper-
ties where operating cash deficits are particularly
high and growing rapidly. The later predicted
defaults appear to be related to the expiration of
Section 8 LMSASs, which will reduce property cash
flows and induce high cash operating deficits. Ex-
hibit 2-8 shows, by year, the expiration of LMSA
contracts. The timing of the peaks in LMSA expira-
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Exhibit 2-6

Predicted Effects of the Inflation Rate on Actions of

Owners During the Next 15 Years

Zero Inflation
Properties Units
981 110,000
0 0
442 61,000
1,423 171,000
528 72,000
32 4,178
257 30,000
817 106,000
1,593 172,000
26 2,047
552 62,000
1,070 131,000
3,241 367,000
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3,102 355,000
58 6,225
1,251 152,000
1,070 131,000
1,309 159,000
5,481 645,000

ding.

Source: National Low Income Housing Preservation Commission.
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39,000 11
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122,000 19%
645,000 100%



Exhibit 2-7

Base Case
Likely Actions of Owners
Number by Year of Action
of Units - All Owners -
60,000
50,000 -
40,000 -

30,000

20,000 1

7
’
"
/|
’
‘
#

7
’
10,000 ¢ 0 1 7
" n W
" 0 N
y 40 7
0 . ; EN B4 0 § U 4.4 ’
'88 '89 '90 '91 '92 '93 '94 ’95 '96 '97 '98 *99 '00 '01 '02 '03 '04 '05 '06 '07 08 '09 '10 11’12’13
Year
B Defauit Operate As Is Through Mortgage Term Prepayment
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Exhibit 2-8

Number of Units with LMSA Contracts Expiring Each Year,
by Type of Ownership
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tions correlate closely to the peaks in the pattern of supply in the next 2 to 3 years are modest, the num-

defaults. ber of units at risk increases significantly after
The peak in predicted prepayments occurs 1990.
in the 1991 to 1994 period and reaches its maxi-
mum level in 1993 (Exhibit 2-7). This peak coin- .
cides closely with the peak in the numbgr of Effects of Likely Owner
properties reaching their twentieth mortgage an- Actions on Tenants
niversary. The close relationship between the
timing of prepayment and eligibility to do so sug-
gests that it is in the best economic interest of most
owners to prepay as soon as they can.

Because owner actions are so important to

of tenant income and household composition in
units likely to be affected. The income of tenants

tenants, the Commission looked at the distribution

is surprisingly low given the original target popula-

tion of the older, subsidized stock (generally 80 to

The peak in predicted prepay- 95 percent of median when the programs first

ments occurs in the 1991 to e C

1994 iod and . kept pace with inflation or recent public policy
peroa anda r eaches its gives priority to very low-income tenants, most

maximum level in 1993. residents of the stock have incomes below 80 per-
cent of median.
Approximately 486,000 lower income

Exhibit 2-9 illustrates the cumulative
defaults and prepayments that are likely to occur
over the next 15 years. While losses to the housing

median) live in units vulnerable to loss, units

started). Perhaps because tenant incomes have not

households (income of less than 80 percent of arca

Exhibit 2-9

Number of Units Affected by Cumulative Prepayments,
Cumulative Defaults, Balance Continuing As Is

Number of Units
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400,000
300,000
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Source: National Low Income Housing Preservation Commission.
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whose owners are likely to default or prepay within
the next 15 years.

Most households (70 percent)
living in the Preservation
Analysis Inventory are very
low income (less than 50 per-
cent of median income for
their community), while very
Jfew (7 percent) have incomes
more than 80 percent of the
median. Those living in
projects for the elderly are
relatively poorer than the
general population.

Exhibit 2-10 shows that most households (70 per-
cent) living in the Preservation Analysis Inventory
are very low income (less than 50 percent of

median income for their community), while very
few (7 percent) have incomes more than 80 percent
of the median. Those living in projects for the
elderly are relatively poorer than the general
population. Approximately 95 percent of those
living in elderly projects have incomes less than 80
percent of the area median. As suggested by Ex-
hibit 2-11, virtually no difference appears in tenant
income characteristics when viewed in relationship
to the predicted owner intention to prepay or
default.

Two groups of households--large families
and the elderly--are particularly vulnerable to los-
ses associated with prepayments and defaults (Ex-
hibit 2-12). Large households occupy a significant
portion of the older, subsidized housing stock.
Households containing four persons or more oc-
cupy more than 25 percent of the units likely to
prepay. These families, most of them households
with children, often report that it is difficult to find
standard units of suitable size, available at affor-
dable rent. If forced to move as a result of prepay-
ments and rent increases, large families in some
housing markets, even if provided rental assistance

Percent of Households
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90% r
80(70 ™
70(70 ™
60(70 I~
50% |
40% |
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Exhibit 2-10
Income of Tenants in Subsidized Housing
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Source: National Low Income Housing Preservation Commision Tabulations; HUD Data and Data
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Exhibit 2-11

Income of Tenants in Subsidized Housing,
by Action of Owners

Percent of Households

90%
80% [ 71% 72% 0
70% | T oo
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Source: National Low Income Housing Preservation Commision Tabulations; HUD Data.

Exhibit 2-12

Household Size of Tenants in Subsidized Housing,
by Action of Owners
Percent of Households
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Source: National Low Income Housing Preservation Commision Tabulations; HUD Data.
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through Section 8 certificates or vouchers, may
find their housing options limited.

Two groups of households--
large families and the elderly--
are particularly vulnerable to
losses associated with prepay-
ments and defaults. Large
households occupy a sig-
nificant portion of the older,
subsidized housing stock.

Exhibit 2-12 also shows that the effects of
prepayment and default on the elderly is substan-
tial. One-person households, virtually all of them
elderly, occupy 25 percent of all units that prepay-
ment is likely to affect. In addition, an unknown
number of the tenants in two-person households,
representing 27 percent of the units that might
prepay, are elderly. Some 85 percent of the elderly
residents in subsidized housing are very low-in-
come. They might find it difficult to obtain other
housing, should they be displaced, depending upon
the geographic location. Although defaults may
not necessarily lead to displacement, they can still
disrupt the lives of the elderly tenants who make
up 34 percent of the residents in properties likely to
be affected.

Community awareness of the possibility of
prepayment and/or default appears to be quite low,
according to Commission research carried out in
the summer of 1987. When local officials were
asked what their communities were doing to ad-
dress the potential of default or prepayment, 25 per-
cent answered nothing. In contrast, property
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owners and managers were more aware of the
potential future change in property use. When
asked how hard it might be for displaced tenants to
find alternative housing, more then 84 percent of
the managers felt it would be very or somewhat dif-
ficult for the tenants to locate other affordable
units. Local housing and planning officials agreed.
When asked about the most likely alternative hous-
ing for persons displaced by prepayment or default
of subsidized housing, 26 percent indicated that no
alternative housing was available. Another 15 per-
cent suggested that housing vouchers, which help
to make rents affordable, would be the best avail-
able option.

Community awareness of the
possibility of prepayment
and/or default appears to be
quite low, according to
Commission research carried
out in the summer of 1987.

Summary

The Preservation Analysis Model finds that
the Nation’s current privately owned, heretofore
federally assisted housing stock is in serious
trouble. Without additional funding, the supply of
standard and affordable, low-income housing is at
risk. What actions are possible? What interven-
tions are most cost effective? How much will be
needed to change the actions of owners to permit
them to retain their commitment to low-income
housing? Chapter 3 explores these questions and
examines several possible answers.






CHAPTER 3

Some Possible Preservation Actions to
Maintain the Supply of Affordable

Low-Income Housing

Defaults and prepayments could remove
523,000 units — 81 percent — from the Preserva-
tion Analysis Inventory of 645,000 units over the
next 15 years. This prediction is the central
product of the Preservation Analysis Model, which
assessed the likely responses of owners to a series
of preservation initiatives, estimated the cost of
various actions, predicted the approximate times
when various expenditures might be needed, and
assessed the effect on tenants of changing an
owner’s predicted actions.

Basic Approaches

The Commission considered three major
types of actions to accomplish the most cost-effec-
tive preservation:

» Default Remedies: property-specific ac-
tions to deter default;

» Prepayment Remedies: property-specific
negotiations with owners of properties to
dissuade them from prepaying, or to in-
duce them to convey to an entity that
would continue the property’s low-income
character; and

» Broad Programmatic Remedies: broad,
relatively self-implementing strategies
available to the Preservation Analysis In-
ventory such as provision of a subsidy
equal to the current property-based sub-
sidy (Section 8) or expansions in the Low-
Income Housing Tax Credit.

The first two approaches require property-
by-property negotiations with each owner intend-
ing to default or prepay a loan. The third approach,
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involving broad, self-implementing actions, allows
comparison of the costs and benefits of actions re-
quiring much less administrative investment and
oversight. For each of these approaches, the Preser-
vation Analysis Model calculates the total cost of
changing owners’ actions and the average costs per
unit preserved. "Units preserved" refers to units
that are maintained in the stock of housing for low-
income persons and that otherwise would have
defaulted or prepaid and been converted to market-
rate units. The model results suggest that remedies
dealing directly with defaults and prepayments on
a property-by-property basis would be the most
cost effective. The results indicate the likely costs
in dealing directly with prepayment and defaults,
but do not attempt to define the particular combina-
tions of subsidy tools to use to meet these costs.

Timeframe

The Commission’s analysis uses a 15-year
timeframe, beginning with 1988, to count the units
retained as low-income housing and the number of
years that they are maintained. The Commission
chose a 15-year timeframe because of its interest in
long-term preservation and because so much of the
predicted loss of low-income housing occurs 10 to
15 years from now. Also, during the 15-year
timeframe most Section 8 Loan Management Set
Aside (LMSA) contracts will expire and many
large second trust notes, attached to properties that
were resyndicated between 1981 and 1986, will
come due.

The Commission’s analysis counts any
property that has not defaulted or prepaid (con-
verted to market) within the 15-year period as
"preserved.” Units preserved for this 15-year



period, however, might prepay or default in the
remaining years of the mortgage term.

A property operating "as is"'
for 14 years before defaulting
or prepaying obviously offers
more to low-income
households than a property
that only operates for a year
before defaulting or prepaying.

In comparing preservation strategies, it is
also important to know how many years a property
continues to be available to low-income
households, even if it does eventually default or
prepay. To capture this dimension of preservation,
this Report computes the average number of units
preserved as low-income housing over the 15-year
period, called "15-year average units" or "15-year

equivalent units." This measure simply adds up the
outstanding units in properties that have not
defaulted or prepaid — that is, operating as sub-
sidized housing — for each year of such operation
in the 15-year period, and divides the sum by 15 to
obtain a 15-year average number of preserved
units. A property operating "as is" for 14 years
before defaulting or prepaying obviously offers
more to low-income households than a property
that only operates for a year before defaulting or
prepaying. For example, if 500,000 subsidized
units were maintained for 14 years, then dropped to
zero in the fifteenth year, the average number
preserved would be:

(500,000 x 14 + 0 x 1)/15 = 467,000 units.
If 500,000 units were maintained only for 1 year,
then all were lost to defaults and prepayments, the
average number preserved would be:

(500,000 x 1 +0x 14)/15= 33,000 units.
Even though both scenarios end with all units lost
by the end of the period, they have very different
preservation results. Exhibit 3-1 shows for the
base case the 5-year average numbers of units for
predicted prepayment and defaults and the balance
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Source: National Low Income Housing Preservation Commission.
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operating as subsidized as well as the overall
average for the 15-year period.

Cost Comparisons

Predicted costs of various preservation ac-
tions are compared to the estimated cost of tenant-
based subsidies provided through rental assistance
payments, generally referred to as vouchers or cer-
tificates. Tenant-based subsidies assist low-income
tenants by making up the difference between 30
percent of tenant income and an established maxi-
mum. Tenants are free to use the assistance to rent
any available, modest-cost, standard unit and do
not lose their assistance if they move. By using
this reference, the Commission does not imply that
tenant-based subsidies would necessarily be a
realistic alternative for every unit threatened with
default or prepayment.

The Office of Management and Budget
(OMB) estimates the national average for the an-
nual first-year cost of a rental assistance certificate
(or voucher) at $2,940 per household in 1988.!
Assuming inflation and discount rates consistent
with the Preservation Analysis Model, the average
discounted present value per 15-year voucher is ap-
proximately $30,000. For a particular property, the
tenant-based assistance costs may be lower or
higher than the national average because subsidy
levels vary by locality and, for tenants in properties
located in expensive, low-vacancy areas, tenant-
based assistance may not be a practical alternative.

The predicted cost of preservation actions
should also be compared with a higher, maximum
cost for replacement housing. Such higher costs
might be necessary to support rehabilitation or new
construction to provide replacement units in
markets where little alternative rental housing is
available that would meet quality standards. One
reference cost is the discounted present value of a
new unit of public housing. OMB estimaltes this
national average to be $70,000, including construc-
tion and operating subsidies. Per-unit costs for
rehabilitated housing can be lower than this figure
and new construction costs much higher. Again,
the local market defines the effective alternatives.
None of the properties predicted to default or
prepay would require more than $80,000 per unit

(discounted present value) in new funds to prevent
these owner actions.

Property-Specific Default Remedies

Properties likely to default share a common
problem: they suffer from operating cash deficits
because income does not cover expenses. In addi-
tion, these properties often need repairs that the
limited available cash cannot cover. As the repair
problems become worse, tenants may leave, fur-
ther aggravating the already poor cash flow.

The Preservation Analysis Model tabulated
the operating cash deficits accumulated from the
predicted year of default through the year 2002 for
each of the properties predicted to default. These
annual operating cash deficits are a rough proxy
both for physical and financial needs of these
properties. By dividing the total costs per property
by the number of units in the property, an ap-
proximate per-unit cost of deterring a property
from default was calculated as a one-time payment

Properties likely to default
share a common problem:

they suffer from operating
cash deficits because income
does not cover expenses. In ad-
dition, these properties often
need repairs that the limited
available cash cannot cover.

in the year of the default.? This one-time amount
was discounted to 1988 as a common frame of
reference, using a Government discount rate of 8.7
percent.

Exhibit 3-2a and b presents the total number
of units and properties that could be deterred from
default at various average costs per unit. The costs
shown are discounted present value in $10,000 per-
unit increments. That is, all the properties with less
than $10,000 per unit (discounted present value) in

' This figure is lower than the estimate provided by the Congressional Budget Office--$4,310 per household in first year costs. The corresponding dis-

counted present value for a 15-year voucher would be $44,000 per household.

% The Commission recognizes that the actual form of the remedy could be a series of payments over time as opposed to a one-time lump sum action.
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Exhibit 3-2a

Number of Units Saved from Default
by Average Cost Per Unit
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future operating cash deficits are added together, used the discounted present value of the stream of

then those with costs between $10,000 and $20,000 future costs. The Commission computed the dis-
per unit, and so on. counted present value of the subsidies that would
be necessary to offset annual operating cash
Costs for Deterring Defaults Assuming a deficits and divided this value by the 15-year
$30,000 Per Unit Cap average number of defaults. The discounted

present value of the 15-year stream of costs is $1.4

The Preservation Analysis Model suggests
that most units are in properties that could be
deterred from default with an investment of less
than $30,000 per unit (discounted present value).
Excluding properties with costs above $30,000 to

billion for properties with defaults that could be

number of defaults remedied is 131,000 units for
properties with defaults. The cost per unit thus is
$11,000 on a discounted present value basis.

Exhibit 3-3
Five-Year Costs to Remedy Defaults for Units Costing Under
$30,000 Per Unit
Average Total

Estimated Additional Average Defaults
Average Defaults Outstanding Cured by

Annual During Defaults End of

Period Budget Period Cured Period
1988-1992 $ 50 million 35,000 35,000 units 78,000
1993-1997 $215 million 97,000 132,000 units 161,000
1998-2002 $390_million 94,000 226,000 units 255.000
1988-2002 $220 million - 131,000 units -

Total; $3.3 billion

Source: National Low Income Housing Preservation Commission.

deter default, approximately 2,330 properties On-Going Existing Subsidies
(255,000 units of the 280,000 threatened) could be These numbers do not represent the total
preserved from default over the next 15 years. costs of deterring defaults. For every Section 236
Clearly, the timing of the events and the cor- unit that does not default, a continuing mortgage in-
responding implications for budget outlays are im- terest subsidy payment exists that the Government
portant. Using the Preservation Analysis Model, is already obligated to make. A property with a
the Commission has estimated the approximate continuing Section 8 Existing LMSA rental sub-
need for funds each year to deter default over the sidy contract in effect will also continue to receive
next 5, 10, and 15 years. Assuming a cost cap of these subsidy payments at least through the con-
$30,000 per unit, the costs presented in Exhibit 3-3 tract term. This Report assumes that these pay-
represent the average annual budget needs for off- ments run for the maximum time for which the
setting future cash operating deficits for defaulting owners could opt under current contracts. These
properties for each 5-year segment. numbers are not treated as new costs because the
The total 15-year costs divided by the 15- Federal budget already accounts for these on-going
year average number of defaults cured amounts to obligations, but they must be included to compare
$25,000 per unit. costs of maintaining units in the subsidized stock
To measure costs per unit for curing defaults with alternatives such as housing vouchers.

in order to compare alternatives, the Commission
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cured within the $30,000 cap. The 15-year average



For the $30,000 cap, the Commission es-
timates that these continuing subsidies represent an
additional total 15-year cost of $3.3 billion, or
$25,000 per unit ($11,000 in discounted present
value) per 15-year average unit preserved. Thus,
adding the two types of subsidies—curing defaults
and providing a subsidy that is equal to on-going
subsidy payments under Section 236 and Section 8
— produces a 15-year total of $6.6 billion for all
the properties retrieved from default within the
$30,000 cap. The total cost per unit is $50,000 and
the cost in discounted present value is $22,000.

Providing Vouchers for Tenants in
Units Not Saved

Consistent with its assumption that tenants
should be protected in the event of loss of sub-
sidized units through defaults or prepayments, the
Commission computed the cost of providing 15-
year voucher protection for as many households as
would be affected by permitting defaults in proper-
ties costing more than $30,000 per unit (discounted
present value) to cure. The Commission estimates
that the 15-year cost for such replacement vouchers
would total $1.7 billion.

Total Costs for Deterring Defaults Assuming a
$30,000 Per Unit Cap

Exhibit 3-4 summarizes the cost elements
in dealing with defaults whose new costs would be
no more than $30,000 per unit (discounted present

value). The exhibit indicates the average annual
amounts and the 15-year total for:

» Costs to remedy defaults (fund future
operating cash deficits);

» Costs of housing vouchers for the number
of households affected by permitting
properties exceeding the $30,000 cap to
default; and

» Costs of continuation of subsidies pre-
viously granted by the Federal Govern-
ment (Section 236 and Section 8).

The average annual total for all these cost elements
combined is $185 million in each of the next 5
years, and it builds to a 15-year combined total of
$8.3 billion. New cost elements alone (remedying
defaults and voucher coverage) start at an annual
average of $125 million and build to a 15-year total
of $5 billion.

Costs to Prevent All Defaults

If no limit were placed on the aggregate per-
unit expenditures for curing defaults, the operating
cash deficits for all 280,000 defaults (156,000
units, on average, over the 15 years) could be ad-
dressed for outlays of an estimated $4.5 billion. If
the on-going interest and Section 8 subsidies for
these properties are added to the cost of curing
defaults, the overall 15-year total is $8.4 billion.

Exhibit 3-4
Annual and Total Costs to Remedy Defaults Costing
Under $30,000 Per Unit or Provide Housing Vouchers

Period Estimated Average
Annual Budget
to Remedy Defaults

Estimated Average
Annual On-going
Subsidies

Estimated Average Annual Annual
Housing Voucher Total
Cost for Units Costing

{Section 236, Section 8)  Over $30.000 to Remedy

1988-1992 $ 50 million
1993-1997 $215 million
1998-2002 $390 million

15-Year Total ~ $3.3 billion
Average Number of Units with Defaults Remedied:

$ 60 million
$220 million
$375 million

$3.3 billion
131,000 (of 156,000)

$ 75 million
$115 million
$145 million

$1.7 billion

$185 million
$550 million
$910 million

$ 8.3 billion

Number of Units with Defaults Remedied by 2002: 255,000 (of 280,000)

Note: The voucher costs are based on the national average first-year cost per household provided by Office of Management and Budget, which amounts
10 a discount present value of $30,000 under inflation and discount rate assumptions of the Preservation Analysis Model.

Source: National Low Income Housing Preservation Commission.

3 If the CBO estimated cost of $44,000 per unit for vouchers is used, the 15-year cost would be $2.5 billion.



The total cost per unit would be $54,000 and the
discounted present value would be $24,000. Ex-
hibit 3-5 provides the annual average and total
costs in each category.

If all households affected by default were
granted a tenant-based subsidy and no other preser-
vation actions were taken to remedy defaults, the
total 15-year cost for these subsidies would be $11
billion. This amount averages out to $72,000 per
unit (15-year average number of defaults) or
$30,000 in discounted present value.*

Mortgage Insurance Fund Losses in a
Default

Although it wants to prevent defaults
primarily to preserve housing for low-income per-
sons, the Federal Government also has a financial
stake in avoiding defaults. As Exhibit 3-6 shows,

When a property owner
decides to stop mortgage pay-
ments, the lender will require
the FHA insurance fund to
pay off the balance of the
mortgage on the property.

the Federal Government originally insured $10.8
billion in mortgages for the Preservation Analysis
Inventory. When a property owner decides to stop
mortgage payments, the lender will require the
FHA insurance fund to pay off the balance of the

The process of foreclosure is
often long and costly. The
costs of disposition, including
loss upon sale, average 60 per-
cent of the outstanding
mortgage balance. Thus, the
Federal Government nets only
approximately 40 cents on the
dollar from the sale of a
property after foreclosure.

mortgage on the property. Usually, at the outset the
lender assigns the property to HUD, making it
HUD’s responsibility to keep up mortgage pay-
ments. Eventually, HUD can foreclose and take
over ownership of the property. But these transac-
tions cause the Federal Government substantial ex-
penses. Today, the "market" interest rates on these
mortgages are lower than current interest rates, so
that the value of the remaining stream of payments

Exhibit 3-5
Annual and Total Costs to Remedy All Defaults

Estimated Average Annual

Estimated Average Annual On-going Subsidies Annual
Budget to Remedy Defaul ction 2 ion
1988-1992 $120 million $ 95 million $215 million
1993-1997 $300 million $260 million $560 million
1998-2002 $480 million $420 million $900 million
15-Year Total $4.5 billion $3.9 billion $8.4 billion

Average Number of Units with Defaults Remedied:

Number of Units with Defaults Remedied by 2002:

Source: National Low Income Housing Preservation Commission.

156,000 units
280,000 units

* If the CBO estimated cost of vouchers is used, the 15-year cost would be $16 billion. This amount averages to $106,000 per unit ({5-year average num-

ber of defaults) or $44,000 in discounted present value.



Exhibit 3-6

Original Insured Mortgage Amount
by Type of Owner

For-Profit Eligible
to Prepay

Non-Profit

7,

For-Profit, Ineligible
to Prepay

Total Original Mortgage Amount $10.8 Billion
(Total Properties = 5,480)

Source; National Low Income Housing Preservation Commission; Tabulations from HUD Data.

due is less than the outstanding mortgage balance.
Also, during the period when the property is HUD-
assigned, HUD must pay whatever expenses are
necessary to keep the property operating. Finally,
the process of foreclosure is often long and costly.
The costs of disposition, including loss upon sale,
average 60 percent of the outstanding mortgage
balance. Thus, the Federal Government nets only
approximately 40 cents on the dollar from the sale
of a property after foreclosure. These economics
are not likely to change in light of the requirement
in the Housing and Community Development Act

Exhibit 3-7
Potential Default Losses to the Insurance Fund
1988 - 2002
Non-profit properties
For-profit, ineligible

$770 million

To prepay $575 million
For-profit, eligible

To prepay $580 million
Total $1.9 billion

Source: National Low Income Housing Preservation Commission.
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of 1987, which directs HUD to maintain the low-in-
come character of foreclosed properties in sub-
sequent dispositions. Exhibit 3-7 summarizes these
estimated Federal costs for defaulting properties by
prepayment eligibility class.

The $1.9 billion in the estimated loss to the
insurance fund amounts to $7,000 per unit ($4,000
in discounted present value). This loss is offset by
any capital gains tax paid by for-profit owners.

The average capital gains tax due is $2,500 per unit
($1,000 in discounted present value). To the extent
that these figures include operating subsidies to
keep a property going, the costs overlap with the es-
timated future costs of offsetting operating cash
deficits that the model tabulated as costs to remedy
defaults.

Costs of Property-Specific
Prepayment Remedies

3,000 units would be prepaid by the end of
the year 2002, which amounts to 145,000 units, on
average, over the 15-year period. A strategy to




Exhibit 3-8a

Units Saved from Prepayment by

_ Average Cost Per Unit
Number of Units

100,000

84,100 88,900

75,000

45,400

50,000

25,000

15,200

3,990

< $10K $10-20K $20-30K $30-40K $40-70K > $70K

Average Cost Per Unit! to Dissuade Prepayment
and Offset Future Operating Cash Deficits

1 Discounted Present Value of New Costs Per Unit.
Source: National Low Income Housing Preservation Commission.

Exhibit 3-8b

Properties Saved from Prepayment by

Average Cost Per Unit
Number of Properties

1,000 r

870

N

710

750

500 F

260

250 r

< $10K $10-20K $20-30K $30-40K $40-70K

Average Cost Per Unit! to Dissuade Prepayment
and Offset Future Operating Cash Deficits

" Discounted Present Value of New Costs Per Unit.
Source: National Low Income Housing Preservation Commission.
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save low-income properties from prepaying would
involve matching the value to the owner of a
market disposition, or acquiring the property and
transferring it to new owners who would agree to
operate the property as low-income housing. This
strategy has two components of cost:

= The value of the property when converted
to market use; and

» The amount required to offset any future
operating cash deficits.

In principle, the costs are identical whether
a current owner has incentives to continue to
operate a property as low-income housing or a new
owner is found who will agree to the same condi-
tions. In addition, a current or new owner will re-
quire continuing subsidies to make up for any
future operating losses.

How many properties could be saved from
prepayment and at what costs per unit? Exhibit
3-8a and b tabulates the estimated number of units
and properties deterred from prepayment, at
various costs. As in the case of defaults, the ex-
hibit groups together properties with prepayment
prevention costs (acquisition and operating sub-
sidies) of less than $10,000 per-unit (discounted
present value), those with per unit costs between
$10,000 and $20,000, and so on.

Total Costs for Deterring Prepayments
Assuming a $30,000 Per Unit Cap

These results suggest that most properties
would require combined acquisition and operating
cost subsidies of less than $30,000 per unit (dis-

counted present value). Using a $30,000 per-unit
cap, the model estimates that 218,000 units of the
243,000 units in properties predicted to prepay
could be preserved — prepayment and conversion
avoided — through the year 2002, which amounts
to 126,000 units, on average, over the 15-year
period.

The costs for preventing prepayments
would not be incurred all at once. Rather, the ac-
quisition portion would be incurred over the i5-
year period at the points when prepayments
otherwise would occur, and the operating subsidy
portion over the remaining years (to the end of the
fifteenth year).

The estimated annual costs over the next 5-,
10-, and 15- year periods are summarized in Ex-
hibit 3-9, assuming potential prepayments are in-
tercepted up to a limit of $30,000 per unit
(discounted present value) to deter prepayment. As
expected from the base case analysis presented in
Chapter 2, the higher costs occur in the period
1993 through 1997 when a large number of proper-
ties reach the point of eligibility to prepay.

The estimated cost of vouchers
to assist tenants in units not
preserved within the $30,000
cap is $1.3 billion.

Exhibit 3-9
Five-Year Costs To Prevent Prepayment
For Units Costing Under $30,000 Per Unit

Total
Average Prepays
Estimated Additional Predicted Average Prevented
Average Prepayments During Prepays by End
Years Annual Cost Period Prevented of Period
1988-1992 $275 million 28,000 28,000 89,000
1993-1997 $370 million 114,000 142,000 170,000
1998-2002 $355 million 64.000 206.000 218.000
1988-2002 $330 million 126,000
Total $5 billion

Source: National Low Income Housing Preservation Commission.
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Exhibit 3-10
Costs to Prevent Prepayment
All Units Costing Less Than $30,000/Unit*

Direct Costs to Deter Default

Preservation On-going
Period Costs** Subsidies
1988-1992 $275 million $ 50 million
1993-1997 $370 million $235 million
1998-200 $355 million $340 million
15-Year
Total** $ 5hbillion $ 3.1 billion
Average Cost/
15-Year Units
Preserved $40,000 $25,000
DPV/15-Year***
Unit Preserved $21,000 $11,000

Vouchers

for Tenants Total

Total to Deter in units Annual
Default not saved Expenditures
$325 million $ 30 million $355 million
$100 million $100 million $705 miltion
$130 million $130 million $825 million
$ 8.1billion $ 1.3 billion $ 9.4 billion
$65,000 $68,000 $65,000
$32,000 $32,000 $32.000

Average Number of Units with Prepayments Prevented: 126,000 (of 145,000)

Average Units Prepaying: 19,000

Number of Units with Prepayments Prevented by 2002: 218,000 (of 243,000)

*  Discounted Present Value/Unit
** Cost of preservation and offset of future operating cash losses

*** DPV - Discounted Present Value per 15-year average unit preserved

Source: National Low Income Housing Preservation Commission.

The Commission estimates the total 15-year
costs to prevent prepayment at $5 billion. For the
15-year average of the 126,000 units that prepay-
ments affect, this total amounts to $40,000 per unit
or $21,000 in discounted present value. As with
defaults, the on-going Section 236 interest sub-
sidies and Section 8 contracts in place add to total
Government costs. The 15-year total for these sub-
sidies would be $3.1 billion, which amounts to
$25,000 per unit or $11,000 in discounted present
value. The combined costs are $8.1 billion over
the 15 years, representing a total of $65,000 per
unit or $32,000 in discounted present value. Units
not preserved from prepayment may require hous-
ing vouchers as a replacement. The estimated cost
of vouchers to assist tenants in units not preserved
within the $30,000 cap is $1.3 billion.

Total Costs for Deferring Prepayments
Assuming a $30,000 Per Unit Cap

Exhibit 3-10 summarizes the cost elements
as annual averages for 5-year periods and provides
15-year totals. The average annual total for all cost
elements combined is $355 million in each of the
next 5 years, and it builds to a 15-year combined
total of $9.4 billion.

Costs to Prevent All Prepayments

If new expenditures of as much as $80,000
per unit (discounted present value of the most cost-
ly properties) were as cost effective as local alterna-
tives, all 243,000 properties predicted to prepay
could be preserved for 15-year total costs of $10.1
billion, including $6.5 billion in new funds to
prevent prepayments and $3.6 billion in on-going
Section 236 and Section § subsidies. The 15-year
total costs amount to an average of $70,000 per
unit for the 15-year average of 145,000 units
preserved. On a discounted present-value basis,
these costs are $35,000 per unit.’ Exhibit 3-11
provides the estimated annual requirements for
each of the cost elements.

Cost of Permitting All Prepayments to Occur and
Assisting Tenants with Vouchers

If all 243,000 units affected by prepayments
were replaced by housing vouchers and no other
preservation action were taken to prevent prepay-
ments, the total 15-year cost would be $10 billion.
For the 145,000 units lost on average over the 15
years, the total amounts to $72,000 per unit or
$30,000 in discounted present value.

5 This amount is $9,000 per unit less than the $44,000 discounted present value of vouchers using the CBO estimate.



ly expensive to carry out. Administrative costs
might well average $1,000 to $5,000 per unit. A
broad, programmatic approach could be preferable
to an administratively complex and expensive one
that requires project-by-project decisions.

A Note on Model Results

Some fundamental caveats apply to all the
Preservation Model results on defaults and prepay-
ments:

+ They are at best projections based on a

relatively small sample of properties (300)
and a set of reasonable assumptions about
the future and about owners’ likely
decisions.

Even if the predictions regarding owner
actions and costs are right, owners might
well be willing to settle for a package that
offered less than the computed preserva-
tion cost because of altruism, concern for
tenant displacement, political repercus-
sions, avoiding the cost and risk of a
market conversion, or other reasons. The

The potential problem with
generally available financial
assistance is that owners who
would have continued their
properties as low-income hous-
ing, either "'as is'' or under a
tax credit conversion, may
nonetheless take advantage of
generally available

computed preservation costs are, in this

. Government aid.
SENSE, a maximum amount.

Broad, Programmatlc Approaches Ideally, financial assistance would be

generally available, easily understood by owners
and government officials, require relatively mini-
mal on-going monitoring, minimize bureaucratic
decisionmaking, save the government time and
money, and reduce the potential for political in-

Having assessed the possibilities for dealing
on a property-specific basis with properties that
would default and those that would prepay, the
Commission acknowledges that such a strategy
could be administratively demanding and potential-

Exhibit 3-11
Costs to Prevent Prepayment

All Units
Direct Costs to Deter Default Vouchers
for Tenants Total
Preservation On-going Total to Deter in units Annual
Period Costs* Subsidies Default not saved Expenditures
1988-1992 $350 million $ 55 million $405 million - $405 million
1993-1997 $550 million $280 million $830 million - $830 million
1998-2000 $400 million $390 million $790 million - $790 million
15-Year
Total** $ 6.5 billion $ 3.6 billion $ 10.1 billion $ 10.1 billion
Average Cost/
15-Year Units
Preserved $45,000 $25,000 $70,000 $70,000
DPV/15-Year***
Unit Preserved $24,000 $11,000 $35,000 $35,000

Average Number of Units with Prepayments Prevented: 145,000
Number of Units with Prepayments Prevented by 2002: 243,000

*  Cost of preservation and offset of future operating cash losses
**  Sums do not add exactly due to rounding

*** DPV - Discounted Present Value per |5-year average unit preserved

Source: National Low Income Housing Preservation Commission.
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fluences. Given the highly varied financial condi-
tion of the properties in the Preservation Analysis
Inventory, a "take it or leave it" approach would be
particularly attractive to public officials who
despair at unravelling the various interests in the
particular properties. The potential problem with
generally available financial assistance is that
owners who would have continued their properties
as low-income housing, either "as is" or under a tax
credit conversion, may nonetheless take advantage
of generally available government aid.

The Commission considered two basic
kinds of general approaches—additional subsidies
and expanded tax benefits. It considered variations
on two basic programs already in place, funding
equal to the property-based Section 8 rental assis-
tance and the low-income housing tax credit. The
specific strategies tested were:

1. Provide a subsidy equal to the Section §
Loan Management Set Asides after the
expiration of those contracts;

2. Provide a subsidy equal to maximum ad-
ditional Section 8 subsidy to every
property;

. Extend the availability of the low-income

housing tax credit (no time limit or mini-
mum period of ownership by current
owner);

. Provide a subsidy equal to the Section 8

Loan Management Set Asides after the
expiration of those contracts and make
the tax credit generally available;

. Provide a subsidy equal to the Section 8

Loan Management Set Asides after the
expiration of those contracts and in-
crease the annual credit to 5 percent
(from the 4 percent annual amount now
available);

. Provide a subsidy equal to the Section 8

Loan Management Set Asides after the
expiration of those contracts and in-
crease the annual credit to 6 percent; and

. Provide a subsidy equal to the Section 8

Loan Management Set Asides after the
expiration of those contracts and limit
the seller’s tax liability to the cash
derived from the tax credit sale rather

Number of Units Year 2002
300,000 p 280,000

225,000

150,000

Exhibit 3-12
Predicted Actions of Owners -- Base Case and

Providing Subsidies Equal to Section 8
LMSAs After These Contracts Expire

215,000

387,000

243,000 239,000

b e e — —— ——— oy —

0 16,000
0 7772\
Default Tax Credit

Note: 15-Year Average Additional Units = 43,000

As Is Next
15 Years

Source: National Low Income Housing Preservation Commission.

Likely Actions of Owner

Prepay 15-Year Average
Units Preserved
Base Case Provide Subsidies

Equal to Section 8
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than taxing the seller’s full capital gain
(which can be large if the property is
fully depreciated).

The Commission considered
two basic kinds of general ap-
proaches—additional
subsidies and expanded tax
benefits.

Additional Subsidies or Tax Credit
Availability

Preservation Strategy #1: Provide a Subsidy
Equal to the Section 8 Loan Management Set
Asides After the Expiration of Those Contracts

Using the Preservation Analysis Model, the
Commission tested the likely responses of owners
already receiving Section 8 assistance to an offer to
extend that assistance for as long as the owner
wanted it. Because the model assumes that rent
receipts decline severely when subsidies begin to
expire, typically at the end of a 15-year contract,
this approach would restore cash available to the
property.6 Exhibit 3-12 and Appendix Exhibit ['V-]
tabulate the results.

The Commission tested the effect of extend-
ing Section 8 assistance for as long as the owner
would use it, notwithstanding that this extension
might only delay but not eliminate an owner’s
decision to default or prepay. The Commission as-
sumed that each additional year that a unit served
the low-income population was a net gain. The
Commission did not test the more stringent
strategy of providing additional Section 8 assis-
tance only if the owner relinquished all rights to
prepay through the mortgage term, an offer that un-
doubtedly fewer owners would accept.

The model predicts that providing a subsidy
equal to the Section 8 LMSAs after the expiration
of current contracts would enable 231,000 units to
operate as low-income housing through 2002 —

The model estimates that
providing a subsidy equal to
the Section 8 LMSAs after the
expiration of current contracts
would have very little effect on
the owners who would decide
to prepay and convert to a
market use.

109,000 more than with no intervention. This out-
come would preserve the 15-year average of
387,000 units, compared with 344,000 units for the
base case predictions (no programmatic change) or
a 15-year average of 43,000 additional units. The
model estimates that providing a subsidy equal to
the Section 8 LMSAs after the expiration of current
contracts would have very little effect on the
owners who would decide to prepay and convert to
a market use.

Preservation Strategy #2: Provide a Subsidy
Equal to Maximum Additional Section 8
Subsidy to Every Property

A common suggestion to deter prepayments
is to increase the effective returns to owners, on
condition that the property be maintained as low-in-
come housing. Ideally, such a subsidy would be

The current average rent of
units in the Preservation
Analysis Inventory is
approximately $100 less
than the local fair market
rents (FMRs).

limited to those owners who would otherwise
prepay or default. But identifying those owners en-
tails difficulties that always attend property-by-

® The Preservation Analysis Model may overstate the loss of rent receipts to an owner in the absence of Section 8 Assistance because it assumes only the
tenant payment will be received. In some instances, owners will be able to recover the full rent by finding new tenants who can afford higher rents or
charging existing poor tenants excessively high rents in relationship to their income.



Exhibit 3 -13

Effect of Providing
Additional Subsidy of $100/Month/Unit

Number of Units
600,000 T OSSN IY

500,000
400,000
300,000
200,000
100,000

1987 88 '89 90 '91 92 '93 '94 95 96 97 98 '99 2000 '01 02

Source: National Low Income Housing Preservation Commission.
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Exhibit 3 -14

Predicted Actions of Owners -- Base Case and
Additional Subsidy of $100/Month/Unit 244 -

Number of Units Year 2002
300,000 r 280.000

|

|

|

243,000 :

225,000 | 299,000 :

7 I

| % .

150,000 129,000 122,000 / ,

|

% |

75,000 % |

|

47 / |

. o 40 | 7 |
Defauit Tax Credit As Is Prepay 15-Year Average

Next 15 Years Units Preserved
Likely Actions of Owners

Base Case $100/Month/Unit Increase

Note: 15-Year Average Additional Units = 149,000
Source: National Low Income Housing Preservation Commission.
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property negotiations. Preservation Strategy #2 Preservation Strategy #3: Extend the Availability

tests the simpler administrative mechanism of offer- Of the Low-Income Housing Tax Credit

ing such a subsidy to all owners. The low-income housing tax credit provides
Based on the data gathered for properties in 10 years of tax credits to owners in exchange for

the Preservation Analysis Sample, the Commission their commitment to maintain rentals for low-in-

estimates that the current average rent of units in come households for 15 years. In its current con-

the Preservation Analysis Inventory is approximate- figuration, the tax credit is poorly suited to

ly $100 less than the local fair market rents encourage preservation for two reasons. First,

(FMRs). To approximate the effect of providing a

subsidy equal to maximum permissible Section 8 o —

assistance to every possible unit, the Commission .

tested the results of providing an additional $100 Many of those electing a tax

per month subsidy to every unit. In the model, the credit conversion are owners

for-profit owners treat this subsidy as additional in- who would otherwise continue

come; the non-profit owner treats it as an addition-

al resource for repairs and replacements. to operale their properties as

The results suggest that this strategy would low-income housing without
preserve 303,000 units over the next 15 years the credit—thus failing to
(181,000 more than the base case). The [5-year create a net increase in units
average number of additional units preserved as a
result of this strategy is 149,000 more units. Ex- preserved.
hibit 3-13 shows the 15-year projection of the ef- —————
fects of this preservation strategy. Exhibit 3-14
and Appendix Exhibit IV-2 compare the units properties that have changed hands in the past 10
preserved with the base case analysis. years are not eligible unless HUD waives the

Exhibit 3-15

Predicted Actions of Owners -- Base Case and

Extension of Credit Availability '344 000 344,000

Number of Units
300,000 p 280,000 280,000

243,000 241,000

225,000

150,000

122,000

17,000
0 Pz, A
Defauit Tax Credit As Is 15-Year Average
Next 15 Years Units Preserved

Likely Actions of Owner

Note: 15-Year Average Additional Units = 71 Base Case Extension of Credit
Source: National Low Income Housing Preservation Commission. Availability
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Number of Units Year 2002

Exhibit 3 -16
Predicted Actions of Owners -- Base Case, Credit Extension,
Providing Subsidies Equal to Section 8 LMSAs After Contract
Expiration, and Tax Credit and Subsidies Equal to Section 8

Source: National Low Income Housing Preservation Commission.

400,000 B | 37,000
I
|
300,000 | =ox :
215.000 _— —— I
200,000 :
[
100,000 :
i
0 72 % ]
Default Tax Credit As Is Next Prepay
15 Years Units Preserved
Likely Actions of Owners
Il Base Case Extend Tax Credit [ Provide Subsidies Extend Credit and

Provide Subsidies
Equal to Section 8

Equal to Section 8

restriction, which excludes a large number of
properties that were resold under the inducements
of the 1981 Economic Recovery Tax Act. Second,
a statutory sunset provision ends the credit in 1989,
which is before owners of many of the properties at
risk would find it of most benefit.

To test the potential usefulness of the low-in-
come housing tax credit in dealing with the preser-
vation problem, the Commission modeled the most
generous hypotheses about eligibility of properties
for the credit. The Commission tested the effect
of: extending indefinitely the time period (remov-
ing the 1989 sunset); removing the minimum re-
quired period of ownership of a property; and
assuming that 100 percent of the households met
the income eligibility requirements. (In fact, the
Commission estimates that some 85 to 90 percent
of current tenants would qualify as having incomes
below the required 60 percent of median income.)

The tax credit alone does not appear to be a
powerful tool for preservation (Exhibit 3-15 and
Appendix Exhibit IV-3). Although owners of
17,000 units (79 properties) are predicted to take
advantage of the credit by the year 2002, very few
apparently would choose this alternative to default
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or to prepayment. The 15-year average number of
additional units preserved is only 71. Many of
those electing a tax credit conversion are owners
who would otherwise continue to operate their
properties as low-income housing without the
credit—thus failing to create a net increase in units
preserved.

At such a low level of predicted effect, the
model could "miss"” some owners who might find
this credit attractive because of factors not
reflected in the model. These factors include the
following:

» Inflation. The model assumes a steady 5
percent inflation rate. If much lower infla-
tion rates actually prevail for particular
properties or periods of time, market
values will not rise as much as predicted
by the model and the tax credit could be
relatively attractive.

» Practical, uneconomic considerations by
the owners. These include altruistic mo-
tives, the possibility that conversion to a
tax credit would be much easier than a
market conversion (the bird in the hand),




pressure by the limited partners to act now
and not wait for a projected enhancement
of market value, and local political pres-
sures.

Provide Funds Equal to the Expiring
Section 8 Subsidy with Tax Credit Actions

Although the tax credit alone exerts little net
positive effect on preservation, it might do so if
teamed with a subsidy that is the equivalent of Sec-
tion 8 rental subsidies or with other increased
benefits. The model tested several possible com-
bined actions.

Preservation Strategy #4: Provide a Subsidy
Equal to the Section 8 Loan Management Set
Asides After the Expiration of Those Contracts
and Make Tax Credit Generally Available

Exhibit 3-16 and Appendix Exhibit [V-4
summarize the results of both providing a subsidy
equal to the expiring Section 8 rental assistance
and making the tax credit generally available and
compares this approach with the base case, exten-
sion of the tax credits and extension of Section 8
alone. This approach appears to add very little to
the units preserved. The 15-year average addition-
al units is virtually the same as providing a subsidy
equal to Section 8.

Even combined with a Section 8 subsidy,
the benefits of the tax credit do not compete with
the lure of market-use conversions. They do not
provide sufficient margin to overcome the unattrac-
tiveness of subsidized properties with operating los-
ses. The lure of market conversions will be
drastically curtailed where steady inflation is not
driving prices up.

To find out if the tax credit might work bet-
ter if it offered richer benefits, the Commission
tested a combination of enhanced tax credits with
an extension of Section 8 subsidies:

Preservation Strategy #5: Provide a Subsidy
Equal to the Section 8 Loan Management Set
Asides After the Expiration of Those Contracts
and Increase the Annual Credit to 5 Percent
(from the 4 Percent Annual Amount Now
Available)

Preservation Strategy #6: Provide a Subsidy
Equal to the Section 8 Loan Management Set
Asides After the Expiration of Those Contracts
and Increase the Annual Credit to 6 Percent
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Preservation Strategy #7: Provide a Subsidy
Equal to the Section 8 Loan Management Set
Asides After the Expiration of Those Contracts
and Limit the Tax Liability to the Seller to the
Cash Derived from the Tax Credit Sale Rather
than Taxing the Seller’s Full Capital Gain

Exhibits 3-17 and Appendix Exhibits IV-5
to IV-7 summarize the predicted results for each of
these preservation actions. Preservation Strategy
#6 (providing a subsidy equal to Section 8 in com-
bination with a 6 percent credit) preserves the most
additional units for low-income households. Over
the next 15 years, it would save, as is or with the
tax credit, 24,000 units more than Preservation
Strategy #4 (providing a subsidy equal to Section 8
contracts in combination with the current tax
credit). Compared with the base case (no preserva-
tion strategy), Preservation Strategy #6 saves
134,000 additional units; in 15 years, it adds
56,000 equivalent units over the no-intervention
case.

Exhibit 3-18 shows the 15-year pattern of
predicted owner actions. The 6 percent credit com-
bined with an extension of a subsidy equal to Sec-
tion 8 assistance is most effective in reducing
defaults.

Benefit-Cost Analysis of Broad,
Programmatic Remedies

When calculating the costs of broad,
programmatic strategies, the Commission tried to
include all costs. The Commission tabulated
Government costs for each property, tracking all
tax collections and subsidies (such as the tax
credit) for each property. The Commission
counted Section 8 and Section 236 interest subsidy
payments as effective costs to the Government
while a property operates as low-income housing.
When properties stopped operating as low-income
housing, the Commission treated the amounts of
Section 8 funds and Section 236 interest subsidy
funds already committed as offsetting costs to the
Govermnment.

Under this analysis, the primary categories
of costs to the Government tracked for each proper-
ty were:

+ Tax loss to the Government from annual
property operations (taxes collected are
negative costs to the Government; taxes
foregone because the taxpayer shelters



Exhibit 3-17

Predicted Actions of Owners
Base Case and Variations on Tax Credit

Number of Units Number of Units
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Source: National Low Income Housing Preservation Commission.
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Exhibit 3-18

Effects of Providing
Subsidies Equal to Section 8 LMSAs After Contract
Expiration and Expanded Tax Credit (6%)

Number of Units
600,000
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Source: National Low income Housing Preservation Commission.

1987 '88 '89 '90 '91 92 '93

95 96 97 '98 ’'99 2000 01 02

other income from tax are positive costs to
the Government).

» Sales tax due to the Government (proper-
ties with a positive capital gains tax due at
sale generate Government revenues and
are treated as a negative cost).

* Costs to the Government associated with
default, estimated at 60 percent of the out-
standing mortgage balance.

» Tax credits lost to the Government. These
losses reflect the cost of the tax credit al-
lowances for owners electing this form of
conversion.

» Section 8 subsidies. These amounts are
treated as positive costs while the units
receiving subsidy are operated as low-in-
come housing and as a saving (negative
cost) for any years when the current Sec-
tion 8 subsidy contract is not used because
the project defaults or converts to market
use; new Section 8 subsidies that go
beyond current contracts or that cover
properties not already receiving Section 8
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assistance are regarded as new costs in the
year paid.

* Section 236 subsidy. This subsidy is the
annual interest-rate subsidy attached to
Section 236 properties, which is treated as
a positive cost while the property operates
as low-income housing and a saving (nega-
tive cost) for any years during which a
property is not operated as low-income
housing. The 221(d)(3) Below Market In-
terest Rate properties have no on-going in-
terest rate subsidy associated with them;
the Government absorbed all of that cost
the day the below-market interest loan
was issued.

To compare costs to the Government of
shouldering each of the broad preservation
strategies, the Commission divided net Govern-
ment costs over the 15 years by the 15-year
equivalent of net number of units kept as low-in-
come housing (all relative to no intervention, the
base case). Exhibit 3-19 shows these per-unit costs
using simple undiscounted sums of net Govern-
ment costs; Exhibit 3-20 shows results for the



Exhibit 3-19
Units Preserved and Undiscounted Government
Costs by Preservation Action

Preservation Action I5-Year Average

Units Preserved

(As Is + Tax Credit)
Base Case, No Intervention 344,000
Provision of Section 8-Like
Subsidies 387,000
$100/Month Subsidy 493,000
Make Tax Credit Available 344,000

Provision of Section 8-Like Subsidies
in combination With Tax Credit:

4 Percent Credit 387,000
5 Percent Credit 393,000
6 Percent Credit 400,000
Tax Only Cash On Sale 390,000

Source: National Low Income Housing Preservation Commission.

discounted present value (discounting at 8.7 per-
cent). Preservation Strategy #2 (provide maximum
Section 8 subsidies) both yields more 15-year
equivalent units of preserved low-income housing
and is the lowest net cost per unit of the broad
preservation strategies. The model predicts that it
would provide 149,000 more 15-year equivalent
units than no action and that the discounted present
value of the net costs to the Government would be
$42,000 per unit.”

Conclusions on Cost Effectiveness

The best of the broad strategies (#2, provide
a subsidy equal to the maximum additional Section
8 subsidy to every property) is inferior to the
property-specific strategies. The maximum
provision of a Section 8-like subsidy would allow
more units to be lost to defaults and prepayments
(152,000 units of 15-year equivalents), and it is
more costly than the property-specific strategies.
Exhibit 3-21 compares the average per-unit costs

Net 15-Year
Average Units
Over Base Case

Undiscounted Costs
Per 15-Year Average
Unit Preserved

(Millions of

Dollars)
-0- -0-
43,000 $ 90,000
149,000 $ 76,000
71 $680,000
43,000 $ 92,000
49,000 $ 86,000
56,000 $ 84,000
46,000 $ 96,000

of property-specific strategies with those of
broader strategies. The roughly comparable cost

The best of the broad
Strategies is inferior to the
property-specific strategies.

per unit that the Commission developed for curing
all defaults is $24,000 (including already con-
tracted subsidies). For preventing prepayments,
the inclusive cost measure to prevent all prepay-
ments is $35,000 per 15-year equivalent unit
preserved for low-income households. No im-
aginable allowance for expenses of administering
the property-specific strategies seems likely to
reach the per-unit gap between the best broad
strategy and the estimated costs of direct preven-
tion of prepayments and defaults.

7 The cost of the various broad strategies can be compared to the property-specific strategies. For example, the $100-a-month subsidy strategy (2) can be
evaluated just in terms of the new funds ($100 a month) and the on-going Section 236 and Section 8 subsidy costs. The 15-year total costs of the strategy
are $12.6 billion to preserve 149,000 net 15-year average units, or $84,000 per unit. On a discounted present-value basis, the cost per net units preserved
is $47,000.
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Exhibit 3-20
Units Preserved and Undiscounted Government
Costs by Preservation Action

15-Year Average of
Units Preserved

Preservation Action (As Is + Tax Credit)

Base Case, No Intervention 344,000
Provision of Section 8-Like

Subsidies 387,000
$100/Month Subsidy 493,000
Make Tax Credit Available 344,000

Provision of Section 8-Like Subsidies
in Combination With Tax Credit:

4 Percent Credit 387,000
5 Percent Credit 393,000
6 Percent Credit 400,000
Tax Only Cash On Sale 390,000

Source: National Low Income Housing Preservation Commission.

No imaginable allowance for
expenses of administering the
property-specific strategies
seems likely to reach the per-
unit gap between the best
broad strategy and the es-
timated costs of direct preven-
tion of prepayments and
defaullts.

Another important comparison is with the al-
ternative of providing tenant-based assistance (Sec-
tion 8 certificates or vouchers) to eligible
households displaced by defaults or prepayments
and conversions. The estimated discounted present
value costs of tenant-based assistance per 15-year
equivalent unit is $30,000. This amount exceeds

Net 15-Year Discounted Costs
Average Unit Per 15-Year Average
Over Base Case Unit Preserved
(Millions of
Dollars)

-0- -0-
43,000 $ 42,000
149,000 $ 42,000
71 $340,000
43,000 $ 43,000
49,000 $ 40,000
56,000 $ 38,000
46,000 $ 45,000

the Commission’s estimated cost to cure all
defaults ($24,000), although it is slightly lower
than the estimated upper range of costs for prevent-
ing all prepayments — $35,000.8

The model results should not be over-inter-
preted. As a cost reference the Commission used
national figures for tenant-based assistance, even
though the cost varies according to the location of a
particular property. Further, tenant-based assis-
tance may simply be inappropriate in some
markets, and the alternatives may involve costs of
substantial rehabilitation or new construction. It
should also be noted that the Congressional Budget
Office’s estimate of the national figure for the 15-
year cost of a housing voucher is $44,000, not
$30,000 as computed by OMB. Obviously, the
cost comparisons of various preservation strategies
are affected by the figure used as a baseline. This
Report has used the more conservative estimate.

The longer term results of the model should
be viewed with some skepticism. Many things
could occur that are not included in the model or
reflected in the assumptions used—particularly the

® If the CBO estimated cost of vouchers (344,000 per unit) is used as a basis for comparison, however, it is less expensive.
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Exhibit 3-21

Comparison of Preservation Costs
Property-Specific Actions vs. Broad Strategies

Discounted Present Value/ 15-Year Average Unit Preserved 47 oo
$50,000 T i

44,000

40,000 35,000

30,000

30,000

20,000

10,000

0
$100/Month @ Tenant-Based
Assistance

(CBO Estimate)

Tenant-Based
Assistance
(OMB Estimate)

1" Assumes All Units Preserved from Default and Prepayment (523,000 Units) and Includes Costs of
Section 236 and Section 8 Subsidies Previously Granted by the Federal Government.

2 Includes On-going Subsidies and $100/Unit/Month Additional Subsidy.
Preserves 303,000 Units of the 523,000 Subject to Default or Prepayment.

Direct Curing
of Defaults 1

Direct Curing
of Prepayments 1

Source: National Low Income Housing Preservation Commission.

overall inflation rate of 5 percent, compounding
each year.

Finally, the findings of the model about cost-
effective options for preservation should not dis-
courage the adoption of related strategies that have
policy objectives other than preservation of the cur-
rent stock of housing for low-income households
but would have a positive effect on preservation.
For example, if States efficiently target the tax
credit to properties that need it, the tax credit be-
comes an important tool for the property-specific
strategies. Also, if the features of the low-income
housing tax credit were enriched for the more
general goals of provision of low-income housing,
the preservation problem would clearly be substan-
tially ameliorated (approximately 55,000 units of
15-year equivalent housing would be preserved),
even though the Commission’s analysis suggests
that the preservation issue alone does not justify
such changes.

Tenant Effects

The Commission intended all of the preser-
vation strategies considered to preserve housing
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that 1s affordable and accessible to low-income
tenants. Given the fact that more than 90 percent

In all of the categories of
owner actions, essentially the
same fractions of households
affected are very low-income
(under 50 percent of median).

of the tenants in the older HUD-insured housing
that the Commission studied have incomes under
80 percent of median (70 percent have incomes
under 50 percent of median), all of the findings
about risk of loss and preservation of units have
profound implications for these low-income
households.

It is important to know whether low-income
tenants would be affected differently depending on
the preservation strategy used. As illustrated in Ex-
hibit 3-22 for Preservation Strategy #1, none of the
preservation actions affects tenants differentially.
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Exhibit 3-22
Income of Tenants in Subsidized Housing,
by Actions of Owners

Preservation Strategy #1: Provide Subsidies Equal to
Section 8 LMSAs After Contract Expiration

Percent of Households

..... N
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68

Default

Tax Credit

Continue As Is Through Prepayment
Mortgage Term

Income 50-80% of Median Income Over 80% of Median
Source: National Low Income Housing Preservation Commission.

In all of the categories of owner actions, essentially
the same fractions of households affected are very
low-income (under 50 percent of median). Al-
though no data are presented here, the same pattern
is true of household sizes and for the other preser-
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vation strategies Low-income households are
definitely at risk in the case of prepayments and
may be at risk in the case of defaults, depending
upon the post-default use of the property.




CHAPTER 4

Findings and Recommendations

The data and calculations in Chapter 3 estab-
lish the base on which the Commission arrives at
findings and makes recommendations for the
preservation of federally assisted low-income hous-
ing. In this chapter, the Commission presents its

b. Section 8 Assistance
Project-based assistance under Section 8 has
been provided to the Preservation Analysis Inven-
tory as follows:
Number of Units with

findings on a portion of the low-income housing in- Section 8 Assistance
ventory, tenant income levels, Federal insurance ex- Section 236 180,000
posure, the threat of default and prepayment, the Section 221(d)(3) BMIR 30,000
overall threat to units and tenants, and -- the bot- iem.‘(t’“dzfdl (i)(?zz .

. SSISte arke ate 72.000
tom line -- the costs to government to prevent Total: 282000

default and prepayment.

Thus, of the 645,000 units in the Preservation
Analysis Inventory, 282,000 -- approximately 44
percent -- receive rental subsidies under Section 8.
These units are located in 76 percent of the projects
in the Preservation Analysis Inventory.

Findings

1. The 645,000-Unit Low-Income Housing
Inventory
¢. Ownership Composition
The Preservation Analysis Inventory unit
holdings fall in the following ownership categories
(see Exhibit 4-1 below).

a. Preservation Analysis Inventory
Based on HUD internal data, the Nation’s
Section 221(d)(3) and 236 inventory comprises ap-
proximately 645,000 units as follows:

2. Tenant Income Levels

Properties Units
Section 236 3,603 406,000 Tenants in the Preservation Analysis Inven-
Section 221(d)(3y BMIR 845 159,000 tory have low or very low incomes.
/S:SCS:'S(:Q dzlsdlé;jlgé?zZate 1,034 80.000 » 70 percent of households have incomes
Total: 5.482 645,000 below 50 percent of median.
Exhibit 4-1
For-Profit For-Profit
Not Eligible Eligible to
Non-Profit To Prepay Prepay Total

Section 236 97,400 55,000 253,500 405,900
Section 221(d)(3)
BMIR 23,000 41,400 94,400 158,800
Section 221(d)(3)
Assisted Market Rate 51,000 9.800 19,500 80.300
Total: 171,400 106,200 367,400 645,000
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* 90 percent of households have incomes
below 80 percent of median.

3. Federal Insurance

By virtue of its role as insurer, the Federal
Government has a significant economic interest in
the Preservation Analysis Inventory. Federal in-
surance issued for Section 236, Section 221(d)(3)
BMIR, and Section 221(d)(3) Assisted Market
Rate properties has a current balance on outstand-
ing mortgages of $8.5 billion.

4. Threat of Default

a. Totals
The possibility of default is the most sig-
nificant threat to the Preservation Analysis Inven-
tory. The model projects that over the next 15
years, total defaults will be as follows:

Number of
Years Defaults Likely
1988-1992 105,000 units
1993-1997 82,000 units
1998-2002 93,000 units
Total: 280,000 units

b. By Ownership Category
Although defaults are greatest among non-
profit owners, significant losses of units

Defaulting

Projects
Non-profit 1,070
For-profit,
Not Eligible
To Prepay 620
For-profit,
Eligible to
Prepay 880
Total: 2,570

* Totals do not add exactly due to rounding.

attributable to defaults in all ownership categories
will occur over the next 15 years (see Exhibit 4-2
below).

¢. Federally Insured Mortgage Balances for
Defaulting Properties

According to HUD, a property that the
owner assigns to HUD costs the Federal Govern-
ment roughly 60 percent of the mortgage balance
in operating subsidies, insurance fund losses, and
disposition costs.

Further, the Housing and Community
Development Act of 1987 requires that subsidized
low-income properties returned to HUD as a result
of default must maintain their low-income charac-
ter and be subsidized sufficiently to keep units af-
fordable by low-income tenants. Under current
law, therefore, the Federal Government lacks the
option of disposing of low-income properties in a
manner that would return the highest economic
value to the Treasury. Outstanding current
mortgage balances total $3.2 billion for FHA-in-
sured properties that the model predicts will default
through the year 2002.

If HUD continued to receive only 40 percent
of the value of its insurance payments upon disposi-
tion, the cost to the Federal Government from
default would total 60 percent of $3.2 billion -- or
$1.9 billion, distributed across ownership
categories as follows: (This amount would be par-
tially offset by taxes paid by for-profit owners
when they dispose of their properties. It also in-
cludes some of the funds HUD must pay out to

Exhibit 4-2
Percent of
Total Units
Units in Defaulting in
Defaulting Ownership Ownership
Units Category Category

117,000 171,000 68%
78,000 106,000 74%
86.000 368.000 23%
280,000* 645,000 43%
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cover operating deficits in order to maintain the
properties prior to final disposition.)

FHA Payment

Non-Profit $770 million
For-Profit

Not Eligible

To Prepay $575 million
For-Profit

Eligible to

Prepay $580 million
Total: $1.9 billion

5. Threat of Prepayment

As use restrictions expire, significant loss
of units attributable to prepayment will also occur.
The model projects that 66 percent of the for-profit
owners eligible to prepay will do so. Units af-
fected are as follows:

Units Predicted
Years To Prepay
1988-1992 103,000 units
1993-1997 91,000 units
1998-2002 49,000 units
Total: 243,000 units

6. Overall Threat to Units and Tenants

Over the next 15 years, the model predicts
that the combined losses from defaults and prepay-
ment could mount to 523,000 units, or 80 percent
of the total. This combined threat builds up as fol-
lows:

1988-1992: 208,000 units
1993-1997: additional 173,000 units
1998-2002: additional 142,000 units

15-year total: 523,000 units

Properties predicted to default, those
predicted to prepay, and those remaining in the sub-
sidized stock currently have equally high percent-
ages of low-income tenants -- 70 percent have
incomes less than 50 percent of median income and

more than 90 percent have incomes less than 80
percent of median income.

7. Costs to Prevent Default and Prepayment

The costs to preserve the existing stock of
federally subsidized units will be substantial. A
full description of the annual cost described in this
section is presented at the end of this chapter.

a. Costs to Prevent Defaults
The Preservation Analysis Model projects
that, of the total 645,000-unit low-income housing
inventory, 280,000 units will default over the next
15 years because of financial difficulties or
deterioration.

(1) To retain all 280,000 units for low-income
use from the point of projected default
through the end of the 15-year period,
would cost $8.4 billion. These costs are
made up of two elements:

(1) $4.5 billion in subsidies to cover
projected operating cash deficits and
repairs.

(2) $3.9 billion, the amount of the Federal
subsidies already in place for these
properties (i.e., Section 236 interest sub-
sidy payments and Section 8 project-
based assistance contracts) would be
required for the 15-year period if the
properties continue for 15 years opera-
tion as subsidized housing rather than
being allowed to default.

The 15-year total of $8.4 billion amounts
to an average total cost of $54,000 per
unit. Using an 8.7 percent discount rate,
the discounted present value per unit is
$24,000.

(i1) If no preservation actions were taken to
cure defaults (an extreme alternative
presented only for comparison), and all
households displaced were provided hous-
ing vouchers, the estimated 15-year total
cost to the Federal Government would be
roughly $13 billion. The two cost com-
ponents are:

(1) Up to $2 billion in HUD costs related
to defaults to cover foreclosure expen-
ses, transaction costs, and mortgage in-
surance fund losses, part of which



would be offset by collection of capital
gains taxes on the for-profit properties;

(i) The total 15-year estimated cost of dis-
couraging prepayment for these units for
15 years would be $10.1 billion. The two

(2) $11 billion in 15-year vouchers for the
components are:

tenants in defaulting properties. The
$11 billion for vouchers amounts to an
average of $72,000 per unit or $30,000
in discounted present value.” This
amount is greater than the $24,000 dis-
counted present value of the full $8.4
billion alternative to cure defaults.

(1) $6.5 billion in new subsidies required
to match the market value of the proper-
ty to the owners and to cover projected
operating cash deficits in these proper-
ties from the point of predicted prepay-
ment through the rest of the 15-year

. . . : eriod.
(ii1) A third alternative recognizes that curing p

all 280,000 defaulting units might not be
_cost effective. If defaults were allowed to
take place in the 25,000 units that cost the
most to cure, the total cost for 255,000
units over 15 years would be $8.2 billion.
Total costs per unit of the 255,000 would
be $50,000 (or $22,000 discounted present
value). These costs are made up of the fol-

(2) $3.6 billion, the amount equal to con-
tinuing the Section 236 interest subsidy
and the current Section 8 assistance
beyond the point when these properties
would have been prepaid.

The $10.1 billion averages $70,000 per
unit or $35,000 in discounted present
value.

lowing three elements:

(i1) If no actions were taken to prevent prepay-
ments and tenants in all affected units
received a housing voucher, 15-year costs
for these vouchers would total $10 billion,
amounting to $72,000 per unit, or $30,000
in discounted present value.

(1) $3.3 billion in additional subsidies to
cover projected operating cash deficits
and repairs.

(2) $3.3 billion, the amount of the Federal
subsidies already in place for these
properties (i.e., Section 236 interest sub-
sidy payments and Section 8 project-
based assistance contracts) would be
required for the 15-year period.

(iii) In some properties, the cost of preventing
prepayment will exceed $30,000. Apply-
ing this limit of $30,000 per unit in new
subsidies (in discounted present value), the
model predicts that 218,000 units (not the
full 243,000) could be kept from prepay-
ment -- a 15-year average of 126,000 units
-- at a total cost of $9.4 billion. This
amounts to $65,000 per unit or $32,000 in
discounted present value. Owners willing
to accept less than the full equivalent
market value would reduce these costs.

As with defaults, the third alternative for
prepayments is less costly than the first
and second alternatives. The 15-year
costs to stem prepayment for 15 years
break down as follows:

(3) $1.7 billion for vouchers or toward
other housing for the residents of the
25,000 units allowed to default.

The $8.2 billion can be compared with the
$8.4 billion cost of the first alternative,
which attempts to cure all 280,000
defaults, and the $11 billion required to
give vouchers to all households in all
defaulting properties.

b. Costs to Prevent Prepayments
The model projects that over the next 15
years, owners will prepay mortgages covering
243,000 units in order to convert them to market
use. This number amounts to an average of
145,000 units over the 15-year period.

(1) $5 billion in new costs for new sub-
sidies to the owners required to match
the market value of the property and to

' The $30,000 voucher figure is based on figures provided by the Office of Management and Budget. Based on higher figures provided by the Congres-
sional Budget Office, the discounted present value of the 15-year vouchers would be $44,000, and the total cost of providing vouchers for tenants in
defaulting properties would be $16 billion.
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cover projected operating cash deficits
from the point of predicted prepayment
through the rest of the 15-year period.

(2) $3.1 billion, an amount equal to main-
taining the Section 236 mortgage inter-
est subsidy and Section 8 project-based
rental subsidy.

(3) $1.3 billion for vouchers for the resi-
dents of the 25,000 units allowed to

2
prepay.

Recommendations

Recommendation #1
Federal Commitment
The existence of 645,000 urits of privately

owned, federally subsidized housing represents
a prior Federal commitment to provide this
number of units for occupancy mainly by low-in-
come households. The Federal Government
should accept primary responsibility for main-
taining that commitment for at least the next 15
years.

Recommendation #2
- i r
The Federal Government, in cooperation
with State and local governments, should work
to preserve these units in good condition and to
continue to make them available for low-income
households, where that approach is more cost-ef-
fective than other means of providing a like
number of units for such occupancy.
R Jation #3
Cost-Effective Alternatives
In high-cost housing communities with
tight markets where the most cost-effective
course causes a reduction in the existing num-
ber of units in this inventory, Federal, State,
and local governments should work together to
provide for a like number of units available for
such occupancy elsewhere in those communities.

Recommendation #4
State and Local Role
State and local governments should par-
ticipate actively in developing and implementing
Preservation Plans covering properties in their
jurisdictions. The Commission believes that im-

plementation of preservation programs must be
flexible and that this flexibility can best be ob-
tained by active participation of State and local
governments. Flexibility is indispensable because:

» Geography. The United States is enor-
mously diverse. Economic strength varies
by region and locality. Although all
regions share problems of poverty and
homelessness, some have stronger
economies than others. Few would deny
that most parts of California, Mas-
sachusetts, and New York have far lower
vacancy rates than most parts of Texas,
Oklahoma, and Arkansas. The sample of
properties analyzed with the model was
too small to permit predictions about
specific cities in which defaults or prepay-
ments would occur, but it can be stated
that defaults and prepayments are directly
related to conditions existing in the local
housing market as well as to a specific
property’s physical and financial condi-
tion.

» Time. The Commission addresses
problems that will unfold over time. The
effect of defaults or prepayments on com-
munities, States, the Federal Government,
and tenants may be quite different in 1999
from today, and judgments with respect to
preservation may correspondingly differ,

» Economic Condition. Real estate markets
will change. Economic conditions will in-
evitably vary over time and by region.
The prevailing interest or inflation rate
will probably determine the likelihood of
prepayment in a given year more than will
any other factor.

» Changes in Programs. Over time, State
and local governments will develop and
revise their own housing programs, there-
by necessitating changes in Federal
responses.

Each State and local government should
designate an agency to act as its liaison with
HUD to negotiate and implement Preservation
Plans and Proposals. The State Agency, work-
ing with local agencies within its jurisdiction,

2 1f the CBO cost estimate for vouchers were used instead of OMB's, the cost would rise to $1.9 biliion.
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should identify properties at risk of loss and
develop Preservation Proposals to maintain the
projects as low- and moderate-income housing.
State Agencies can enlist full State government
support (e.g., real estate tax abatement) and
private funds or services, which are so necessary
to the successful implementation of a preserva-
tion strategy.

Recommendation #5
Housing Preservation Plans and Proposals

Each State Agency should promptly
prepare a Housing Preservation Plan that iden-
tifies and describes federally assisted units that
are likely to lose their low-income housing
character. The Plan should include a property-
specific Preservation Proposal for each property
threatened with loss from default or prepay-
- ment.

The Preservation Plan should reflect how
the State Agency, working with local governments,
proposes to maintain the same number of units for
low-income households as currently exists in its
jurisdiction. The Plan should include specific
Proposals for dealing with projects threatened with
loss. It should identify financial contributions that
will be made by private, non-profit, State, and local
entities, and propose such HUD preservation assis-
tance as the State Agency deems necessary to
achieve the goal of preservation. HUD and the
State and local agencies should formulate preserva-
tion strategies based on this information.

Recom ion
Low-Income Housing Preservation Office
HUD should create a special Low-Income
Housing Preservation Office and staff it with
financial and legal experts to assist HUD field of-
fices.

Recommendation #7
Annual Owner Statement
HUD should obtain from each owner of a
Section 236 or a 221(d)(3) housing project an an-
nual statement as to whether the owner thinks
the project is likely to be disposed of through
default or prepayment of its mortgage at any
time within 24 months from the required date
for submission of the statement. HUD should
send copies of such statements to the ap-
propriate State Agency.
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Recommendation #8
Preservation Assistance by HUD

HUD should evaluate the State Agency’s
Preservation Plan and Proposals, and should
provide such part of the requested preservation
assistance as it determines to be necessary and
cost effective. Possible HUD responses could in-
clude:

 Permit property owners to raise all ren-
tals to the maximum Section 8 fair
market rent levels.

* Provide Section 8 assistance for up to
100 percent of the property’s tenants.

+ Amend regulatory agreements with
owners to activate preservation incen-
tives offered by the Housing and Com-
munity Development Act of 198.

» Offer preservation grants or loans in
amounts needed to make the Preserva-
tion Proposal viable.

HUD should establish and publish
guidelines for use by State and local governments
in determining what Federal resources are available
and how costs are to be shared.

The aim of a Preservation Proposal is to en-
sure the continued low-income character of a
project. Thus, where a Proposal enables a for-
profit owner to avoid transferring the property and
thus defer the capital gains tax on sale, the
Proposal should impute to the owner benefits from
this deferral in calculating overall benefits.

Conversely, the Proposal may include trans-
fer from for-profit owners to entities such as a
State or local authority or a non-profit that would
guarantee continued low-income occupancy. In
such a case, the Proposal might include grants to
the owners to compensate them partially for the
capital gains taxes for which they would become li-
able as a result of the transfer, Preservation costs
in this Report are net of capital gains.

R Jation #9
Tenant Rents

Tenant rents should not be increased to
more than 30 percent of tenant income. Data on
the Preservation Analysis Sample document that
low- income and very low-income tenants occupy
the properties in the Preservation Analysis Inven-

tory.



Recommendation #10
Studies of Additional Housing Programs
HUD and the Department of
Agriculture’s Farmer’s Home Administration
should undertake and finance analytical studies
of the federally assisted, privately owned hous-
ing stock not considered in this Report, prin-
cipally the properties financed through the
Farmers Home Section 515 Program and the
Section 8 New Construction and Substantial
Rehabilitation Programs. HUD should continue
to monitor the 300-property in-depth Preserva-
tion Sample as a reference point for measuring
the extent of potential loss and the role of preser-
vation actions.

Recommendation #11
Cost of Preservation Assistance

The Commission believes that units
needed in the locality and shown to be cost
effective should be preserved. The cost of
preserving for 15 years 473,000 of the
523,000 units estimated to be in danger of
loss, and protecting the 50,000 displaced
households, would be $11.3 billion in new
funding plus $6.4 billion to continue sub-
sidies previously granted by the Federal
Government to these properties, for a 15-
year total cost of $17.7 billion.> The $11.3
billion in new funding would be composed
of $3.3 billion for defaults, $5.0 billion for
prepayments, and $3.0 billion to provide for
long-term vouchers or other housing for the
50,000 households in properties not
preserved from default or prepayment.

3 It would cost an additional $0.9 billion, including subsidies already committed 1o the properties, to preserve all of the 523,000 units at risk of loss.
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Cost Elements for Remedying Defaults and Preventing Prepayments
For Properties with New Funds Requirement Less Than $30,000 Per Unit

1988-1992
Cost Elements:
New Funding to
Remedy Defaults $50

Voucher Payments for
Units in Properties
w/ Default not Remedied 75

New Funding to Prevent
Prepayments 275

Voucher Payments for
Units in Properties

w/ Prepayment Not

Prevented 30
Total New

Fundingl 430

in Discounted Present Value

Average Annual Costs in Period

(Millions of Dollars)

1993-1997

$ 215

115

370

100

800

To Continue Section 236 and Section 8 Subsidies
Previously Granted by the Federal Government

In Properties
w/ Defaults Remedied 60

In Properties w/
Prepayments Prevented 50

Total Continuing1 110
Subsidies

Grand Total, $540
All Costs'

220

235
455

$1,255

! Totals do not add exactly due to rounding.

Source: National Low Income Housing Preservation Commission.
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1998-2002

$ 390

145

355

130

1,020

375

340
715

$1,735

15—Yez?r
Total

$3.3

1.7

5.0

1.3

11.3

33

3.1
6.4

$17.7



Glossary of Terms

BMIR:
See Section 221(d)(3) Below Market Inter-
est Rate.

Excess income account:

For Section 236 properties only, this ac-
count receives monthly income in excess of basic
rent (after adjustments); funds accumulated in this
account are used to finance the Flexible Subsidy
Program and are not available to the owners of
properties.

FHA:
Federal Housing Administration.

Flexible Subsidy Program:
Enacted in 1978, this program provides a

one-time infusion of funds to take care of the physi-

cal and financial needs of "troubled properties”
through cash grants and loans on favorable terms to
both Section 221(d)(3) and Section 236 properties.
In return for the Flexible Subsidy funds, owners
must extend their rent control agreements, forgoing
their prepayment option, to the end of their 40-year
mortgage term. Since 1983, Flexible Subsidies
have been financed exclusively out of funds col-
lected from Section 236 tenants paying more than
the basic rent, although use of funds is not limited
to Section 236 properties.

FMR:
Fair market rent.

HUD:
U.S. Department of Housing and Urban
Development.

Income:

Passive income: Income generated from
a passive activity. A passive activity in-
volves: (1) the conduct of any trade or
business in which the taxpayer does not
materially participate; (2) to the extent
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provided in the regulations, the conduct
of an activity for profit in which the tax-
payer does not materially participate in
the activity; or (3) any rental activity
regardless of whether the taxpayer
materially participates in the activity.
Material participation exists when a tax-
payer is involved in the operations of an
activity on a regular, continuous, and sub-
stantial basis.

Phantom income: Income generated by
a partnership in excess of the amount of
cash distributions actually received. Ex-
amples include rental income used to pay
mortgage principal, or net income in ex-
cess of allowable dividends that is re-
quired to be placed in a reserve account.
Also see Residual Receipt Account.

Low income: Generally used to refer to

families with incomes no greater than 80

percent of the area’s median, adjusted for
family size, or sometimes those in the 50
to 80 percent range.

Moderate income: Generally refers to
families with incomes between 80 and 95
percent of the area’s median.

Very low income: Generally used to
refer to families with incomes no greater
than 50 percent of the area’s median, ad-
justed for family size.

Loan Management Set Aside (LMSA):

Since 1976, this form of rent supplement
has been available through the Section 8 Program
to both Section 221(d)(3) and Section 236 proper-
ties. For some properties, LMSAs replaced 40-
year rent supplements or Rental Assistance
Payments. This exchange was advantageous to
owners because it shortened the length-of-use
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restrictions and because Section 8 provides a
budgetary cushion to cover inflation in the operat-
ing costs, allowing owners to improve their cash
flow to financially troubled properties. Like the
other rental assistance programs, Section 8 aid
limits tenants’ rent payments to 30 percent of ad-
justed income. The term of Section 8 contracts is
15 years. Prior to 1983, owners were permitted to
cancel their contracts every 5 years. Since 1983,
this "opt out" provision is no longer offered to
owners. With LMSA, rents on projects older than
6 years are renegotiated. The newly established
rent generally may not exceed the Section 8 Exist-
ing fair market rent (FMR) for the area.

Property Disposition Program:

Because low-income properties built with
Federal assistance all carry FHA mortgage in-
surance, owners who have been unable to maintain
the financial viability of their properties through
supplemental assistance may default on their
mortgages, leading to insurance claims against
HUD. The process whereby lenders notifty HUD
that an owner intends to default on a mortgage, and
before HUD actually pays the claim and assumes
the mortgage, is usually complex and drawn out
and involves negotiations to try to keep the original
owner in place as long as possible and to keep the
property serving low-income tenants. The Housing
and Community Development Act of 1987 re-
quired that property acquired by HUD through
foreclosure and eventually resold — must carry
with it a commitment by the new owner to main-
tain the property as low-income housing. HUD
must also provide enough subsidy to make this use
as low-income housing economically possible for
the new owner.

Rent:

Basic rent: The minimum rent charged
for a unit in Sections 221(d)(3) and 236
properties. Calculated by determining the
operating expenses, allowed returns, and
debt service at 1 or 3 percent interest.
Tenants pay the basic rent or 30 percent
of their income (but never more than
"market" rent), whichever is greater. For
very low-income tenants not receiving ad-
ditional rent subsidies, such as rent sup-
plement payments or Section 8, this can
mean a rent burden much higher than 30
percent of income. For higher income
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tenants, the rent payment is proportionate
to their income but not necessarily as
much as the unit would command if rents
were totally uncontrolled.

FHA rent: The rent calculated to accom-
modate debt service at a below-market in-
terest rate, operating costs, and, for
limited-dividend sponsors, a reasonable
rate of return.

Contract rent: The rent an owner actual-
ly charges for a unit occupied by a tenant
receiving Section 8 assistance. The con-
tract rent can be less than the applicable
FMR, but may not exceed it for a unit of
a given size and type.

Market rent: Inthe Section 221(d)(3)
and 236 Programs, the maximum rent
that can be charged based on a calcula-
tion of operating expenses, allowable
returns, and debt service at market rate.
This rent is identical to basic rent, except
that it includes an allowance to cover the
mortgage insurance premium, and the
component meant to amortize the unit’s
mortgage is calculated at a level suffi-
cient to pay off the loan at the full unsub-
sidized interest rate at which it was
written. Any amounts collected by
landlords over the basic rents revert to
HUD. This "market rent" is not the same
as the usual use of the term to describe
the going economic rent for similar apart-
ments in a market area. The Section 236
"market rent” may be higher or lower
than the true market rent, and may also be
different from the so-called fair market
rent (FMR) or "allowable rent" that HUD
permits under the Section 8 Existing
Housing Program. See also Section 236
market rent.

Rent Supplement and Rental Assistance Pay-
ment Programs:

Enacted in 1965, these programs provided
subsidies to reduce rent burdens of low-income
tenants in Section 221(d)(3) and 236 properties to
30 percent of tenant income. The subsidies made
up the difference between the basic rent and what
low-income tenants could afford to pay for rent at
30 percent of their income. Up to 100 percent of
the tenants in Section 221(d)(3) properties and 40



percent (with the HUD Secretary’s approval) of the
tenants in Section 236 properties could be assisted
through rent supplements. Without such subsidies,
rents in the properties were not affordable to many
tenants, particularly those with incomes below 50
percent of median. Payments were available for a
maximum of 40 years (or for the remaining life of
the mortgage), but starting in 1976 many were
replaced by Loan Management Set Asides.

Residual receipt account:

An account established by the mortgagee on
behalf of an owner of a Section 221(d)(3) or 236
property. This account, which may bear interest,
receives any money available at the end of the fis-
cal year that is in excess of the allowable 6 percent
dividend. Money cannot be withdrawn from the ac-
count without HUD approval, but is available to
the owner when the mortgage is repaid.

Section 8 Existing Housing Program:

A tenant-based subsidy program that makes
up the difference between what a tenant can afford
to pay for rent at 30 percent of adjusted income and
the rent being charged for a modest, standard apart-
ment. The subsidy is paid to the owner on behalf
of the tenant. Tenants are free to occupy any unit
that meets acceptable standards of repair (Housing
Quality Standards) and that rents at or below an es-
tablished maximum rent level (existing fair market
rent). Unlike the Section 8 Substantial Rehabilita-
tion and New Construction Programs, tenants
receiving Section 8 Existing assistance are free to
move and take their assistance with them.

Section 8 fair market rents (FMR):

Rent annually calculated by HUD and used
to establish maximum rents that may be charged
for Section 8 properties. The rents represent the
45th percentile of rents paid by renters that have
moved into a standard existing non-subsidized
dwelling unit during the past 2 years, adjusted for
size, type, and the particular housing market. The
FMR for existing housing is adjusted upward to
reflect accurately the higher rents for rehabilitated
and newly constructed units,

Section 8 Rehabilitation and New Construction
Programs:

Housing programs implemented under Sec-
tion 8 of the Housing Act of 1974. Under these
programs, private developers own and construct or
rehabilitate housing that they then rent to lower in-
come tenants. The maximum rents charged by
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owners to tenants are restricted. The difference be-
tween 30 percent of a tenant’s adjusted income and
the rent being charged for the unit is paid to the
owner by the Government. Section 8 rental pay-
ments for substantial rehabilitation and new con-
struction are made to the owner for 20 to 40 years,
depending upon the precise terms of the contract,
and for 15 years in the case of moderate rehabilita-
tion. The subsidies are property-based--a tenant
who moves from an assisted building no longer
receives assistance.

Section 221(d)(3) Below Market Interest Rate
(BMIR):

Enacted in 1961 and continued through
1968, this program provided an up-front subsidy ef-
fectively reducing interest rates on privately writ-
ten FHA mortgages to 3 percent. In return, rents
paid to the limited dividend and non-profit owners
were controlled by the FHA. New tenants general-
ly could not have an income exceeding 95 percent
of median. Tenants paid the established FHA rent
or, if their income exceeded 110 percent of the
median for the area, an amount equal to 120 per-
cent of the FHA rent. Returns on equity for limited
dividend owners were limited to 6 percent, with
any excess going into a special "residual receipts
account.”

Section 236 Program:

Active between 1968 and 1973, although
some final endorsement dates (start of mortgage
loan) were as late as 1980, this program provided
subsidies to reduce mortgage interest rates to | per-
cent. In exchange for the favorable interest rates,
owners were required to keep rents low and to rent
to tenants with incomes at 80 percent of the median
or below. Tenants paid a "basic rent” or 30 percent
of income (up to an established market rent),
whichever was higher. Very low-income tenants
paying more than 30 percent of their income for
the basic rent were assisted through rent supple-
ments. Limited-dividend owners were limited to 6
percent return on equity. Any excess income
derived from relatively higher income tenants
paying more than the basic rent was returned to an
"excess income account."

Transfer of physical assets (TPA):

Primarily between 1982 and 1984, many
Section 221(d)(3) and 236 properties underwent a
transfer of some or all of their assets from the
original owner to a new owner through a process



known as a "transfer of physical assets." The trans-
action was primarily intended, without the infusion
of Federal funds, to provide financially troubled
projects with needed resources, usually through
sale to an entity -- often profit-making -- with
greater financial strength. The TPA needed

HUD’s approval. In return for permitting a new
owner to assume the assets, liabilities, and obliga-
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tions of the property and also the tax benefits of re-
starting the depreciable base for tax purposes,
HUD required that the new owner complete all
deferred maintenance and needed capital improve-
ments and eliminate any outstanding financial
delinquencies. Tax changes in 1984 significantly
reduced the use of this mechanism by deflating its
tax value to new owners.



APPENDIXII

Analysis of the Low-Income Housing Portfolio
Of the National Corporation for

Housing Partnerships

From its portfolio of approximately 500
properties, the National Corporation for Housing
Partnerships (NCHP) selected 228 properties estab-
lished under the same sections of the Housing Act
as those in the Preservation Analysis Inventory
(Section 236, Section 221(d)(3) and Section
221(d)(3) assisted). Data parallel to those obtained
in the Preservation Analysis Sample were collected
on these NCHP properties. These NCHP proper-
ties provide a point of reference for comparison
with the results obtained in the random sample of
300 properties in the Preservation Analysis
Sample. For the NCHP properties, NCHP
provided its own estimates of local market values
of each property (rather than using local experts as
did the Preservation Analysis Sample); NCHP also
estimated repairs needed and operating cash avail-
able for its properties, whereas the U.S. Depart-
ment of Housing and Urban Development (HUD)
provided amounts for the Preservation Analysis
Sample.

The NCHP properties were analyzed using
the Preservation Analysis Model to estimate the ap-
propriate economic choice in each instance. Ap-
pendix Exhibit II-1 provides the results of this
analysis along with those for the base case analysis
for the Preservation Analysis Sample. The most
direct comparison is for properties in Class 3, for-
profit owners who are eligible to prepay. In this
class, the model forecasts for the NCHP properties:

» Relatively fewer defaults (15 percent com-
pared with 23 percent in the base case for
the Preservation Analysis Sample);

¢ Some use of the low-income housing tax
credit (4 percent as contrasted with none
in the base case);
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* Relatively more properties operating as
subsidized throughout the next 15 years
(23 percent compared with 11 percent in
the base case); and

 Relatively fewer properties prepaying (58
percent compared with 66 percent in the
base case).

The NCHP staff assessment of these results
is that, while the forecasted patterns do not repre-
sent a prediction of NCHP actions on specific
properties, the results are plausible in comparison
with the base case sample drawn from all such
properties because:

« NCHP has kept up with repairs and main-
tenance of its properties more than the
average owner, and it has maintained an
above average replacement reserve pos-
ture to cover future capital expenditures.
Thus, NCHP is in a better position to stay
with the property or take advantage of the
tax credit and less likely to face such
operating losses as to trigger default.

» NCHP properties were among the
"tougher"” projects undertaken under Sec-
tions 221(d)(3) and 236 of the Housing
Acts and are less likely to be located in
areas of high market value.

» Although a number of factors are at work,
the high incidence of Section 8 assistance
in the NCHP sample (90 percent of the
properties had some assistance, compared
with 76 percent of the Preservation
Analysis Sample) may be the primary fac-
tor in retaining more properties as sub-
sidized throughout the next 15 years.



Exhibit I1-1

Predicted Effects Actions
Of Owners During Next 15 Years

Base Case NCHP: Properties
Properties Units % Properties Units %
Not-For-Profit--Not
Eligible to Prepay
Default 1,067 116,978 68% n/a n/a n/a
Tax Credit 0 0 0 n/a n/a n/a
As Is Through Next 15 Years 356 54,443 32 n/a n/a n/a
Subtotal 1,423 171,421 100% n/a n/a n/a
For-Profit w/o Sale
Option--Not Eligible to
Prepay
Default 619 77,888 73% 8 1,589 70%
Tax Credit 0 0 0 0 0 0
As Is Through Next 15 Years 198 28,233 27 4 673 30
Subtotal 817 106,121 100% 12 2,262 100%
For-Profit w/ Sale Option
--Eligible to Prepay
Default 882 85,621 23% 30 4,727 15%
Tax Credit 0 0 0 8 1,235 4
As Is Through Next 15 Years 333 39314 11 54 7,183 23
Market Rent 1,763 191,236 52 124 18,107 58
Sale 263 51,206 14 - - -
Subtotal 3,241 367,467 100% 216 31,252 100%
All Types of Projects
Combined
Default 2,568 280,487 - 38 6,316 -
Tax Credit 0 0 - 8 1,235 -
As Is Through Next 15 Years 887 121,990 - 58 7,856 -
Market Rent 1,763 191,326 - 124 18,107 -
Sale 263 51,206 - 0 0 -
Subtotal--Preserved 887 121,990 19% 66 9,091 27%
(Tax Credit +~As Is
Through Next 15 Years)
Subtotal--Lost 4,594 523,019 81% 162 24,423 73%
(Default + Market
Conversion)
Total 5,481 645,009 100% 228 33,514 100%
Note: Totals may differ due to the rounding of weighted sums.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties and
National Corporation for Housing Partnerships Parallel Database of 228 Properties.

90



+ In the model, many of the ultimate choices
predicted were those of the second trust
note holders because their balloon pay-
ment could not be met in the fifteenth year
of the note. Sixty-five percent (149 of
228) of the NCHP properties had second
notes compared with 38 percent in the
Preservation Analysis Sample. The model
indicates that, in most of these cases (140
of 149), the second note holders make the
controlling decision.

Managers of the 169 properties in the NCHP
sample of properties also provided income distribu-
tions of the tenants in their properties. The income
levels of tenants in the NCHP properties were con-
sistently lower than those in the Preservation
Analysis Sample, with 87 percent having income
under 50 percent of median income, compared with
70 percent in the Preservation Analysis Sample, as

shown in Appendix Exhibit II-2. This pattern per-
sists through the income distributions of tenants
within family and elderly properties (Appendix Ex-
hibit II-3), and as they relate to predicted owner ac-
tions (Appendix Exhibit II-4). In all categories,
very low-income households predominate in the
NCHP properties.

In general, the analysis of NCHP properties
tends to support the overall findings of the Preser-
vation Analysis Sample, thus lending credibility to
the Commission’s database. This conclusion con-
stitutes an important step in the complex process of
on-going analysis and debate on the substantial na-
tional policy issues that the Commission addresses,
because the database can be the foundation for test-
ing the effects of various intervention proposals of
diverse constituencies.

Exhibit I1-2

Tenant Income Distributions
In NCHP Properties

Percentage in Base Case

Preservation Analysis

Percentage in

Sample NCHP Sample
Income less than
50% of median 70% 87%
Income between 50%
And 80% of median 23% 10%
Income more than 80%
Of median T% 2%

Source: National Low Income Housing Preservation Commission.
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Percent of

Exhibit 1I-3

NCHP Sample Income of
Tenants by Type of Property and

Eligibility to Prepay
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Exhibit 1l-4
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Action Units
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Technical Description of the

Preservation Analysis Model

APPENDIX III

Objectives of the Model

The fundamental purpose of the Preserva-
tion Analysis Model is to make an estimate of the
character and magnitude of the preservation
problem. It uses a strictly economic/financial
analysis to answer the questions:

+ How many properties are likely to default;
that is, have the owners not just fall be-
hind in mortgage payments but resign
from the project?

» How many properties are likely to con-
tinue throughout the 40-year term of the
mortgage as assisted housing?

» How many properties are likely to use the
low-income housing tax credit?

» How many properties are likely to prepay
the mortgage loan and convert to a
market use when regulatory agreements
permit this option?

e What is the likely timing of these actions,
in what year?

* How much money might be required to
alter these decisions so as to retain as as-
sisted housing those that would default or
convert?

The Preservation Analysis Model is in-
tended first to model the consequences of no inter-
vention, that is, allowing current rules as to
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subsidies and tax consequences, investment en-
vironment, and market conditions to determine
owners’ decisions about properties. Thus, the ini-
tial objective of the model is to provide an empiri-
cal basis for judging the likelihood of various
owner decisions. The model also provides a dollar
estimate of the value to for-profit owners for the
optimal conversion to market. With such
measures, the model can then assess the possible
costs of intervention to prevent conversions to
market operation and can measure the workability
of various intervention strategies.

The model uses as much available data as
possible about each of a sample of 300 individual
properties and models the financial characteristics
of each project in its market environment. Local
market data were obtained for each of the 300
properties. U.S. Department of Housing and Urban
Development (HUD) data were used for financial
and operating data. For for-profit owners the
model estimates the most likely decisions of the
owners as to how long it would be economically
feasible to operate the project as assisted housing
or the optimal point at which to default, and, when
permitted under regulatory agreement, whether it
would be to the owners’ economic advantage to
convert to a market option. The options include
market rent, condominium conversion, or conver-
sion to non-residential use. The simplifying as-
sumption made throughout for for-profit owners is
that the owner will elect whichever option is worth
the most (or costs the least) in terms of present
value of the stream of future after tax returns
through the point of sale. Non-profits are assumed
to operate the property through the term of the
mortgage unless operating cash deficits mount up;
then the feasibility of a tax credit conversion is
tried, to avoid default.



The model is also intended to provide a dol-
lar estimate of the value of each of these options
for the for-profit owners. Using these dollar es-
timates in those instances in which the owners
would elect a market conversion provides a
measure as to the dollar size of the intervention
strategy or strategies that would have to be used to
compete with or mitigate the market alternative of
the owners. With such estimates of likely use
decisions, timing of these use decisions, and
measures of conversion values to owners, the
economic value of various intervention strategies
can then be tested against the conversion value.
This testing will assess the extent to which inter-
vention creates enough value to the owners to
make them indifferent, in an economic sense, be-
tween their market alternatives and continuing the
project as assisted--or transferring it to another
owner committed to operation as assisted housing.
Although this description uses the term "owners,"
the model treats the ownership of a given property
as a single entity. The model does not attempt to
disaggregate the varied and often conflicting inter-
ests, for example, that exist in reality between the
general partner and the limited partners in a limited
partnership. Neither does the model take into ac-
count other very real influences on an owner’s
decision. It does not reflect whatever altruistic mo-
tives the owner may have or the role that tenant op-
position or local political pressures might play in
use or conversion decisions.

General Design of the Model

The model computes project operations
over a period of years and estimates the present
value to the owner of the stream of annual after
tax returns plus the consequences of sale for
several alternative use decisions of the owners.
The model then selects the highest discounted
present value (the presumed choice of the owners),
the type of disposition, and the optimal year of dis-
position. The choices open to an owner depend
upon the nature of the regulatory agreement, con-
tracts with HUD, and market conditions.

For the model, three classes of properties
were defined:

Class 1  Properties held by non-profit spon-

sors obligated to maintain them
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as assisted housing throughout
the 40-year life of the HUD-in-
sured mortgage;

Class2  Properties held by for-profit spon-
sors obligated to maintain them
as assisted housing throughout
the 40-year term of the HUD-in-
sured mortgage because they had
a non-profit sponsor originally,
have a current Rent Supplement
contract in force, or have ob-
tained the use of Flexible Sub-
sidy funds from HUD for project
repairs; and

Class3  Properties held by for-profit spon-
sors whose restriction to maintain
the project as assisted expires
after 20 years into the mortgage
term, a point referred to in the

model as the LOCKIN year,

The choices open to these owners obviously
vary in terms of when various options might be ex-
ercised. The model tests for all the available op-
tions as to continued use, default (in the sense of
resigning from the property and turning in the
deed, not simply getting behind in mortgage pay-
ments), conversion to a low-income housing tax
credit property, or conversion to market.

For properties with property-based Section 8
rental assistance contracts, a particularly critical
point comes at expiration of these contracts (called
the EXPIRE year). These contracts cover the dif-
ference between 30 percent of tenant incomes (for
eligible tenants) and the rent level based on
whatever interest subsidy there is on the property
mortgage. At the expiration of the Section 8 con-
tracts the model assumes the cash flow of the
property to be reduced by the amount of the sub-
sidy contract.

For Class 1 properties, those held by non-
profit owners, the basic financial analysis of these
properties is the examination of cash flow and
reserves against estimated repairs needed, as dis-
cussed in the section on model operation. Proper-
ties are assumed to run through the end of the
mortgage term unless cumulative operating deficits
would lead to a default, in which case the model
checks for the possibility of a conversion to a tax
credit property to avoid default.

Class 2 properties may continue for a period
of years and then default, may opt to sell the



project as a low-income housing tax credit project,
or may operate throughout the mortgage term, at
which point they have the option of conversion to
market. The model chooses the most economically
attractive option.

Class 3 properties may operate through the
LOCKIN year as assisted housing or default or
convert to a low-income housing tax credit proper-
ty at any point prior to LOCKIN. They may, after
the LOCKIN year, continue to operate as assisted
housing for a period, or, in any year, default, do a
low-income housing tax credit conversion, or con-
vert to a market use of the property.

Appendix Exhibit III-1 provides a schematic
diagram of the basic operations of the model. It
shows in ovals or rounded boxes the input sources
for the model, traces the sequence of computations,
and indicates the categories of output generated.

The model accepts as input: HUD project
data, market value data, equity and second trust
note amounts, and environment variables (infla-
tion, discount, capitalization, interest rates, fix-up
costs, and options to use for testing interventions).

These values then allow properties to be
classified under the three categories described
above and provide the information necessary to
compute mortgage amortization, basis for tax pur-
poses, depreciation, annual cash flow and tax
benefits or detriments, and the cash and tax conse-
quences of default or market conversion.

Class 1 (non-profit) properties are computed
for AS IS operation, that is, as assisted housing,
testing each year for the possibility of default. If
the property accumulates such operating deficits
that a default is predicted, the model first checks to
see if a conversion to a low-income housing tax
credit property would be viable. Otherwise, the
project runs on through the life of the mortgage.
For non-profit properties, default is deemed to
occur if the property accumulates as much as
$5,000 per dwelling unit in cash operating deficits.

For the years in which it is currently avail-
able (through 1989), the low-income housing tax
credit is tested as a preferable alternative to
default. This credit, made available by the Tax
Reform Act of 1986, provides for a 4 percent an-
nual tax credit for 10 years for properties rented to
low income households. The model assumes each
project to have a tenancy qualifying it for the
credit whether that reflects the current tenant com-
position or not. No use is made of the optional 9
percent credit for new construction or substantial
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rehabilitation. The model performs several legal
and financial tests, as described later, and checks
to see if the sale of the project to a new owner
using the credit provides a positive net contribu-
tion from the new owners over and above funds re-
quired for development fees and transaction costs.
If so, the financial consequence of a sale to
another owner of the property as low-income hous-
ing is tested by computing the gain to the seller for
each possible such year of tax credit conversion.

Class 2 (ineligible to prepay) properties are
computed for AS IS operation, that is, as assisted
housing, through the remaining mortgage term,
testing each year for the consequences of default or
conversion to a low-income housing tax credit
project and for the consequences of market conver-
sion at the end of the mortgage term. For a project
indicating default as the optimal choice, the model
computes the actual year of predicted default as
the point when the cumulative cash operating
deficit has reached $5,000 per unit, when the cur-
rent year of operating cash deficit equals 20 per-
cent of the gains tax to be paid upon default, or
when the cumulative operating cash deficit reaches
40 percent of the gains tax to be paid upon default.

For Class 3 properties (eligible to prepay)
all of the above tests are computed, and, for each
year from LOCKIN forward, the market conver-
sion option is tested. For properties for which the
market value data indicate market rental as the
most likely use, both a conversion to market rental
by the current owner (assuming refinancing) and
sale to another owner as a market rental property
are tested. If the market value data indicate con-
dominium conversion or a nonresidential use, these
sale options also are tested each year throughout
the remaining term of the mortgage. Each of these
market conversion options is explained more fully
below.

The objective of the model is to test all the
available possibilities for each year and to identify
the most financially favorable choice, together
with its timing, for each project. For the for-profit
properties, the presumed choice is the one with the
most positive discounted present value considered
as of now, the current year. This choice also iden-
tifies the year in which the most profitable action
would be taken. The exception is a default, whose
presumed timing for all properties is set by the year
when the project accumulates excessive operating
cash deficits.



Exhibit lI-1
Preservation Analysis Model

Environment Variables
Inflation Rate
Fix-Up Cost

Capitalization Rate
Interest Rale
Policy Choices

HUD Project Data

| J
Compute Annual Operation
Assisted Housing (As Is)
Cash Flow
Capital Additions
Cash Flow and Reserves > Reserve Balance ——
Taxable Income
Passive Loss Carrylorward
After-Tax Income

And Disposition
r'y A

Repairs Needed

Tax Basis
Depreciation L— -
Capital Account Balance

Equity, Second
Note Amounts

Market Value Data

Source; National Low Income Housing Preservation Commission.
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Class 1 Nonprofit

Operate As Is
Through Year 40

Default in Year X

Sale Under Low-Income
Housing Tax Credit

Class 2 Ineligible

Default in Year X

4

Cash Flow and Repair
Resource Gap
in Year X

Sale Under Low-income
Housing Tax Credit

Sale in Year 40
At Market Value

Default in Year X

v

Cash Flow and Repair
Resource Gap
in Year X

Class 3 Eligible

Sale Under Low-Income
Housing Tax Credit

Convert to Market Rent

in Year X > Lock In
and Hold tor Optimal Period

A 4

Cash Flow and Repair
Resource Gap
in Year X

Sell (Rental, Condo, Other)
in Year X > Lock In

Cost to Buyout in Year X
or Extend As Is to 40
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Cost to Buy Out in Year X
or Extend As Is to 40




Input Data

HUD Project Data

Basic project description data, summarized
in Appendix Exhibit III-2 were drawn from HUD
files. As indicated below in the subsection on
sample weights, the in-depth sample of 300 proper-
ties selected for the Commission study was a sub-
sample of a sample of properties previously studied
by the HUD Office of Policy Development and
Research (PD&R) (Laurent Hodes, Donald Brad-
ley, Stevenson Weitz, and James Hoben, HUD/
FHA-Insured Rental Housing: Physical and Finan-
cial Condition of Multifamily Properties Insured
Before 1975, U. S. Department of Housing and
Urban Development, Office of Policy Develop-
ment and Research, April 1987). As a result, the
project description data available from standard

HUD data files had been thoroughly reviewed and
revised and supplemented with specific measures
of available cash flow, resources available for
repairs, and estimates made by HUD Field Office
staff on the needs for repairs in these properties.
These data provide the source for classifying
properties and for measures of repair needs, reser-
ves, and cash flow. Because systematic estimates
of repair needs were available from no other source
than the HUD PD&R database, this sample of
properties from 1961 to 1974 was used as the base
for the Commission estimates, even though ap-
proximately 17 percent of the properties in the
universe of concern (Section 236, Section
221(d)(3) Below Market Interest Rate, and assisted
221(d)(3) Market Rate properties) were developed
between 1975 and 1980. For properties on which
direct information on cash flow and reserves was
obtained by the Commission from property

Exhibit I11-2

Annual repairs needed beyond current repair expenditures, 5-year

Indicator that property has had a transfer of physical assets (TPA).

Total amount of Loan Management Set Aside contracts (Section 8
Expiration year of Section 8 contract(s) (the latest year is used

Expiration year of use restrictions (20 years from final endorsement,

2 = For-profit ineligible to prepay for 40 years.
3 = For-profit eligible to prepay after 20 years.

Annual cash available after operating expenses and payment of
full debt service plus mortgage insurance premium (before contribution
to reserves or annual dividend) (from PD&R study).

Resources available for repairs, from replacement reserve and remaining

Indicator for new construction, existing housing, substantial

HUD Data

Variabl Meaning
MID85 Original HUD-insured loan amount.
UNITS Number of dwelling units.
TREPAIRS

costs (from PD&R study).
TPA
TPAYEAR Year of TPA.
VAGE Year of final endorsement.
LMAMT

Housing Assistance Payment contracts).
EXPIRE

if there is more than one contract).
LOCKIN

the start of the project).
CLASS 1 = Non-profit.
AVCASH
RESOURCE

TPA payments (from PD&R study).
MID54

rehabilitation from HUD MIDLIS file.
AVBR Average number bedrooms
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managers, these data substantiated the data used in order of 100 units, with very few having more than

the model. 300 units. Annual repairs needed per unit are
Appendix Exhibit III-3 provides descriptive under $500 for most properties in all classes.
data on the sample properties from the HUD data Resources available per unit for repairs from re-
file, with columns for each of the three classes of serves and residual commitments made to obtain
properties. The properties are typically on the HUD approval of a transfer of physical assets

Exhibit IT1I-3
HUD Data on Commission In-Depth Sample

Class 1 Class 2 Class 3
Other Ineligible Eligible
Non-Profit T'o Prepay To Prepay
Number Number Number Number
of Units of Projects % of Projects % of Projects %
Less than 50 16 24 8 22 43 22
50 - 100 17 26 14 39 72 36
101 - 200 25 38 6 17 67 34
201 - 300 6 9 5 14 10 5
Over 300 2 3 3 8 [ 3
66 100 36 100 198 100
Annual Repairs
Needed Per Unit
Under $100 21 32 7 19 25 13
$100 - 250 15 23 9 25 38 19
$251 - 500 11 17 7 19 72 36
$501 - 750 7 11 7 19 33 17
$751 - 1,000 7 11 l 3 15 8
$1,001 - 1,250 2 3 3 8 7 4
$ Over 1,250 3 4 2 6 8 4
66 101* 36 99* 198 101*
Resources Available for
Repairs from Reserves and
TPA Commitments, Per Unit
Under 250 19 29 4 11 40 20
250 - 500 21 32 11 31 72 36
501 - 1,000 21 32 10 28 63 32
1,001 - 2,000 5 8 6 17 21 11
2,001 - 3,000 - - 4 11 - -
Over 3,000 - - 1 3 2 _1
66 101* 36 101* 198 100
Annual Cash Available
After Expenses, Per Unit
Below - $1,000 1 2 1 3 4 2
-$1,000 - -$500 3 4 3 8 4 2
-$500 - -$250 4 6 1 3 5 2
-$250 - -$1 12 18 3 8 24 12
$0 - $250 33 50 10 28 100 50
$251 - $500 7 11 15 4?2 45 23
$501 - $1,000 4 6 3 8 13 7
$ Over $1,000 _2 _3 = = _3_ _2
66 100 36 100 198 100

* Percentages do not add to 100% due to rounding.

Source: HUD OfTice of Policy Development and Research data file, used in Hodes et al., 1987.
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(TPA) are quite modest. Relatively few properties
have more than $1,000 per unit available. Finally,
annual cash available is positive for about four-
fifths of the properties. Available cash refers to net
income after subtracting regular operating expen-
ses and maintenance (not including the additional
repairs the HUD PD&R study indicated were
needed) plus debt service and mortgage insurance
premium but before subtracting any contribution to
replacement reserves (required as a percentage of
the original mortgage amount annually, to the ex-
tent available) or distribution of dividends.

Market Value Data

Market data for each of the properties were
obtained through telephone interviews with experts
in the local housing market. Those contacted in-
cluded HUD Field Office staff, local planning offi-
cials, real estate brokers, and appraisers. The
respondents were asked to provide their best es-
timate as to the most likely alternative use of the
property, were it not to continue as assisted hous-
ing, and to estimate the likely market value--either
in terms of gross rents obtainable in the local
market, condominium sale values, or value as a
non-residential property use. The graduate stu-
dents in business and planning conducting the in-
terviews had been instructed to choose a central
tendency in the estimates provided, and also to
weigh more heavily those estimates that were ob-
tained from persons familiar with the specific
property.

Operating costs were obtained for the
market rental cases from the publication of the In-
stitute for Real Estate Management on operating
expenses in non-government rental housing (/n-
comel/Expense Analysis: Conventional Apart-

ments, 1986 Edition, Institute of Real Estate
Management of the National Association of Real-
tors, Chicago, Illinois). This operating expense
thus includes all normal vacancy allowances and
repairs or reserves for repairs. These operating ex-
penses are tabulated as a percentage of gross in-
come, according to locality and type of building
(judged from size of the property). As a floor, or
minimum amount, the model uses 80 percent of the
average annual operating costs from the HUD data
file.

Appendix Exhibit III-4 summarizes the
items of data collected on market value data and
the key variables directly derived from these data.
Appendix Exhibit I11-5 indicates the range of
values obtained on market rents, condominium
values, and estimates of value for non-residential
purposes. The local experts primarily indicated
that they thought the property would continue to be
a rental property (more than 90 percent of the Class
3 properties, for which prepayment is an option)
though at relatively modest rents in most instances.
Monthly rents of $400 a month or less were indi-
cated for most of the properties. Most of the rela-
tively few condominium conversions projected
were under $100,000 per unit. Some experts
thought the property would be used for non-residen-
tial purposes, or, in a few cases, simply could not
imagine any particular use because of undesirable
location. To avoid losing cases because of missing
values for these properties, the model simply used
a standard estimate of value of $1,000 per unit on
the assumption that land values probably do not
drop below such a range, even in neighborhoods
undesirable for residences.

As another check on the rent levels, market
rent estimates were compared with the Section 8

Exhibit 111-4
Market Value Data Form

MONTHLY RENT
OPCOST

Estimated monthly market rent for average unit size (bedrooms).
Annual per-unit operating cost for market units as percentage of

gross possible income, by geography and size of property
(Institute for Real Estate Management).

NETRENT
(derived)

CONDOPRICE
OTHERSALE

Annual net operating income before debt serve
(MONTHLY RENT minus OPCOST).

Estimated market value for average-sized unit as a condominium unit.

Estimated total value of property for nonresidential use.



Exhibit III-5

Estimated Market Value Data by Most Likely Alternative
For Properties in the Commission In-Depth Sample

Class 1 Class 2 Class 3
Other Ineligible Eligible
Profi To P To Prepay
Number of Number of Number of
Monthly Market Rent Projects % Projects % Projects Y
Under $200 - - 1 3 - -
$200 - $300 16 29 16 53 78 43
$301 - $400 20 36 3 10 48 26
$401 - $500 4 7 2 7 30 17
$501 - $600 5 9 4 13 I1 6
$601 - $700 5 9 1 3 9 5
$701 - $1,000 5 9 | 3 5 3
Over $1,000 A1 2 2 1 - =
56 101* 30 99* 181 100
Condominium Value,
Per Unit
Under $30,000 1 20 - - - -
$30,001 - $50,000 - - 1 25 5 38
$50,001 - $100,000 2 40 2 50 6 46
$100,001 - $150,000 1 20 1 25 | 8
$150,001 - $200,000 - - - - 1 8
Over $200,000 1 2_0 I = = =
5 100 4 100 13 100
Equivalent Value per
Unit for Number of Number of Number of
Non-Residential Uses Projects % Projects % Projects %%
$1,000 or less Rk 60 2% 100 1 25
$1,001 to $20,000 2 40 - - 1 25
$20,000 to $40,000 = = = = 2 50
5 100 | 100 4 100
* Percentages do not add to 100% due to rounding.
** No value given by experts for three Class 1 projects and one Class 2 project.
Value = $1,000/unit attributed for model use.
Source: Market Value Data Form recording telephone interview responses for each property in the Commission’s in-depth sample.
Existing Housing Fair Market Rent (FMR) levels able each year for the properties, it was necessary
for the project locality. The results, shown in Ap- to make an estimate of the original basis of the
pendix Exhibit I1I-6, indicate that the market rent building at the last point of change of ownership.
estimates correlate well with the FMRs and that The onginal tax basis of the properties is computed
they fall below the FMRs for a majority of the as BASIS = EQUITY CONTRIBUTIONS +
properties. MORTGAGE AMOUNT + SECOND TRUST
NOTE AMOUNT. The depreciable basis is
Equity and Second Trust Note Amounts BASIS less the value attributable to land (as a non-

depreciable asset). The mortgage amount was avail-
able from HUD records. To obtain relationships
between mortgage amounts and the other elements

In order to use the HUD project data for
computations of the building depreciation allow-
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Exhibit III-6

Comparison of Market Rent Estimates and Section 8
Existing FMRs for Sample Properties

Section 8 FMRs for City/County

Monthly Rents 0-$250 $251-$350  $351-$450
0 -$250 15 19
$251 - $350 1 29 61
$351 - $450 8 19
$451 - $550 2 2
$551 - $650 l
$651 - $750

$751 - $999

$1,000 and Over

Market Rents 2 or more categories below local FMRs
Market Rents 1 category below local FMRs
Market Rents same category as local FMRs
Market Rents 1 category above local FMRs
Market Rents 2 or more categories above local FMRs

$451-$550  $551-$650 $651-$750 $751-$999

4 1
22 2
17 6 1
11 3 2
9 8 3 1
1 3 I 4
2 1 3 2
1 2
Number Percent
58 21.7%
103 38.6%
70 26.2%
28 10.5%
_8 3.0%
267 100.0%

Sources: Market Value Data Form for the Commission in-depth sample; and Section 8 Existing FMRs as published in Federal Register, 24 CFR

Part 888, Vol. 52, No. 82, April 29, 1987, and Vol. 52, No. 125, June 30, 1987.

of the tax basis, information was obtained from
organizations with large holdings of these proper-
ties on the typical experience of a range of proper-
ties with changes of ownership at different times.
The relationships correlated well with financial
data received from those owners of the 300-proper-
ty Preservation Analysis Sample who returned a
mail survey. Appendix Exhibit III-7 summarizes
the working assumptions for the typical equity con-
tributions by limited partners, primarily in ex-
change for the tax shelter provided by the
properties. The equity amounts are scaled by, or
shown as fractions of, the outstanding balance on
the first mortgage at the original closing or at the
time of change of ownership. The reason the
mortgage balance is a

convenient scaling variable is that the property
value securing the mortgage loan is includable in
the depreciable basis of the building for tax pur-
poses. The equity amounts differ in each of the fol-
lowing time periods:

1. The period from the earliest of the 221(d)(3)
properties, 1961, until the Tax Reform Act
of 1969;
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2. The period from 1969 up until the 1981
Economic Recovery and Tax Act
(ERTA); and

3. The period from 1981 through the Tax
Reform Act of 1986.

The substantial tax advantages of ERTA in
1981 induced many changes of ownership in which
the original owner(s) took partial payment in the
form of a soft second trust note against the new
partnership. The original owner(s) were left with a
form of claim against whatever residuals the
property might have upon refinancing or resale
and, by offering this note, the new owners were al-
lowed to include it in their depreciable basis, there-
by increasing the tax shelter value of the project
and justifying a larger cash contribution from the
original owner. There were limits placed on this
artiface by both HUD and the Internal Revenue
Service. Even so, the typical second trust note was
equal to two-thirds of the outstanding first
mortgage balance at the time of the transfer.
Among the 198 Class 3 properties (eligible to
prepay) in the sample, 75 (38 percent) had second
trust notes. Second trust notes were attached to



Exhibit I11-7

Equity and Second Trust Note Assumptions

Year of Origin or Most Recent Change of Ownership

1961-1968
Equity as a Function of
Outstanding First Mortgage*
New Construction A5
Existing 5
Rehabilitation A5

Second Trust Note as a
Function of Qutstanding
First Mortgage -

1969-1980 1981-1986
Initial

185 3

A5 3
222 -

.23 Upon ownership change

- 67**

* These approximations are oversimplifications of the actual pricing of equity contributions to these projects, which took into account

variations in financing, construction period expenses, and other factors.

** Applied 1o Class 3 projects (eligible to prepay) and Class 2 projects (for-profit but ineligible) for purposes of estimating tax basis, even
though Class 2 projects will generally be unable to pay second trust notes coming due before the end of the mortgage term.

Source:

half the properties in Class 2 (those with use
restrictions through the life of the mortgage) and
given terms that will fall short of the end of these
restrictions.

The typical interest rate was 10 percent
simple interest and the term 15 years, with interest
accruing. As a final twist, until stopped by the tax
revisions in 1984, the owners were able to claim
the interest accrued on these notes as an expense,
even though not paid in that year, while the note
holders were allowed to defer reporting the ac-
crued interest until actually received--another
benefit to the new buyers worth cash at the front
end. The effect of the Tax Reform Act of 1984 was
to require second notes with 10 percent simple in-
terest and to deduct interest at 5.8 percent com-
pounded annually for the last half of 1984 (after
June 8), and from January 1985 on to result in
notes with a stated interest rate of 9.2 percent com-
pounded annually to reflect the requirements of
"economic accrual.” The Act also required a match-
ing of interest income with expense, resulting in a
marked reduction in the use of such instruments.

Depreciation Rules

_ Each property is assumed to have used the
most advantageous depreciation allowance avail-
able, as a function of the type of building (new
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Industry consultation by National Low Income Housing Commission staff.

construction, used, substantial rehabilitation), and
the year in which the building was placed in ser-
vice or transferred to a new owner. Appendix Ex-
hibit [1I-8 summarizes the depreciation rules used.
The annual depreciation is computed by multiply-
ing the adjusted basis by the applicable rate. For
example, for a 1968 new construction project the
applicable rate would be 2 divided by 33 or 0.06.
The adjusted basis for the following year would
then be the previous year’s adjusted basis less the
depreciation taken.

Environment Variables

A number of variables are set external to the
model to permit sensitivity testing and to facilitate
testing of various intervention policies. Appendix
Exhibit III-9 summarizes these environment vari-
ables. These include basic assumptions about in-
flation and interest rates, investor discount rates
(expected after tax rates of return), and fix-up
parameters for market rent or condominium con-
versions. Note that a more conservative investor
discount rate is used for negative after-tax returns
to reflect the fact that investors think of real losses
as eventualities that more than offset positive after-
tax returns in other periods. Another way of view-
ing this is to think of actual losses as being
anticipated by setting up a sinking fund from



Exhibit I11-8

Depreciation Rules

Year of Origin or Last Change of Ownership

1961-1968 1969-1980 1981-1986 1987+

Depreciation Life*

(Years)

New Construction 33 21 15 27.5
Existing 33 20 15 27.5
Rehabilitation** 33 5 5 27.5

Depreciation Rate

as a Multiple of

Straight-Line Rate

(I/Life)

New, Low Income 2.0 2.0 2.0 .0
Used, Low Income 1.5 1.25 2.0 1.0

* These lifetimes are approximate averages from industry practice and do not reflect variations in such details as component depreciation.

** Rehabilitation expenses were assumed to be half of the depreciation basis for projects identified in the HUD data files as substantial rehabilitation.

Source: Internal Revenue Code.

positive returns that compound at a modest, conser-
vative rate more typical of savings accounts than
real estate investment. The last eligible year of the
low-income housing tax credit is entered as a vari-
able to permit testing the effects of extending it
beyond 1989.

Model Operations

Annual Operation and Balances

In each year of operation as an assisted hous-
ing project, the model used the HUD estimate of
annual repairs needed, TREPAIRS. The model as-
sumes that 5 years of application of this amount
does not exhaust the need for repairs (the HUD
report assumed 5 years would suffice), but assumes
that repairs continue to be required each year, in-
flating at FIXINFL. If the amount available from
reserves (RESERVE) and available cash, AV-
CASH, is not sufficient to cover costs of needed
repairs, the model assumes that the general partner
must make additional contributions, CAPADDS, to
keep the project going. On the other hand, if suffi-
cient funds are available from RESERVE and AV-
CASH (which is assumed to remain a fixed dollar
amount, not inflating) to cover needed repairs, the
excess surplus cash is applied to the required con-
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tribution to the replacement reserve, RESERVE,
then to the allowable dividend, then to RESERVE,
if some cash remains after paying the dividend.
Properties with a Section 8 subsidy (Loan Manage-
ment Set Aside (LMSA)) contracts are assumed to
lose this amount of income after the expiration of
the longest-lasting of the LMSA contracts (the EX-
PIRE year),

The passive loss limitations of the 1986 tax
act are also implemented. Only 65 percent of nega-
tive taxable income is allowed in 1987, 40 percent
in 1988, 20 percent in 1989, 10 percent in 1990,
and zero thereafter. Negative income disallowed
is carried forward to apply against any future posi-
tive taxable income of the project.

The CAPADDS balance serves to increase
the capital account balance of the owners, thereby
reducing the taxable gain at sale. Taxable gain at
sale is:

GAIN = SALEPRICE - DEBT -
CAPITAL ACCOUNT BALANCE

where

CAPITAL ACCOUNT BALANCE = EQUITY +
CAPADDS-DEPRECIATION +
REPLACEMENT RESERVE BALANCE.



Exhibit I11-9

Environment Variables
Nominal,
Base Case
Variable Meaning Value
CAPRATE Capitalization rate, used as divisor with net rental income to yield .095
capitalized value (price).
PRICEINFL Annual inflation rate for condominium prices and net operating .05
income from market rents.
FIXINFL Annual inflation rate for fix-up, rehab costs. .05
TAXRATE Combined Federal and State income tax rate 3
CONDOFIX Fix-up costs for converting project for sale as condominiums as fraction 3
of total sale price.
DISCP Investor discount rate for positive after-tax returns. 13
DISCN Investor discount rate for negative after-tax returns. .07
GOVDISC Government discount rate, taken as the average of long-term Treasury .087
bonds and short-term notes, used to obtain present value of government
outlays, revenues, and revenue losses.
MTG2INT Assumed interest rate for second trust notes. 10
LASTCREDITYR Last year in which low-income housing tax credit is available. 1989
MKTFIXC Cosmetic conversion costs per unit for conversion to modest rent (up $ 5,000
to $425 per month).
MKTCONV Conversion costs per unit for conversion to high market rates $20,000
(more than $425 per month).
NEWRATE Interest rate for new mortgage loan to refinance market rate 12
conversion (assumed term, 20 years).
LFRAC Land costs as a fraction of original mortgage amount. 10

Action Choices of Owners

Owners of Class | properties operate
through the mortgage term, unless the project
would default, in which case the model tests the
possibility of a tax credit conversion. The timing
of the default is determined by the year when the
cumulative cash operating deficit reaches $5,000
per unit. For Class 2 properties, the model tests the
options of operating until the point of optimal
default, of operating to the point of optimal sale to
a new owner for the benefit of the low-income
housing tax credit (to the extent this is a live op-
tion), or of holding the property through the
mortgage term, at which point the model assumes a
market conversion. In each case the stream of an-
nual after tax returns and the after-tax proceeds
from sale are discounted back to the present and
the resulting discounted present value is used as the
measure of attractiveness of the various options to
the owner. Timing of defaults is set by computing
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the point when the annual cash operating deficit is
20 percent of the gains tax liability upon default,
the cumulative cash operating deficit reaches 40
percent of the gains tax liability upon default, or
the cumulative deficit reaches $5,000 per unit.
Owners of Class 3 property are allowed a
number of options, and each is tested. These are:
default in an optimal year or sale to a new owner
for the low-income housing tax credit, or, once past
the LOCKIN year, conversion to market rent, or
sale. In the case of testing conversion to market
rent or sale to a buyer who would operate at market
rents, the model presumes refinancing, with limits
on the loan amount of 80 percent of capitalized
value (NETRENT/CAPRATE) and that no more
than 90 percent of NETRENT is devoted to debt
service (loan payments). The model prohibits a
market-level rent conversion if the refinancing can-
not pay off the second trust note. A mandatory ac-
tion is triggered if, at the end of the second note
term, taken to be 15 years, when the principal and



accrued interest are due, a refinancing cannot pay
off both the first mortgage and the second note. In
such a case, the second note holders at this point
have the contractual right to foreclose on the
property and the model evaluates optimal action.
Second note holders also are presumed to control
the decision on a default and, if the sale proceeds
do not pay off the second note, market sales.

The low-income housing tax credit option is
approximated in a number of ways for testing in
this model. First, the model presumes that the
tenancy of the project qualifies it for the credit; that
is, that all of the units qualify for the credit by
being occupied by households having incomes of
60 percent of median or less. In addition, the
model assumes that the state agencies allocate as
much tax credit as is needed. The current 4 percent
annual credit for 10 years has an estimated value
to new investors of 30 percent of the mortgage
balance if all units qualify.l Then a number of
setup costs are deducted, including a transaction
cost of 20 percent of cash contributions, a $1,000
per unit fix-up cost, and the discounted present
value of any portion of the 15-year compliance
period required for the credit that is projected to
suffer negative cash flow (often triggered by ex-
piration of contracts for Section 8 subsidies). If,
after deducting these amounts, the remaining value
of the credit is positive, the option is recorded. The
option is not regarded as viable under any of the
following conditions:

+ Year is beyond the current sunset year,
LAST CREDIT YEAR, of 1989;

» A transfer of ownership has occurred
within the past 10 years (a current
statutory restriction that HUD can waive
to avoid a foreclosure);

« Presence of an outstanding second trust
note (amounts due exceed the value of the
credit); or

« Net value of the credit of less than zero.

Model Output

The model thus identifies the most positive
of the discounted present values of all the available
alternatives and the year in which the most
favorable disposition action is taken. These non-in-
tervention predictions provide the intervention
analysis with several fundamentally important
pieces of information:

» What is the most likely disposition of the
project?

« In what year is that most likely to occur?

» What is the discounted present value to
the current owner of the most attractive
course of action?

» What is the present value of that action in
the year the disposition action is taken
(this is the point of intervention and there-
fore the value to be matched at that point
in time)?

« What is the overall cost to government, in-
cluding direct subsidies and revenues or
revenue losses, annually and in total?

Preservation Categories

For the properties that the model predicts
will default, it is difficult to estimate what would
be required to sustain those properties as viable
low-income housing. Such an outcome suggests
that the possibility of a market conversion is not at-
tractive enough to be worth it to the owner to con-
tinue holding the property, and, in most cases will
be associated with negative cash flow, especially
after attending to needed repairs. For these proper-
ties, the preservation action used in the model
presumes continued operation of the project and
tabulates the cumulative cash requirements to make
up for the stream of cash operating deficits from
the predicted year of default. The cost to govern-
ment of a default is taken to be 60 percent of the
outstanding mortgage balance, to account for the
discounted value of the mortgage and HUD proper-
ty disposition costs. The reported results treat

! This estimate is based on the tax credit representing 15.7 percent of investor contributions and land costs at 6 percent of the mortgage balance, and trans-
action costs at 20 percent of cash invested. The qualified basis on which the tax credit is computed is INVESTOR CASH + MORTGAGE BALANCE -
TRANSACTION COSTS - LAND. Thus, for other credit rates (CRED RATE as a fraction), the investor contributions are computed from INVESTOR
CASH = PRICE FACT * MORTGAGE BALANCE where PRICE FACT =0.94 / [(.157/CRED RATE) - 0.8].
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these as choices; either one or the other is used, not
both.

For properties that are predicted to elect the
current low-income housing tax credit as the best
available option, the model takes this as a suffi-
ciently desirable outcome and presumes that no fur-
ther intervention is needed, although it rests upon
the assumption that committed subsidies (Section
236 interest subsidies and Section 8 rental assis-
tance) remain in place. (The model will also es-
timate which additional properties would use the
credit under broadened rules or as a result of other
changes such as extension of the availability of Sec-
tion 8 subsidies.)

For properties predicted to convert to
market, the model tests two fundamentally dif-
ferent strategies that are equivalent from a cost
perspective. In one case, the policy would be to
dissuade the current owners from a market conver-
sion in order to extend their operation of the
project as assisted housing. This option is DIS-
SUADE and would trigger no capital gains tax
liability. The other major option is to buy out
(BUYOUT) the owner’s interest, and transfer the
property to a new owner under a requirement that it
be operated as low-income housing. The
BUYOUT option presumes that it is a sufficient in-
ducement to match the discounted present value, in
the year the conversion is elected, of the market
conversion action that would have been chosen by
the owner--out of which the owner pays any capi-
tal gains tax liability. Report results are presented
for the DISSUADE costs, that is, costs net of capi-
tal gains tax collections.

For either option, the model also tabulates
the cumulative amount needed to offset any es-
timated operating cash deficit as a minimum in-
ducement required by a continuing owner or a new
one. This nominal amount required to extend sub-
sidized operation is labeled as "Offset Operating
Cash Deficits" in the tables of results. The cash
operating deficit is computed assuming that all cur-
rent subsidies (below market interest mortgage and
Section 8 contracts) remain in place through their
current expiration dates, with allowed renewals.

Effectiveness of Preservation Actions

Now that the actions to be altered and the
measures of inducement required to prevent con-
version have been identified, the leading preserva-
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tion action strategies can be tested. The model is
constructed to test the following basic actions:

1. Extension of the low-income housing tax
credit through the most distant of the
mortgage terms of these properties (that is,
removing the 1989 sunset) and relaxing
the requirement that a property have been
held for 10 years. The model also tests for
the effects of providing for 5 and 6 per-
cent annual credits instead of the current 4
percent and tests for the effects of restrict-
ing the gains taxes to those on the actual
cash gain from the conversion to a low-in-
come housing tax credit property;

2. Allowing subsidies equivalent to current Sec-
tion 8 Loan Management Set Asides to
continue after the expiration of current con-
tracts.

3. Allowing for additional income in fixed
monthly amounts. Providing for these in-
terventions presumably will shift some
properties that otherwise would have
defaulted or converted to market to shift to
the tax credit or simply continue sub-
sidized operation. The model indicates the
number of properties and units preserved.

Costs of Preservation

The cost-to-government analysis described
below helps to assess the cost effectiveness of
these interventions. In either the non-intervention
case or with the tested interventions, the model
provides an estimate of the cost that would be re-
quired to dissuade or buyout those owners
predicted to prepay and convert the property to a
market, unsubsidized use.

The model provides a basis for computing
costs to government under non-intervention and al-
ternative intervention strategies, over a 15-year
horizon:

» Tax revenue losses (or tax collected) from
annual operations and sale or default (a
purchaser of a condominium unit is as-
sumed to have an annual tax saving on
their mortgage interest payments, com-
puted as 0.8*CONDOPRICE*
NEWRATE;, for a sale for non-residential
use no annual tax is computed);



+ Costs to the mortgage insurance fund and
HUD for properties that default, estimated
at 60 percent of the outstanding mortgage
balance;

» Annual costs of the low-income housing
tax credit, computed as CREDRATE *
QUALIFIED BASIS where QUALIFIED
BASIS =.157 * PRICE FACT *
MORTGAGE/CREDRATE (see footnote
1 for terms);

» Interest subsidy contracts (or amounts
freed for properties allowed to convert);
and

+ Rent Supplement and Section 8 contracts
(or amounts freed for properties allowed
to convert).

Sensitivity Tests

To test the sensitivity of the model results to
changes in basic parameters of the model, a series
of runs were made. Appendix Exhibit III-10 sum-
marizes the model parameters for which changes

were made to observe effects on basic model out-
put. In general, the base case parameter values are
maintained on all variables except the one being
tested. That is, combinations of parameter changes
were not tested, with the exception of simultaneous
changes in the two inflation rates (on price,
PRICEINFL, and fix- up costs, FIXINFL) and the
per unit costs for converting a property to market
use (MKTFIXC for cosmetic costs for units with
market rents under $425 per month and
MKFCONYV for remodeling costs for units with
market rents of $425 or higher).

Sensitivity to inflation rate is shown in Ap-
pendix Exhibit III-11, which summarizes the
model results for the in-depth sample of 300
properties for the base case and the effects of reduc-
ing inflation rate to zero. The model results for the
predicted choices of owners are grouped according
to the possible choices within each of the eligibility
classes--non-profit, for-profit without a prepay-
ment option, and for-profit with the prepayment op-
tion.

Zero inflation reduces the relative attractive-
ness of prepayment and market conversion, be-

Exhibit ITI-10

Sensitivity Tests Performed on

Model Results
Base Case Low High

Model Parameter Value Value Value
Inflation Rate on

Prices and Fix-Up

Expenses 5% 0% --
Annual Repair Needs Per Unit property-level $150 $300

variable

Income Tax Rate 30% 25% 35%
Discount Rate for

Investors 13% 10% 16%
Interest Rate for New

Mortgages 12% 9% 15%
Capitalization Rate for

Estimating Price from

Net Income 9.5% 7.5% 11.5%
Rehabilitation Costs for

Market Conversions

Cosmetic Cost Per Unit $ 5,000 $ 7,500

Conversion Costs Per Unit $20,000 $30,000

Source: Preservation Analysis Model.
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Exhibit III-11

Predicted Effects of Inflation Assumptions
On Actions of Owners--Through Remaining Mortgage Term

Base Case
(3% Infiation) Zero %lnflation*
Properties Units % Units Properties Units % Units
Not-For-Profit -- Not
Eligible to Prepay
Default 1,226 139,301 81% 1,095 123,709 72%
Tax Credit 0 0 0 0 0 0
Operate Through Mortgage Term 196 32,119 19 327 47,71 28
Subtotal 1,422 17[,42Q 100% 1,422 171,420 100%
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 619 77,888 73% 587 77,567 73%
Tax Credit 0 0 0 32 4,178 0
Operate Through Mortgage Term 198 28,232 27 198 24,375 23
Subtotal 817 106,120 100% 817 106,120 100%
For-Profit w/ Sale Option
--Eligible to Prepay
Default 914 89,827 24% 1,646 178,015 48%
Tax Credit 0 0 0 26 2,047 0
Operate Through Mortgage Term 258 31,455 9 211 33,063 9
Prepayment/Market Conversion 2,070 246,185 67 1,359 154,342 42
Subtotal 3,242 367,467 100% 3,242 367,467 100%
All Types of Properties Combined
Default 2,759 307,016 48% 3,328 379,291 59%
Tax Credit 0 0 0 58 6,225 0
Operate Through Mortgage Term 652 91,806 14 736 105,149 16
Prepayment/Market Conversion 2,070 246,185 38 1,359 154,342 24
100% 100%
Subtotal -- Preserved
(Tax Credit + Operate Through
Mortgage Term) 652 91,806 14% 794 111,374 17%
Total: 5,481 645,007 100% 5,481 645,007 100%

*Zero inflation means PRICEINFL and FIXINFL are set to zero.
Note: Totats may differ due to rounding.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured properties.

cause future rents and values do not rise, and period of time. Obviously the model overes-
leaves default as the fallback option. The percent- timates prepayments and underestimates defaults in
age of units affected by predicted prepays drops such cases. Some markets may also be "hotter”
from 38 percent at 5 percent inflation to 24 per- than the 5 percent inflation assumed in the base
cent; units affected by defaults increase from 48 case and be more likely to induce prepayments.
percent to 59 percent. Repairs needed are regarded by the model
While zero inflation is unlikely to prevail at as made out of owners funds if not supported by
the national level, it is possible that some local property income. One might question, therefore,
markets can experience near zero inflation for a whether the assumption that the HUD PD&R 5-
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Exhibit ITI-12a

Predicted Effects of Repair Costs
On Actions of Owners--Through Remaining Mortgage Term

$300/Year
Repairs Base Case
Properties Units % Units Properties Units % Units
Not-For-Profit -- Not
Eligible to Prepay
Default 1,348 161,266 94% 1,226 139,301 81%
Tax Credit 0 0 0 0 0 0
Operate Through Mortgage Term 74 10,154 6 196 32,19 19
Subtotal 1,422 171,420 100% 1,422 171,420 100%
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 642 83,671 80% 619 77,888 73%
Tax Credit 0 0 0 0 0 0
Operate Through Mortgage Term 175 21,449 20 198 28,232 27
Subtotal 817 105,120 100% 817 106,120 100%
For-Profit w/ Sale Option
--Eligible to Prepay
Default 819 83,497 23% 914 89,827 24%
Tax Credit 0 0 0 0 0 0
Operate Through Mortgage Term 224 31,354 9 258 31,455 9
Market Rent 1,935 201,41 55 1,807 194,979 53
Sale 263 51,206 14 263 51,206 14
Subtotal 3,241 367,468 100% 3,242 367,467 100%
All Types of Properties Combined
Default 2,809 328,434 51% 2,759 307,016 47%
Tax Credit 0 0 0 0 0 0
Operate Through Mortgage Term 473 63,957 10 652 91,806 14
Market Rent 1,935 201,41 31 1,807 194,979 30
Sale 263 51,206 8% 263 51,206 8%
Subtotal -- Preserved
(Tax Credit + Operate Through
Mortgage Term) 473 63,957 10% 652 91,806 14%
Subtotal -- Lost
(Default + Market Conversions) 5,007 581,051 90% 4,829 553,201 85%
Total: 5,480 645,008 100% 5481 645,007 100%

Note: Totals may differ due to rounding.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured properties.

year repair needs should have been allowed to in- inflated at FIXINFL of 5 percent, as in the base
flate over the remaining life of a property. The case. The results are compared to the base case
model was tested by substituting for the PD&R results in Appendix Exhibit 11I-12a and 12b. The
figure for unmet needs for annual repairs a fixed $300 figure yields a default incidence of 50 per-
annual cost per unit--$150 on the low side and cent, compared with 47 percent in the base case
$300 on the high side. These fixed amounts were and 10 percent of units being carried through full
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On Actions of Owners Through Remaining Mortgage Term

Not-For-Profit -- Not
Eligible to Prepay

Default

Tax Credit

Operate Through Mortgage Term
Subtotal
For-Profit w/o Sale Option
--Not Eligible to Prepay

Default

Tax Credit

Operate Through Mortgage Term
Subtotal
For-Profit w/ Sale Option
--Eligible to Prepay

Default

Tax Credit

Operate Through Mortgage Term
Market Rent
Sale

Subtotal

All Types of Properties Combined
Default
Tax Credit
Operate Through Mortgage Term
Market Rent
Sale

Subtotal -- Preserved
Tax Credit + Operate Through
Mortgage Term)

Subtotal -- Lost
(Default + Market Conversions)

Total:

Note: Totals may differ due to rounding.

Exhibit III-12b

Predicted Effects of Repair Costs

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured properties.

mortgage terms compared with 14 percent in the
base case. The $100 repair figure yields predicted
results on just the other side of the base case (43
percent defaults and 17 percent operating through

mortgage term).

$150/Year
Repairs Base Case
Properties Units % Units Properties Units % Units
1,181 145,489 85% 1,226 139,301 81%
0 0 0 0 0 0
242 25,931 15 196 32,119 19
1,423 171,420 100% 1,422 171,420 100%
526 75,279 % 619 77,888 73%
0 0 0 0 0 0
291 30,842 29 198 28,232 27
817 106,121 100% 817 106,120 100%
613 59,959 16% 914 89,827 24%
15 2,586 0 0 0 0
444 54,329 15 258 31,455 9
1,906 199,388 54 1,807 194,979 53
263 51,206 14 263 51,206 14
3,241 367,468 100% 3,242 367,467 100%
2,320 280,727 44% 2,759 307,016 47%
15 2,586 0 0 0 0
9717 111,102 17 652 91,806 14
1,906 199,388 3] 1,807 194,979 30
263 51,206 8% 263 51,206 8%
992 113,688 18% 652 91,806 14%
4,489 531,321 82% 4,829 553,201 85%
5,481 645,009 100% 5,481 645,007 100%

None of the other parameter variations had
large effects on predicted owner choices. Most of
the effects are within the plus or minus 5 percent-
age point, 90 percent confidence interval supported

by the 300-property sample. The results can be
summarized as follows:

111



« Tax rate: change of less than 3 percent in
any action category;

« Discount rate: change of 2 percent;
» Interest rate: change of 2 percent;

» Capitalization rate: increase of 18 percent
in prepayments for the low capitalization
rate;

» Fix-up costs: 3 percent decrease in
prepayments at higher conversion costs;
and

» Cumulative cash loss to default: effect is
felt among non-profit properties for
which the owner threshold ($2,500
cumulative operating cash deficit) leads to
a 30 percent decrease in the number of
properties running through the mortgage
term.

Sample Weights

Because the model results are based upon a
random sample of the properties of concemn, it is
possible to weight the model results back up to the
universe of properties from which the sample was
drawn. The HUD PD&R data file from which the
300 properties were selected was itself a random
set of 441 properties from among three groups of
older FHA-insured assisted properties--Section
236, Section 221(d)(3) Below Market Interest Rate
(BMIR) properties, and Section 221(d)(3) Market

(Interest) Rate properties with assistance in the
form of Section 8 Housing Assistance Payments
contracts or Rent Supplement contracts. (The
HUD PD&R sample was 552, including market-
rate properties. Of these, HUD dropped 75 for lack
of data. Of the 477 remaining properties in the
HUD sample, 441 were assisted. The Preservation
Analysis sample is a random subset of the 441.)

The HUD sample is described in Hodes et
al. The original HUD PD&R sample was found
quite congruent with the universe from which
selected on a number of basic characteristics.
However, the HUD sample was not stratified on
any geographic attribute, such as HUD Field Office
or Region. Differences in local markets are ex-
pected to have important effects on the relative at-
tractiveness of prepayment and conversion to
market uses for the estimates in the current study.
It was important, therefore to compare the regional
distribution of the 300-project in-depth sample
chosen for this study with the regional distribution
of the universe of such properties.

The HUD Office of Multifamily Programs
provided a file with counts of properties and units
by HUD Regions for the universe of properties
under study. For those properties eligible to
prepay (Class 3, in the terminology of this report),
the HUD universe file also provided subcounts
within HUD Region by Section of the Act. These
counts for the universe enabled the model to make
geographic and section-of-the-Act adjustments in
the average weighting factor of 20.25275. The

Exhibit III-13

Weight Adjustment Factors by HUD Region (MIDI)
And Section of the Housing Act

Factor for Factor for Properties Eligible to Prepay

HUD Properties Ineligible Section 221 Section 221
Region to Prepay Section 236 (d)(AMR (d)(B3BMIR

1 0.593 1.288 0.617 1.777

2 0.969 0.762 2.469

3 0.960 0.843 0.420 1.481

4 0.414 1.027 0.123

5 1.712 0.796 0.016 0.760

6 1.961 0.702 0.742 2.222

7 2.324 0.063

8 0.586 0.741 2.098 0.247

9 1.587 0.582 0.494 1.358

10 0.303 0.994 0.839 0.420

Weight = Factor ¥20.25275.
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Exhibit III-14

Comparison of Universe Counts and Weighted Sample
By Section of the Housing Act

Ineligible Properties

Number of Properties

Number of Units

Weighted Weighted
Section of Act Universe Sample Universe ample
Section 236 1,659 1,231 178,364 152,403
221(d)(3)MR 162 686 13,661 60,781
221(d)(3)BMIR 355 323 47964 64 383
Total: 2,176 2,240 239,989 277,567

Eligible

Number of Properties Number of Units

Weighted Weighted
Section of Act Universe Sample Universe Sample
Section 236 2,372 2,372 266,754 253,246
221(d)(3)MR 348 348 23,240 19,546
221(d)(3)BMIR 522 522 72255 94,393
Total: 3,242 3242 362,249 367,485

resulting adjustment factors are summarized in Ap-
pendix Exhibit ITI-13.

Although the HUD PD&R sample was
drawn from properties insured before 1975, the
HUD Office of Multifamily Housing file indicated
that 17 percent of the properties for the universe of
concern were insured between 1975 and 1980. In
forming the sample weights, planners of the model
elected to use the full universe rather than the
counts truncated at the end of 1974, even though
the sample does not strictly permit such imputa-
tions. This election was made in order to provide
estimates for the complete universe, but it means
that the estimates of the timing of actions are ob-
viously biased toward somewhat earlier actions
than would be true of the full universe because
none of the sample properties was insured after
1974,

Appendix Exhibits I1I-14 and III-15 show
the resulting weighted counts for properties and
units are shown by section of the Housing Act and
HUD Region, compared with the universe counts
provided by the HUD Office of Multifamily Hous-
ing for properties ineligible to prepay (Classes 1
and 2), for properties eligible to prepay (Class 3),
and for all types of properties combined. Model
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planners decided to set the weights so that the
weighted total of projects in Class 3 yielded the
count in the universe. As a result, the weighted
total of units (645,000) is higher than the universe
count of 602,000. Note that the universe figures
are for FHA-insured properties and do not include
approximately 110,000 Section 236 interest sub-
sidy properties financed by State housing finance
agencies.

Precision of Estimates

Appendix Exhibit III-16 indicates the statis-
tical precision of estimates from the model as a
function of sample size. The 300-project in-depth
sample provides a 90 percent confidence interval
on estimates of proportions of no greater than plus
or minus 5 percentage points for the whole sample
(that is, for estimates of the whole universe of
properties sampled). This confidence interval
means, for example, that if the model estimates
half of the properties will default, the actual per-
centage of properties defaulting could be in the
range 45 percent to 55 percent, within the statistical
precision of the sample. In addition to sampling
error, there may be other sources of error or bias
in the estimates, through faulty input data or



Exhibit III-15

Comparison of Universe Counts and Weighted Sample

By HUD Region
Ineligible Properties
r of Pr i Number of Units
Weighted Weighted
HUD Region Universe Sample Universe Sample
| 96 160 8,060 29,619
2 137 137 20,042 25,159
3 175 175 20,181 22,903
4 176 176 22,579 22,957
5 624 624 66,441 66,329
6 239 238 28,193 27,563
7 141 14] 17,766 27,440
8 95 95 7,546 6,433
9 450 450 46,460 47,440
10 43 A3 2,721 1.724
Total: 2,176 2,239 239,989 277,567
Eligible Properties
Number of Properties Number of Units
Weighted Weighted
HUD Region Universe ample Universe Sample
] 308 307 43,931 46,428
2 182 183 24,648 33,364
3 328 393 53,419 62,031
4 527 462 55,545 45,404
5 482 48?2 60,262 54,142
6 348 301 42,153 31,734
7 160 207 16,124 22,500
8 195 195 12,068 9,993
9 415 415 38,770 47,474
10 297 297 15329 14,414
Total: 3,242 3,242 362,249 367,484
Eligible and Ineligible Combined
Number of Properties Number of Units
Weighted Weighted
HUD Region Universe Sample Universe Sample
1 404 467 51,991 76,046
2 319 320 44,690 58,523
3 503 568 73,600 84,934
4 703 638 78,124 68,362
5 1,106 1,106 126,703 120,471
6 587 539 70,346 59,297
7 301 348 33,890 49,940
8 290 290 19,614 16,426
9 865 865 85,230 94 914
10 340 340 18,050 16.139
Total: 5,418 5,481 602,238 645,052
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Exhibit I1I-16

Statistical Precision of Sample-Based Estimates

Sample 90-Percent

Section of the Housing Act Size Confidence Interval*
236 194 +0.06
221(d)(3)MR(Assisted) 72 +0.10
221(d)(3)BMIR 34 +0.14
Total Sample: 300 +0.05
Eligibility Cl

Non-Profit 66 +0.10
For-Profit, Ineligible 36 +0.14
For-Profit, Eligible 198 +0.06
Total Sample: 300 +0.05

*Binomial distribution confidence interval for estimates of proportions when the true proportion in the population is 0.5. Precision increases (confidence

intervals get smaller) as the population proportion departs trom 0.5.:

modeling of owner behavior. For the groups with
relatively smaller sample sizes, the precision is not
as good. Estimates for BMIR properties or for
Class 2 properties (ineligible, for-profit) have a
confidence interval of plus or minus 14 percentage
points.

The model results should not be stretched to
making statements about fine categories of proper-
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ties, for which the sample sizes are simply too
small to permit precise statements. For example,
some HUD Regions have samples as small as 15
properties, for which the confidence interval is 25
percentage points. This means that an estimate of
50 percent may represent a true percentage of
anywhere between 25 percent and 75 percent.






APPENDIX IV

Predicted Effect of Broad, Programmatic Preservation
Actions on Owners During the Next 15 Years
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Exhibit IV-1

Extend Section 8 Subsidies

Extend Section 8

Base Case Subsidies*
Properties Units Properties Units
Not-For-Profit -- Not
Eligible to Prepay
Default 1,067 116,978 501 56,201
Tax Credit 0 0 0 0
As Is Through Next 15 Years 356 54,443 921 115,219
Subtotal 1,423 171,421 1,422 171,420
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 619 77,888 379 48,810
Tax Credit 0 0 44 12,907
As Is Through Next 15 Years 198 28,233 394 44.404
Subtotal 817 106,121 817 106,121
For-Profit w/ Sale Option
--Eligible to Prepay
Default 882 85,621 708 70,003
Tax Credit 0 0 34 3,090
As Is Through Next 15 Years 333 39,314 459 55,262
Prepayment/Market Conversion 2,026 242,532 2,041 239,112
Subtotal 3,241 367,467 3,242 367,467
All Types of Properties Combined
Default 2,568 280,487 1,588 175,014
Tax Credit 0 0 78 15,997
As Is Through Next 15 Years 887 121,990 1,774 214,885
Prepayment/Market Conversion 2,026 242,532 2,041 239,112
Subtotal -- Preserved
(Tax Credit + As Is Through
Next 15 Years) 887 121,990 1,852 230,882
Total 5,481 645,009 5,481 645,008
Net Preserved Over
Base Case - - 965 108,892
15-Year Average Units Preserved 344,070 387,241
15-Year Average Additional Units 43,171
Note: Totals may differ due to rounding of weighted sums.

*"Extend Section 8" means provide a subsidy equal to Section 8 LMSAs after the expiration of current contracts.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties.

118



Exhibit IV-2

Additional Subsidy of $100 a Month

Additional Subsidy of
Base Case $100 a Month*
Properties Units Properties Units
Not-For-Profit -- Not
Eligible to Prepay
Default 1,067 116,978 337 39,750
Tax Credit 0 0 0 0
As Is Through Next 15 Years 356 54,443 1,086 131,670
Subtotal 1,423 171,421 1,423 171,420
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 619 77,888 432 63,973
Tax Credit 0 0 0 0
As Is Through Next 15 Years 198 28,233 385 42148
Subtotal 817 106,121 817 106,121
For-Profit w/ Sale Option
--Eligible to Prepay
Default 882 85,621 260 25,143
Tax Credit 0 0 30 4,629
As Is Through Next 15 Years 333 39,314 1,139 124,807
Prepayment/Market Conversion 2,026 242,532 1,812 212,888
Subtotal 3,241 367,467 3,241 367,467
All Types of Properties Combined
Default 2,568 280,487 1,029 128,866
Tax Credit 0 0 30 4,629
As Is Through Next 15 Years 887 121,990 2,610 298,625
Prepayment/Market Conversion 2,026 242,532 1,812 212,888
Subtotal -- Preserved
(Tax Credit + As Is Through
Next 15 Years) 887 121,990 2,640 303,254
Total 5,481 645,009 5,48l 645,008
Net Preserved Over
Base Case - - 1,753 181,264
15-Year Average Units Preserved 344,070 493,297
15-Year Average Additional Units 149,227
Note: Totals may differ due to rounding of weighted sums.

*" Additional Subsidy" means an additional, unrestricted property income of $100 per month per unit.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties.
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Exhibit IV-3

Make Tax Credit Available

Make Tax Credit
Base Case vailable*
Properties Units Properties Units
Not-For-Profit -- Not
Eligible to Prepay
Default 1,067 116,978 1,067 116,978
Tax Credit 0 0 0 0
As Is Through Next 15 Years 356 54,443 356 54,442
Subtotal 1,423 171,421 1,423 171,420
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 619 77,888 619 77,888
Tax Credit 0 0 0 0
As Is Through Next 15 Years 198 28,233 198 28,233
Subtotal 817 106,121 817 106,121
For-Profit w/ Sale Option
--Eligible to Prepay
Default 882 85,621 882 85,621
Tax Credit 0 0 79 16,946
As Is Through Next 15 Years 333 39,314 270 23,432
Prepayment/Market Conversion 2,026 242,532 2,010 241,468
Subtotal 3,241 367,467 3,241 367,467
All Types of Properties Combined
Default 2,568 280,487 2,568 280,487
Tax Credit 0 0 79 16,946
As Is Through Next 15 Years 887 121,990 824 106,107
Prepayment/Market Conversion 2,026 242,532 2,010 241,468
Subtotal -- Preserved
(Tax Credit + As Is Through
Next 15 Years) 887 121,990 903 123,053
Total 5,481 645,009 5,481 645,008
Net Preserved Over 1,063
Base Case - - 16
15-Year Average Units Preserved 344,070 344,141
15-Year Average Additional Units 71

Note: Totals may differ due to rounding of weighted sums.

*"Make Tax Credit Available" means to remove the current 10-year ownership requirement and remove the current 1989
sunset of the low-income housing tax credit.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties.

120



Exhibit 1V-4

Extend Subsidies and Make Tax Credit Available

Extend Subsidies and Make

Base Case Tax Credit Available*
Properties Units Properties Units
Not-For-Profit -- Not
Eligible to Prepay
Default 1,067 116,978 501 56,201
Tax Credit 0 0 0 0
As Is Through Next 15 Years 356 54,443 921 115,219
Subtotal 1,423 171,42] 1422 171,420
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 619 77,888 379 48,810
Tax Credit 0 0 79 15,438
As Is Through Next |5 Years 198 28,233 360 41,873
Subtotal 817 106,121 818 106,121
For-Profit w/ Sale Option
--Eligible to Prepay
Default 882 85,621 708 70,003
Tax Credit 0 0 113 20,036
As Is Through Next 15 Years 333 39,314 396 39,380
Prepayment/Market Conversion 2,026 242.532 2,025 238,048
Subtotal 3,241 367,467 3,242 367,467
All Types of Properties Combined
Default 2,568 280,487 1,588 175,014
Tax Credit 0 0 192 35474
As Is Through Next |5 Years 887 121,990 1,677 196,472
Prepayment/Market Conversion 2,026 242.532 2,025 238,048
Subtotal -- Preserved
(Tax Credit + As Is Through
Next 15 Years) 887 121,990 1,869 231,946
Total 5,481 645,009 5,482 645,008
Net Preserved Over
Base Case - - 982 109,956
15-Year Average Units Preserved 344,070 387,312
I5-Year Average Additional Units 43,242
Note: Totals may differ due to rounding of weighted sums.

*"Extend Subsidies” means [see IV-1]. "Make Tax Credit Available” means to remove the current 10-year ownership requirement and
remove the current 1989 sunset of the low-income housing tax credit.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties.
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Exhibit I'V-5

Five Percent Tax Credits,
Section 8 Subsidies Extended*

Tax Credit Available** 5% Credit
Properties Units Properties Units
Not-For-Profit -- Not
Eligible to Prepay
Default 501 56,201 501 56,201
Tax Credit 0 0 0 0
As Is Through Next I5 Years 922 115,219 921 115,219
Subtotal 1,423 171,420 1,422 171,420
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 379 48,810 354 47,268
Tax Credit 79 15,438 168 17,880
As Is Through Next |5 Years 359 41,873 295 40,973
Subtotal 817 106,121 817 106,121
For-Profit w/ Sale Option
--Eligible to Prepay
Default 708 70,003 621 59,751
Tax Credit 113 20,036 173 21,538
As Is Through Next 15 Years 395 39,380 423 48,145
Prepayment/Market Conversion 2,025 238,048 2,025 238,033
Subtotal 3,241 367,467 3,242 367,467
All Types of Properties Combined
Default 1,588 175,014 1,476 163,220
Tax Credit 192 35,474 341 39,418
AsIs Through Next 15 Years 1,676 196,472 1,639 204,337
Prepayment/Market Conversion 2,025 238,048 2,025 238,033
Subtotal -- Preserved
(Tax Credit + As Is Through
Next 15 Years) 1,868 231,946 1,980 243755
Total 5,481 645,008 5,481 645,008
Net Preserved Over
Basic Tax Credit - - 112 11,809
15-Year Average Units Preserved 344,070 393,025
15-Year Average Additional Units 48,955
Note: Totals may differ due to rounding of weighted sums.

*"Section 8 Subsidies Extended" means [see 1V-1].
#*"Tax Credit Available" means to remove the current |0-year ownership requirement
and remove the current 1989 sunset of the low-income housing tax credit.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties.

122



Exhibit IV-6

Six Percent Tax Credit,
Section 8 Subsidies Extended*

Tax Credit Available** 6% Credit
Properties Units Properties Units
Not-For-Profit -- Not
Eligible to Prepay
Default 501 56,201 501 56,201
Tax Credit 0 0 0 0
As Is Through Next 15 Years 922 115,219 922 115,219
Subtotal 1,423 171,420 1,423 171,420
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 379 48,810 277 42169
Tax Credit 79 15,438 397 40,566
As Is Through Next 15 Years 359 41,873 143 23,386
Subtotal 817 106,121 817 106,121
For-Profit w/ Sale Option
--Eligible to Prepay
Default 708 70,003 528 52,6l]
Tax Credit 113 20,036 320 40,629
As Is Through Next I5 Years 395 39,380 368 36,194
Prepayment/Market Conversion 2,025 238,048 2,025 238,033
Subtotal 3,241 367,467 3,241 367,467
All Types of Properties Combined
Default 1,588 175,014 1,306 150,98l
Tax Credit 192 35,474 717 81,195
As Is Through Next 15 Years 1,676 196,472 1,433 174,799
Prepayment/Market Conversion 2,025 238,048 2,025 238,033
Subtotal -- Preserved
(Tax Credit + As Is Through
Next 15 Years) 1,868 231,946 2,047 242 141
Total 5,481 645,008 5,481 645,008
Net Preserved Over
Basic Tax Credit - - 498 10,195
15-Year Average Units Preserved 344,070 399 711
15-Year Average Additional Units 55,641
Note: Totals may differ due to rounding of weighted sums.

*"Section 8 Subsidies Extended” means [see [V-1].
**"Tax Credit Available” means to remove the current 10-year ownership requirement and
remove the current 1989 sunset of the low-income housing tax credit.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties.

123



Exhibit 1V-7

Tax on Sale Cash Only,
Section 8 Subsidies Extended*

Tax Credit Available** Tax on Sale Cash Only
Properties Units Properties Units
Not-For-Profit -- Not
Eligible to Prepay
Default 501 56,201 501 56,201
Tax Credit 0 0 0 0
As Is Through Next 15 Years 922 115,219 921 115,219
Subtotal 1,423 171,420 1,422 171,420
For-Profit w/o Sale Option
--Not Eligible to Prepay
Default 379 48 810 354 47,268
Tax Credit 79 15,438 390 43,677
As Is Through Next |5 Years 359 41,873 74 15,176
Subtotal 817 106,121 818 106,121
For-Profit w/ Sale Option
--Eligible to Prepay
Default 708 70,003 667 65,209
Tax Credit 113 20,036 293 45,570
As Is Through Next 15 Years 395 39,380 273 24314
Prepayment/Market Conversion 2,025 238,048 2,009 232,374
Subtotal 3,241 367,467 3,242 367,467
All Types of Properties Combined
Default 1,588 175,014 1,522 168,678
Tax Credit 192 35,474 683 89,247
As Is Through Next 15 Years 1,676 196,472 1,268 154,709
Prepayment/Market Conversion 2,025 238,048 2,009 232,374
Subtotal -- Preserved
(Tax Credit + As Is Through
Next 15 Years) 1,868 231,946 1,951 243,956
Total 5,481 645,008 5,482 645,008
Net Preserved Over
Basic Tax Credit - - 498 12,010
15-Year Average Units Preserved 344,070 390,394
[5-Year Average Additional Units 46,324
Note: Totals may differ due to rounding of weighted sums.

#"Section 8 Subsidies Extended” mean [see [V-1].
**"Tax Credit Available” means to remove the current [0-year ownership requirement
and remove the current 1989 sunset of the low-income housing tax credit.

Source: National Low Income Housing Preservation Commission Preservation Model Analysis of 300 HUD-insured Properties.
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APPENDIX V

Biographies of Members and Executive Staff
Of the National Low Income Housing

Preservation Commission

Amy S. Anthony

Amy S. Anthony
was appointed
by Governor
Michael S.
Dukakis on
January 6, 1983
as the Secretary
of the Mas-
sachusetts Execu-
tive Office of

| Communities &

Chair of the Mas-
sachusetts
Housing Partnership. Previously, she established
and directed the activities of Amy Anthony As-
sociates, a housing consulting and development
company based in Boston and Springfield. From
1973 to 1980, Ms. Anthony served as Director of
the Housing Allowance Project in Springfield. She
has served, and remains active on, a number of as-
sociations and commissions concerned with hous-
ing and development issues.
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Mortimer Caplin

Mortimer Caplin
is a member of
the law firm of
Caplin & Drys-
dale in
Washington,
D.C. Following
his graduation
from the Univer-
sity of Virginia
Law School, he
practiced law in
New York City
from 1941 to
1950, with time
out for military service in the U.S. Navy. Mr.
Caplin then returned to the University of Virginia
as a Professor of Law, specializing in tax and cor-
porate law. From 1960 until January 1961, Mr.
Caplin served on President Kennedy’s Task Force
on Taxation. President Kennedy then appointed
him U.S. Commissioner of Intemal Revenue. He
served in that post until 1964, when he resumed
private law practice with his current firm. On leav-
ing the Federal Government, Mr. Caplin received
the Alexander Hamilton Award, the highest award
conferred by the Secretary of the Treasury "for out-
standing and unusual leadership during service as
U.S. Commissioner of Internal Revenue."”



Phillip L. Clay

Phillip L. Clay is
an Associate
Professor in the
Department of
Urban Studies
and Planning at
the Mas-
sachusetts In-
stitute of
Technology. He
is an honor’s
graduate of the
University of
North Carolina
at Chapel Hill.
He holds a Ph.D. in City Planning from MIT.
Professor Clay is author of Neighborhood Renewal
and Neighborhood Politics and Planning as well as
numerous reports and articles, including At Risk of
Loss: The Endangered Future of Low Rent Hous-
ing Resources. Professor Clay is a former Assis-
tant Director of the MIT-Harvard Joint Center for
Urban Studies, and now directs the master’s degree
program in the MIT Urban Studies and Planning
Department. In addition to his MIT respon-
sibilities, Professor Clay is involved in numerous
community activities.
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Cushing N. Dolbeare

Cushing N. Dol-
beare is a con-
sultant on
housing and
public policy.
She began her
housing career in
1956 as Assis-
tant Director for
the Housing As-
sociation of
Delaware, where
she was sub-
sequently named
Managing Direc-
tor. From 1974 to 1977, Ms. Dolbeare was Execu-
tive Secretary for the National Rural Housing
Coalition. In 1976, she founded the Low Income
Housing Information Service and served as its Ex-
ecutive Secretary until 1984. She founded the Na-
tional Low Income Housing Coalition in 1979,
served as President from 1979 through 1984, and
continues to serve as Chairperson. From 1981 to
1982, she participated on the President’s Commis-
sion on Housing as staff and as alternate to Com-
missioner Edward W. Brooke. Ms. Dolbeare
performs analyses of housing needs and programs
affected by pending housing legislation for various
public interest organizations, and frequently tes-
tifies on housing needs and pending legislation
before House and Senate Committees on behalf of
public interest groups. She has served on a number
of boards concerning housing and development is-
sues, and remains active on several.




Anthony Downs

Anthony Downs
is a Senior Fel-
low at the Brook-
ings Institution
in Washington,
D.C. Hewas a
member and
then Chairman
of Real Estate
Research Cor-
poration, a
nationwide con-
sulting firm ad-
vising private
and public
decisionmakers on real estate investment, housing
policies, and urban affairs. He has served as a con-
sultant to many of the Nation’s largest corpora-
tions, major developers, government agencies, and
private foundations. Dr. Downs received a Ph.D.
in economics from Stanford University, and is the
author or co-author of 15 books and more than 300
articles.
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Dianne Feinstein

Dianne Feinstein
was elected 35th
Mayor of the
City and County
of San Francisco
by the Board of
Supervisors on
December 4,
1978, to fill the
unexpired term
of the late Mayor
George Mos-
cone. She was
elected to a full
term on Decem-
ber 11, 1979, and was reelected November 8, 1983.
In 1970, she became the first woman elected as
President of San Francisco’s Board of Supervisors,
serving a total of 9 years as a Supervisor, 5 of them
as President. During her tenure, she has doubled
housing production and established an Office of
Housing and Economic Development that pursues
innovative programs such as using mortgage
revenue bonds and requiring office developers to
fund housing. Mayor Feinstein is a graduate of
Stanford University.



Martin S. Feldstein

Martin S.
Feldstein is the
George F. Baker
Professor of

| Economics at
Harvard Univer-
sity and Presi-
dent of the
National Bureau
of Economic
Research, a
private, non-
profit research
organization that
specializes in
producing objective quantitative studies of the U.S.
economy. From 1982 through 1984, Dr. Feldstein
was, as Chairman of the Council of Economic Ad-
visers, President Reagan’s chief economic adviser.
Dr. Feldstein graduated from Harvard College and
received his Ph.D. from Oxford University. He is
the author of more than 200 articles on a wide
range of economic subjects. Dr. Feldstein is a
Director of four corporations and is an economic
adviser to several businesses in the United States
and abroad. He is a regular contributor to the Wall
Street Journal, and with his wife Kathleen, writes a
monthly column for The Washington Post and The
Los Angeles Times.
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Maurice A. Ferre

Maurice A. Ferre
served as Mayor
of Miami,
Florida, from
1973 through
1985. He began
his political
career upon his
election to the
Florida House of
Representatives,
and was a City
of Miami Com-
missioner from

1967 to 1970.
Mr. Ferre held several Presidential appointments,
including membership on the 1975 President’s Ad-
visory Board on Ambassadorial Appointments and
to the 1978 UNESCO General Assembly in Paris.
He has been decorated by the countries of Colum-
bia, the Dominican Republic, Spain, and
Venezuela. He was Chairman of the Downtown
Development Authority from 1973 to 1985, and is
a member on the Board of Govemnors of the
Greater Miami Chamber of Commerce. Currently,
Mr. Ferre is involved in a variety of business and
philanthropic activities and is based in Coral
Gables.



J. Roderick Heller, III

J. Roderick
Heller, III, 1s
President and
Chief Executive
Officer of the

| National Cor-
poration for
Housing Partner-
ships, a Congres-
sionally
authorized entity
created to en-
courage the con-
struction of low-
and moderate-in-
come housing. Prior to joining NCHP, Mr. Heller
was President and Chief Operating Officer of Bris-
tol Compressors, Inc. An honors graduate of Prin-
ceton University and the Harvard Law School, Mr.
Heller joined the Washington law firm of Wilmer,
Cutler & Pickering in 1963. He left Wilmer, Cut-
ler in 1965 and served with the U. S. Agency for In-
ternational Development in India and Pakistan until
1968. He rejoined Wilmer, Cutler in 1968 and
practiced Jaw there until 1985, serving as partner
from 1971 to 1982 and as counsel from 1982 to
1985. He is a Director of Riggs National Bank,
Washington, D.C. and the Auto-trol Technology
Corporation, Denver, Colorado.
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Carla A. Hills

Carla Anderson
Hills is a partner
in the law firm
of Weil, Gotshal
& Manges. She
served as
Secretary of
Housing and
Urban Develop-
ment in the Ford
Administration.
From 1974 to
1975, she was
Assistant Attor-
ney General,
Civil Division, U. S. Department of Justice. In
1976, Time magazine named her as one of its 10
Women of the Year. In 1981 and 1982, she served
as Vice-Chairman of President Reagan’s Commis-
sion on Housing and in 1985 and 1986 as a mem-
ber of President Reagan’s Commission on Defense
Management. Mrs. Hills currently serves on the
boards of IBM, Chevron Corporation, the Federal
National Mortgage Association, Corning Glass
Works, The Henley Group, Inc., and American Air-
lines. She has been Chairman of the Urban In-
stitute since 1983. Mrs. Hills received her
bachelor’s degree from Stanford University and
her law degree from Yale University, and has
studied at Oxford University.



M. Carl Holman

M. Carl Holman
has been Presi-
dent of the Na-
tional Urban
Coalition since
1971. Prior to
joining the Coali-
tion in 1968 as

| Vice President

J of Programs, Mr.
Holman was
Deputy Director
of the U.S. Com-
mission of Civil
Rights. He was
a Professor of English at Clark College in Atlanta
and also taught at Atlanta University and the
Hampton Institute, He was the founding editor and
publisher of the award-winning weekly newspaper,
the Atlanta Inquirer. Mr. Holman was a founding
Board Member of Jobs for America’s Graduates,
and serves on a number of boards and committees,
including the National Center for Neighborhood
Enterprise, the Field Foundation, the Manpower
Demonstration Research Corporation, and the Na-
tional Endowment for the Humanities.
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Stan Lundine

Stan Lundine

| was elected
Lieutenant
Govemor of
New York in
1986. He began
his political
career upon his
election to the of-
fice of Mayor of
Jamestown, New
York, in 1969.
In a special elec-
tion in 1976, he
was elected to
the U.S. House of Representatives for New York’s
34th District, where he was subsequently re-elected
for five terms. As a Member of the Banking,
Finance and Urban Affairs Committee, he helped
lead the fight to provide emergency aid to New
York City during its fiscal crisis in the late 1970s.
In the housing field, he initiated the Rural Preserva-
tion Grant Program, which works with private non-
profit groups to rehabilitate existing structures. He
has also led the Congressional task forces on trade
and on industrial innovation and productivity.
Lieutenant Governor Lundine attended Duke
University and holds a law degree from New York
University.



David O. Maxwell

David O. Max-
well is Chairman
of the Board and
Chief Executive
Officer of the
Federal National
Mortgage As-
sociation (Fannie
Mae). He joined
) the Corporation
as President in
February 1981
and was elected
Chairman on
May 21, 1981.
Prior to joining Fannie Mae, Mr. Maxwell was
Chairman and CEO of Ticor Mortgage Insurance
Company, Los Angeles, from 1973 to 1981. He
served as General Counsel for the U.S. Department
of Housing and Urban Development from 1970 to
1973, and as Insurance Commissioner and then
Secretary of Administration and Budget Secretary
of the Commonwealth of Pennsylvania from 1967
to 1970. A graduate of Yale College and the Har-
vard Law School, he practiced law in Philadelphia
from 1959 to 1967. He serves on the Board of
Directors of Kaufman and Broad, Inc., the Board
of Trustees of The Urban Institute, the Board of
Directors of The Enterprise Foundation, and the
Board of Directors of the Alliance to Save Energy.
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William G. Milliken

William G. Mil-
liken retired in
1983 as
Michigan’s
longest serving
Governor.
Governor
Milliken’s ex-
perience in
politics includes
election to the
State Senate in
1960 and 1962
and service as
Senate Majority
Floor Leader in 1963. First elected Governor in
1970, Governor Milliken moved up to that office
after serving as Lieutenant Governor. He is a mem-
ber of the Boards of Directors of the Chrysler Cor-
poration, the Unisys Corporation, The Ford
Foundation, Coachmen Industries in Indiana, E.F,
Hutton Group Inc., and Total Petroleum Ltd. and is
Chairman of the Board of The Center for the Great
Lakes in Chicago. Prior to his political career, he
was President of J.W. Milliken and Company, a
chain of Michigan department stores. He is a
graduate of Yale University and is a recipient of
numerous honorary degrees, including honorary
doctor of law degrees from the University of
Michigan and Yale University.



Richard Ravitch

Richard Ravitch
1s the former
Chairman of the
Board and Chief
Operating Of-
ficer of The
Bowery Savings
Bank. Heisa
General Partner
of Waterside
Redevelopment
Company,
Stevenson Com-
mons As-
sociates,
Manhattan Plaza Associates, and Central
Westchester Associates and is a Director of Inter-
state Bakeries Corp. Mr. Ravitch was formerly
Chairman of several organizations, including
Metropolitan Transportation Authority, New York
State Urban Development Corporation, New York
State Economic Development Board, and the
American Stock Exchange Nominating Committee.
He was recently awarded the UJA Annual Award
{Banking and Finance Division) and the Award for
High Civic Service, Citizens Budget Commission.
Mr. Ravitch is a Phi Beta Kappa graduate of
Columbia College and is a graduate of Yale Univer-
sity School of Law. He is admitted to practice
before the Supreme Court of the United States.
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Henry S. Reuss

Henry S. Reuss
represented the
5th District of
Wisconsin (Mil-
waukee) in the
U.S. House of
Representatives
from 1955 to
1983. He served
as Chairman of
the House Com-
mittee on Bank-
ing, Finance and
Urban Affairs
from 1975 to
1981 and of the Joint Economic Committee from
1981 to 1983. Mr. Reuss’s legislative accomplish-
ments are many and include the Peace Corps, the
Mass Transit Research Act, the Federal Reserve
Reform Act, the Financial Institutions Deregulation
Act, and numerous measures to promote full
employment and price stability. He is a Director of
the Enterprise Foundation, the Committee on the
Constitutional System, Former Members of Con-
gress, Common Cause, and the Committee on
Developing American Capitalism. Prior to service
in Congress, Mr. Reuss practiced law in Mil-
waukee. He is a graduate of Cornell University
and the Harvard Law School, and is the recipient of
many honorary degrees.




Herman J. Russell

Herman J. Rus-
sell is President
and Chairman of
the Board of H.J.
Russell & Co., in
Atlanta, Georgia,
a computer data
processing and
management ser-
vice established
in 1959. He is
President and
CEO of several
companies he
founded during
his career, ranging from construction and real es-
tate development to property management, and in-
cluding the Paradise Apartments Management
Company, H.J. Russell Construction Co., Interstate
Construction Co., Georgia Southeastern Land Co.,
Gibralter Land, Inc., and Diversified Project
Management. Mr. Russell serves on a number of
boards, including those of Prime Cable, First Atlan-
ta Corporation, Atlanta Chamber of Commerce,
Georgia Chamber of Commerce, Atlanta Com-
merce Club, Central Atlanta Progress, and the Busi-
ness Council of Georgia. He is involved in
numerous civic activities and has been recognized
for his many achievements, being honored recently
for the Presidential Achievement Award presented
by the Georgia Association of Black Elected Offi-
cials. He is a graduate of Tuskegee Institute, of
which he is now a member of the Board of Direc-
tors.
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Lawrence B. Simons

Lawrence B.
Simons is a
partner in the
Washington,
D.C,, law firm of
Powell,
Goldstein,
Frazer and Mur-
phy, which spe-
cializes in
development,
housing, and
financial mat-
ters. Prior to
joining Powell,
Goldstein, Mr. Simons served as Assistant
Secretary for Housing/Federal Housing Commis-
sioner, Department of Housing and Urban Develop-
ment from 1977 to 1981. He has published articles
in various trade publications and has spoken at
seminars and trade association meetings on
problems affecting housing and the real estate in-
dustry. He is a Director of the National Associa-
tion of Home Builders, the National Housing
Conference, and the National Housing Rehabilita-
tion Association and is a member of the American
Bar Association. He is a Director of the Pennsyl-
vania Avenue Development Corporation in
Washington, D.C., and is a Trustee of Bayley
Seton Hospital in Staten Island, New York. Mr.
Simons received his undergraduate degree from
Duke University and his law degree from Colum-
bia University.



Robert L. Woodson

Robert L. Wood-
son is President
of the National
Center for Neigh-
borhood
Enterprise and
Chairman of the
Council for a

| Black Economic
Agenda. He was
formerly Resi-
dent Fellow and
Director of the
American
Enterprise In-
stitute Neighborhood Revitalization Project and
previously directed national and local community
development programs that included work among a
broad cross-section of the American public, from
blacks in Chicago to farm workers in California.
He received a B.S. from Cheyney State College
and an M.S.W. from the University of Pennsyl-
vania and attended the University of Massachusetts
doctoral program. Mr. Woodson serves on the
President’s Board of Advisors on Private Sector In-
itiatives and on a number of boards, including
those of the Rockford Institute, Americans for Tax
Reform, American Association of Enterprise
Zones, Capital Research Center, National Adoption
Center, and Corporation for Enterprise Develop-
ment.
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Executive Staff

Linda Parke Gallagher

Linda Parke Gallagher is a public policy
consultant and communications executive, She is
President of Linda Parke Gallagher Associates, a
public policy consulting firm located in
Washington, D.C., and specializing in national
policy issues in areas such as telecommunications,
energy, the environment, and housing. She has
served as a Senior Vice President, Corporate Af-
fairs, for the Federal National Mortgage Associa-
tion and in various public affairs positions with
AT&T. Asaloaned executive from AT&T, she
was Executive Director of the Alliance to Save
Energy. Ms. Gallagher received her bachelor’s de-
gree from George Washington University and has
done graduate work there toward an M.B.A.
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James E. Wallace

James E. Wallace is a policy analyst
specializing in program evaluation in housing
development and finance, tax and legal aspects of
housing, alternative ownership options, housing
economics (including costs and affordability), and
other aspects of housing. He is a Project Director
with Abt Associates of Cambridge, Massachusetts.
Dr. Wallace served as a Chief Policy Analyst with
the President’s Commission on Housing and has
performed many planning and development studies
for the U.S. Department of Housing and Urban
Development, the U.S. Agency for International
Development, the U.S. Department of Health and
Human Services, the U.S. Department of Agricul-
ture, municipalities, and associations in the real es-
tate field. Dr. Wallace has been published widely
on many subjects in the housing field. He received
his bachelor’s degree with high honors from North
Carolina State University at Raleigh, a master’s de-
gree in aeronautical engineering from Cornell
University, and his doctorate, in urban studies and
planning, from the Massachusetts Institute of Tech-
nology.
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