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Foreword

The Mark-to-Market (M2M) program, authorized by the Multifamily Assisted Housing
Reform and Affordability Act (MAHRA), was enacted on October 27, 1997 to reduce the
subsidy costs in FHA-insured properties with project-based Section 8 that had above
market rents, to preserve the affordable housing stock, and to introduce administrative
efficiencies in the multifamily FHA insured Section 8 portfolio. The Office of
Multifamily Housing Assistance Restructuring (OMHAR) was created within HUD, to
manage the M2M program. OMHAR will sunset on September 30, 2004, but HUD’s
authority to enter into M2M agreements will continue through September 30, 2006.

This study aimed to assess the effectiveness of the M2M program in achieving the
objectives stipulated in the authorizing legislation. The study made estimates of the
savings to HUD to be derived from all M2M restructurings completed as of July 31,
2003. The savings amount is based on calculating the 20-year impact of M2M-based rent
reductions along with the costs associated with reducing the FHA-insured mortgages,
administrative costs, and possible costs of default for Watch List properties. The base
case comparison assumes that, without the program, rents would remain at their (above-
market) pre-restructuring levels for the 20-year period.

Since operations began in early 1999, the efficiency of the processing time for the M2M
program has improved greatly. The decline in processing time appears to be associated
with a number of policy changes implemented by OMHAR, including an Owner
Incentive Package, changes in the M2M underwriting standards, and the personnel and
organizational changes at OMHAR. Much of this gain in efficiency may also reflect the
fact that M2M is a complicated program and it therefore takes time for all the relevant
parties to learn and accumulate experiences.

The clear intent of the legislation was that OMHAR should operate as a single function
entity, with responsibility solely for implementing the MAHRA requirements. This
administrative design appears to have been an effective means of achieving M2M
programmatic goals.

Dennis C. Shea
Assistant Secretary for Policy
Development and Research
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Executive Summary

Introduction

This evaluation of the Mark-to-Market (M2M) Program was conducted under a contract
issued by the U.S. Department of Housing and Urban Development’s (HUD) Office of
Policy Development and Research (PD&R) to Econometrica, Inc. and its subcontractor Abt
Associates in September 2002. The M2M program was authorized by Congress to address
concern about the rising costs of rent subsidies in HUD’s Section 8 multifamily housing
program. The goal of the study is to evaluate the overall implementation of the program. This
includes both the cost-effectiveness of the program and its success in addressing the needs of
key stakeholders, the owners and residents of Section 8 properties.

The Section 8 program pays rental subsidies to owners of multifamily properties that provide
rental units to low-income households. The level of rent subsidy for each property was based
on initial rents that were established when the properties entered the program in the late
1970s through the mid 1980s. Often rents were set above local market levels to compensate
for the costs of Section 8 administration, the higher construction costs occasioned by using
Davis-Bacon wage rates, and special features for the elderly. It should also be kept in mind
that new construction is expensive by definition and in this period costs were driven up by
high inflation. For example, in 1981 the FHA single-family interest rate peaked at 17.5%.
Rent allowances supported the goal of developing new affordable rental housing in better
areas than in the past. However, by the late 1990s many of these Section 8 properties
received rental subsidies that were substantially above market levels. HUD analysis in the
early 1990s indicated that the continued growth in the level of subsidies would eventually be
unsupportable within HUD’s budget limitations.

To contain the rising costs of rental subsidies, while preserving the viability of the properties,
the M2M program authorizes HUD to reduce rents to market levels on Section 8 properties
financed with HUD (FHA) insured mortgages. The primary mechanisms for maintaining the
financial viability of the properties is to write-down and/or reduce the FHA mortgage to a
level that can be supported by the lower rents. These rental adjustments and mortgage
restructurings would be negotiated as existing Section 8 contracts expired in the late 1990s
and early 2000s. A primary programmatic goal was the preservation of affordable housing.
Preservation encompassed the continuing physical and financial viability of a property while
being able to charge affordable rents.

The Executive Summary begins with an overview of the M2M program and the structure and
objectives of the evaluation. The Executive Summary next reports the more quantitative
evaluation findings in four sections that discuss:

e The level of M2M activity and the characteristics of the properties that participated or
chose not to participate.

Vi
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« Estimates of the quantifiable costs and benefits of the program.

o Improvements over the life of the program in the efficiency with which it moves
projects through the restructuring process.

e Preliminary data on the post-M2M financial performance and physical condition of
projects that have been restructured.

The Executive Summary then presents our assessment of OMHAR as an organizational
strategy and the effects of the M2M process on owners and tenants. The Executive Summary
closes with a discussion of lessons for future M2M-type efforts to manage HUD’s portfolio
of assisted multifamily properties.

Overview of the M2M Program

The M2M program was authorized by the Multifamily Assisted Housing Reform and
Affordability Act (MAHRA) enacted on October 27, 1997. A key provision of MAHRA
required an independent office, created within HUD, to manage the M2M program. This was
the Office of Multifamily Housing Assistance Restructuring (OMHAR). It was expected that
projects would enter the program when their original Section 8 contracts expired in the late
1990s and early 2000s. Therefore, the legislation, as amended, stipulated that OMHAR
would sunset on September 30, 2004. HUD’s authority to enter into M2M agreements would
continue through September 30, 2006, to allow for completion of processing on the last
projects.

The first goal of the M2M program is to reduce project-based Section 8 subsidized rents that
are greater than market level in projects with FHA-insured mortgages. The program
authorizes HUD to reduce Section 8 rents to market rent levels in these projects. In some
cases the project will remain viable with the reduced rents, without further action by
OMHAR. These are called “Lite” transactions or “rent restructurings.” The processing
required for these transactions is limited and no long-term use agreement is obtained from the
owner.

In many cases, however, a simple rent reduction would result in a default because a project
would no longer be able to pay its expenses and debt with the reduced income. Therefore,
M2M authorizes partial or full payments of mortgages from the FHA Insurance Fund to
reduce the size of the first mortgage debt. By reducing the monthly mortgage payment to the
point where market rents can adequately cover it (and appropriate project expenses), the
Section 8 subsidy is reduced and the project remains viable. These transactions are called
“Fulls” or “mortgage restructurings.” The processing required for these transactions is quite
substantial, and a 30-year Use Agreement, requiring that the property continue to provide
affordable housing, is obtained from the owner.

In a Full transaction, the existing FHA-insured first mortgage is paid off in its entirety and a
new, generally much smaller mortgage, is put in its place. In most, but not all, cases the new

vii
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mortgage is also FHA-insured. In many cases, the amount of the claim (mortgage) payment
is not forgiven; rather the project carries this amount as additional debt in second and third
mortgages that are payable only to the extent funds are available over time or at the time the
project is sold or refinanced.

The second goal of the M2M program is the preservation of affordable rental housing where
it is needed. Aspects of the program targeted to this goal include:

« Provision for current project repairs where needed, through a rehabilitation escrow
that provides for repairs to be completed after closing. Those repairs may include
items necessary to bring the property up to a reasonable non-luxury standard, such as
the installation of air conditioning in areas where all the comparable properties are
air-conditioned.

e Requiring ongoing deposits to reserves for replacement that are designed to assure
that the property remains sound during the entire term of the new mortgage. These are
nearly always much greater than the reserves that were required under existing HUD
mortgages.

o Authority to grant above-market rents in jurisdictions where there is a need for
affordable housing and the property cannot be made financially viable with market
rents. The above market rents must be sufficient to pay for projected operating costs
and any new debt service on the property. These are called “exception rents.” By
statute, no more than 5 percent of the properties in the program may have exception
rents.

Objectives of This Study

This study aims to assess the effectiveness of the M2M program in achieving the objectives
stipulated in the authorizing legislation. Among the specific objectives of the study are:

o Determining if the M2M program has effectively addressed the problem of growing
Section 8 project-based rental subsidies in properties with FHA-insured mortgages.

o Establishing if the M2M restructuring process has promoted the preservation of
affordable housing units.

e Assessing the extent to which M2M has promoted capital improvements in Section 8
properties and enhanced the quality of housing provided to Section 8 tenants.

o Assessing the effectiveness of the administrative mechanisms HUD has employed to
implement M2M, which include underwriting M2M transactions by Participating
Administrative Entities (PAEs) under contract to OMHAR.

To address these objectives the study used three distinct data collection approaches:

viii
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e A Process Analysis of the administrative mechanisms put in place to implement the
M2M program. This study component involved a review of all pertinent OMHAR
documentation, as well as interviews with key players in the restructuring process.
The key players included past and current OMHAR staff, HUD Office of Housing
Staff, senior managers at PAEs, and owners of Section 8 multifamily properties. This
study component addressed research questions on participant satisfaction, tenant
impacts, effects of program changes over time, and PAE operations.

e A Retrospective Statistical Analysis of trends in participation levels, estimates of
savings to the government resulting from the program, measures of program
efficiency, and preliminary indications of program outcomes. This part of the
evaluation used OMHAR and FHA data on properties to provide quantitative
assessments of each of the study’s research questions. The sample was limited to
projects that entered the program by July 31, 2003.

e A Prospective Analysis that used a case study approach to document the
restructuring process for 15 properties undergoing restructuring in 2003. This was the
primary data source on the impact of M2M on tenants. This study component also
analyzed the interplay of interests and incentives that shape the outcomes of the
restructuring process. Case studies on each of these 15 properties appear in the second
section of this report. The sample was limited to projects that entered the program by
July 31, 2003.

The conclusions drawn from the data obtained from the three data collection approaches are
presented below.

Overview of M2M Operations to Date

As of July 31, 2003 a total of 2,416 properties had entered the M2M process (27 percent of
all FHA-insured Section 8 properties). We expect that somewhere between 1,000 and 2,000
additional properties will enter the M2M process. (An earlier study by Abt Associates
estimated that approximately half the assisted stock, or about 4,500 properties had rents
above local market levels. We know that approximately 2,400 properties have already
entered the process, so we can assume that less than 2,000 additional properties with above
market rents will enter the M2M process as their contracts expire. It is likely that the number
of properties with above market rents that will enter the process will be smaller than 2,000 as
some will opt out or not enter the restructuring process for other reasons. The remaining
properties will have below-market rents).

Some of the characteristics of the properties that have gone through the program as of July
31, 2003, include:
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Of the 2,416 properties that entered the program, 1,187 (49 percent) had closed. This
included 391 Lites and 796 Fulls. Over 95 percent of the 608 properties in the
pipeline at the end of July 2003 were Fulls.

A total of 621 had “Actions Other Than Closing” (AOTC). This includes 297
properties that were placed on OMHAR’s “Watch List.” Watch List properties have
their rents reduced to market levels, but do not have their mortgages restructured. In
contrast to Lites, which the PAE believes are financially sound with reduced rent but
no mortgage reduction, the PAE believes that Watch List properties may experience
financial difficulties at these reduced rent levels. Watch List properties may reenter
the restructuring process at a later time.

AOTC:s also include 324 properties that had discontinued the restructuring process
without being placed on the Watch List because they were found to be ineligible or
for other reasons. The most common reason for a property being ineligible is that it
was financed by state or local bonds that prohibit a M2M restructuring. Properties
that are ineligible due to this reason may enter the M2M process at a time when the
bond financing permits it. Properties may discontinue the process because an owner
with an out-year contract expiration date elects not to move forward with the
restructuring and is not required to have the rents reduced to market at the time the
deal is discontinued.

Properties that entered M2M tended to have high pre-restructuring rents. In addition,
M2M properties were slightly more likely to be located in the South and in non-
metropolitan areas than the properties in the portfolio as a whole.

The Western region was significantly under-represented among properties entering
M2M.

Properties assisted under the Section 8 New Construction/Substantial Rehabilitation
(NC/SR) Programs often started out with above-market rents in order to support
housing development in targeted areas. Many of these properties also benefited from
automatic annual increases in rents. As a result, many of these properties had high
rents and were therefore more likely to enter the M2M program. In contrast, rents in
the older group of Section 8 properties were often set below market levels and rent
increases were granted based on actual budget needs.

In many respects, Full properties are the best measure of M2M’s impact. These are
the properties that could most probably remain financially and physically viable with
reduced rents through a debt restructuring, and thus they represent the stock of
properties that was preserved as a result of the program. Salient characteristics of
Fulls include:

« Fulls are more likely to be in the South and less likely to be in the West than
Lites.
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« Fulls are more likely to be in non-metropolitan areas, and less likely to be in
central cities than Lites.

« Fulls are more likely to be serving family households than Lites.

« Compared to all other properties eligible for M2M, Fulls were more likely to
be in Census tracts with higher poverty rates.

« Compared to Lites, Fulls tended to be in Census Tracts with comparatively
higher vacancy rates and higher rates of poverty.

. Of the closed Fulls, 28 percent had received exception rents.

« Exception rent properties were more likely to be in poorer neighborhoods than
properties that closed at market rents.

. Exception rent properties were more likely to be in non-metro areas compared
to properties that closed at market rents.

Cost Savings Derived from M2M Restructurings

The study made estimates of the savings to HUD to be derived from all M2M restructurings
completed as of July 31, 2003. The savings amount is based on calculating the 20-year
impact of M2M-based rent reductions along with the costs associated with reducing the
FHA-insured mortgages, administrative costs, and possible costs of default for Watch List
properties. The base case comparison assumes that, without the program, rents would remain
at their (above-market) pre-restructuring levels for the 20-year period. For the properties that
had been processed through M2M as of July 2003, the average rent savings were:

For Lites, $73 per-unit, per month, for a total of $418.7 million net present value over
20 years.

For all Fulls, $98 per-unit, per month, ($106 for Fulls that closed at market rent and
$79 for Fulls that closed with exception rents). The total net present value of expected
Section 8 savings is $1.1 billion over 20 years across all Fulls.

For Watch List Properties, $92 per month, per unit, or $273.7 million net present
value over 20 years.

These rent savings total $1.79 billion net present value over 20 years.

These projected savings have to be measured against the costs of writing down mortgages for
the Fulls, possible future defaults of Watch List properties, and the costs of operating the
M2M program.

Xi
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Three net savings estimates were developed based on differing scenarios regarding the future
financial performance of Fulls and Watch List properties that have gone through M2M. The
upper-end scenario assumes that no Watch List properties will default and there will be full
repayment of second and third mortgages for all Fulls. Under this scenario the present value
of total expected net savings over the next 20 years for all properties that have been
processed through M2M as of July 2003 would be $883 million, or $30 per-unit per-month.

A lower-end scenario assumes that all Watch List properties will default and that there will
be no repayment of second and third mortgages for all Fulls. Under this scenario the present
value of total expected net savings over the next 20 years for all properties that have been
processed through M2M as of July 2003 would be $111 million, or $4 per-unit per-month.,

A third, more realistic scenario assumes partial repayment of the seconds and thirds and no
defaults of Watch List properties. Under this scenario the present value of total expected net
savings over the next 20 years for all properties that have been processed through M2M as of
July 2003 would be $831 million, or $28 per-unit per-month.

Processing Efficiency of the M2M Program

Since operations began in early 1999, the efficiency of the processing time for the M2M
program has improved greatly. The decline in processing time appears to be associated with a
number of policy changes implemented by OMHAR, including an Owner Incentive Package,
changes in the M2M underwriting standards, and the personnel and organizational changes at
OMHAR. Much of this gain in efficiency may also reflect the fact that M2M is a complicated
program and it therefore takes time for all the relevant parties to learn and accumulate
experiences.

Focusing on the M2M properties that were completed as of July 31, 2003, our analysis
compared processing times of these transactions by the type of restructuring outcomes, by
type of PAEs, by major processing milestones, and by timing of the restructuring in relation
to OMHAR’s underwriting and processing regimes.

The major findings are:

e Ingeneral, Full restructurings take more time to process than Lite restructurings.
Completion time has been shortened substantially for both types of transactions.

o Lites that entered the program during the fourth quarter of 1999 had a median
completion time of 245 days, while transactions that entered the pipeline since the
first quarter of 2001 had a median completion time between 110 and 176 days. The
median completion time was 171 days across all cohorts.
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o For Fulls that closed at market rent, the median completion time was 399 days. The
duration has been reduced from 550+ days for the earlier cohorts to generally within
400 days for Fulls that entered the program since the later part of 2000.

e As expected, Fulls closed at exception rent levels tend to require the longest
processing time, because they generally have more issues to resolve. While the
median processing time is 456 days across all cohorts for this transaction type, those
that entered the pipeline since the first quarter of 2002 have a median completion time
of less than 400 days.

e Regardless of restructuring type, the majority of the processing time is spent between
the PAE’s acceptance of the asset assignment and the submission of the restructure
plan. This portion of the processing time has declined markedly over time. In
contrast, there are no discernible trends for the duration between plan submission and
final closing.

o Both public and private PAEs have become more efficient over time. Regardless of
restructuring types, private PAESs tend to require a slightly shorter time to complete a
restructuring.

Financial and Physical Viability of the M2M Properties

M2M addresses fully the issue of funding ongoing rehabilitation and capital replacement
needs. This is unlike conventional market multifamily financing, which expects a resale and
recapitalization every few years. It also is unlike other FHA programs, which typically have
provided per-unit-per-year contributions to replacement reserves appropriate to early years of
a new property, but not large enough for the 40-year mortgage term. Under M2M, as part of
the underwriting for Full restructuring transactions, the property’s annual reserve for
replacement is calculated to ensure that ongoing repairs for the new mortgage term plus two
years can be funded. In addition, the initial deposit to the replacement reserve is fully
financed as part of the new mortgage. Immediate needs (first year) are also included in the
transaction through a rehab escrow account. Eighty percent of these rehab needs are funded
through the program, with the owner required to provide the other 20 percent. In cases where
critical repairs (repair needs threatening health and safety) are identified in the Physical
Condition Assessment (PCA) document during the restructuring process, property owners are
required to fix those problems before closing. After closing, owners are expected to draw
funds from the rehab escrow and complete other M2M-required repairs during the
subsequent 12-month period.

For the Full restructurings closed through early August 2003, the average rehab escrow was
$2,244 per unit (with a median of $1,103). Consistent with their worse physical condition,
escrows for properties that closed with exception rents were higher than for properties that
closed at market rent—an average of $2,729 per unit compared with $2,044 per unit (the
median escrow amount for exception rent deals was $2,045 per unit compared with $950 per
unit for market rent transactions). The average initial deposit to the replacement reserve is
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$2,752 per unit (with a median of $2,206). The initial deposits are higher for exception rent
transactions, averaging $3,367 per unit with a median of $3,000. The average is $2,512 for
market rent transactions, with a median of $1,974.

Funds for rehab escrow and initial deposit to replacement reserves totaled over $114 million
and $164 million so far. While the provision of these funds should have a large impact on the
future viability of the restructured properties, the rehab escrow funds also represent an
immediate and tangible benefit for tenants living in these HUD-assisted properties. As a
result of M2M, these tenants are able to live in higher physical quality, better maintained
units.

The M2M program has employed a set of underwriting standards that are specifically tailored
for these properties. The standards, in theory, will foster long-term financial and physical
viability. This is especially the case for the cohorts of transactions that were completed under
the revised underwriting standards introduced by OMHAR in early 2002. However, at the
time of this evaluation, not enough time had elapsed to allow us to examine these properties’
actual long-term performance.

Our examination of the transactions that were completed in 2000 and 2001 reveals that Lite
restructuring properties have the best financial performance in both the pre- and post-
restructuring periods among all the outcome types. In comparison, a sizable portion of Fulls
closed at exception rents and Watch List properties have values for many of the financial
performance indicators in the post-restructuring period that are worrisome. Many of these
projects have lower values on some financial performance indicators than they had in the pre-
restructuring period. For example, some properties have had negative surplus cash and have
not had sufficient income to cover operating expenses and debt service. The reason for this
under-performance is not immediately clear. Since we have only one or two years’ financial
data for the post-restructuring period, the results may not be representative of long-term
performance. An encouraging sign is that, according to data collected by the Office of
Housing, the number of defaults that occurred to this portfolio of properties so far has been
very small.

These properties deserve further investigation when financial statements from a longer period
of operations are available. It will also be important to see if properties that were
underwritten after the first couple of years of the program will perform better than earlier
cohorts. It would be reasonable to expect some improvements because of greater experience
in the program by all parties and because of improved guidance, training, and
communications provided as a result of that experience. OMHAR made substantial efforts to
assess performance in early operations and to provide timely feedback, procedural/policy
changes, and re-training where warranted to improve performance.

Overview of OMHAR as the Implementation Arm of M2M

The M2M authorizing legislation stipulated that the OMHAR office should operate as an
independent entity within HUD. The original legislation also stipulated that the Director of
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OMHAR would report directly to the Secretary of HUD. This was changed in the
reauthorization legislation of 2001 to have the Director report to the Assistant Secretary for
Housing/FHA Commissioner. Even after this change, OMHAR has retained its semi-
independent status. As part of this status, OMHAR employees are compensated according to
the Treasury Schedule, which sets compensation at 120 percent of the rate for a given Federal
position.

The clear intent of the legislation was that OMHAR should operate as a single function
entity, with responsibility solely for implementing the MAHRA requirements. This
administrative design appears to have been an effective means of achieving M2M
programmatic goals. Observations that support this conclusion include:

e« OMHAR has been successful in developing a strategy to meet the seemingly
contradictory legislative goals of achieving cost savings and preserving affordable
housing. This success is indicated by the projected savings described above and by
the willingness of OMHAR to restructure properties even if they result in a projected
net loss to the government. As of July 2003, approximately 30 percent of OMHAR’s
completed Fulls resulted in projected losses for HUD.

« OMHAR exhibited the flexibility needed to redesign the program as it gained
operational experience. Programmatic enhancements introduced by OMHAR in 2000
and 2001 were remarkably effective in enabling the program to meet its objectives.
The development of an Owner Incentive Package was particularly useful. Prior to that
time there was a considerable reluctance on the part of owners to enter into
negotiations for Fulls. By 2002-2003 this resistance had largely dissipated. In fact, by
2003 some owners who had completed Lite transactions were coming back into the
program as Fulls.

e Given the complexity of developing financial restructurings for multifamily
properties, by 2003 the restructuring processes were remarkably efficient. For most
properties in the system, the discussions between OMHAR and owners were non-
confrontational. In part this was due to a cadre of experienced underwriters developed
at the PAE level. In addition, by 2003 OMHAR had sufficient operational experience
to have developed general guidelines for most situations. By 2003, many owners were
also aware of many completed Fulls that resulted in financially sound restructuring
agreements.

e« OMHAR, through its PAEs, has strongly promoted tenant involvement in the
restructuring process. Tenant involvement was a major goal of the authorizing
legislation, and OMHAR has ensured that these elements have been scrupulously
observed. In some cases, PAEs schedule tenant meetings even in cases when not
required to do so by regulation.

e The M2M process, as administered by OMHAR, appears to provide substantial
benefits to the Section 8 tenant population. The Section 8 tenants receive the benefit
of having properties retained in the program, even at a projected loss for HUD. In
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addition, the 12-month rehabilitation packages included as part of Fulls often provide
considerable immediate physical enhancements for tenants.

Owner and Tenant Involvement in M2M

There are a number of constituencies with major stakes in the M2M process. One is the
group of Section 8 owners. Another is the tenant population. The experience of these
constituencies in the M2M process as of 2003 may be summarized as follows:

e By 2003 most M2M discussions were carried out by owners’ representatives and not
by the owners themselves. To a large extent the discussions about restructuring
agreements had become routinized. OMHAR has not experienced any major
differences when dealing with representatives as opposed to the owners themselves.

e Most owners had limited flexibility regarding whether to enter the program. Most
properties that entered the program through 2003 retained their value only if the
property remained in the Section 8 program. In general, even without the incentives
offered by M2M, most owners would have had little choice but to keep their
properties in the Section 8 multifamily program.

e The most common contentious issue for owners was the type and extent of
repair/rehabilitation to be included in the rehabilitation escrow. While there was
normally little question that these items would improve the physical condition of the
property, some owners were reluctant to agree to the items and costs of repairs
because the owners are required to provide 20 percent of such costs.

e The involvement of tenant support or advocacy groups has been almost non-existent.
The authorizing legislation provided funds to non-profit tenant advocacy groups who
would assist in protecting tenants’ interests. However, the involvement of such
groups in the M2M process has been minimal.

e Required tenant meetings appeared to be only moderately successful in informing
tenants about the restructuring process. While the requirement for holding tenant
meetings has been observed, attendance is often poor, and most tenants appear to
have only a limited understanding of the restructuring process.

o The substantive input of tenants into the prioritization of initial (12-month) rehab
requirements for a property appears to be modest. The property enhancements
mandated for the 12 months after the closing of a Full are an immediate and tangible
benefit for tenants. However, tenants appear to have limited input in deciding
priorities regarding physical enhancements. Tenants’ input in this area has been
modest even though OMHAR and the PAEs consistently made significant efforts to
solicit it.
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General Conclusions and Lessons Learned

In addition to observations about current M2M operations, the project team also drew some
conclusions that would apply to continuing M2M operations or similar government
initiatives. These lessons drawn from the M2M experience include:

e It would be beneficial for M2M or a similar program to have the capability to look at
a wider context than a single property. On the whole, the PAE underwriters have been
extremely competent. However, their expertise is focused on financial issues. In
certain cases, it would be useful for M2M to have the capability to look at a broader
community context. This would enhance the opportunity to bring in additional
community or economic development funds to a property, achieving greater value for
the property and a higher level of services to tenants.

« Private PAEs, on the whole, have proved more effective than Public PAEs in
implementing the program. This has been largely because the private PAEs have been
able to develop staff units devoted solely to M2M. (It should be noted that a number
of public PAEs have operated effectively, usually by employing experienced
underwriters on a fee basis.) The historic memory of the private PAE staffs will be a
critical resource for HUD as it moves to complete the remaining restructurings by
September 2006.

o Exception rents have been necessary to complete a significant number of
restructurings (to date over 25 percent). However, it would be beneficial if an analysis
could be performed early in the restructuring process that looks at the need for the
property within a broad community context. Current program requirements (and
financial incentives) currently limit a PAE’s ability to perform this type of analysis.
However, in some cases, considerable time and expense are devoted to a restructuring
before this justification analysis is performed. An analysis of a community’s housing
needs obtained earlier in the process might enable PAEs to identify marginal cases
where the preservation of a property may not be needed in a given locality.

o The MAHRA legislation did not provide M2M with an effective method for bringing
“partners” into a restructuring, even when that would appear to be the optimal
strategy to provide the greatest benefit to tenants. In several cases observed during
this study, a major community redevelopment effort appeared to be the best strategy
to meet the needs of both tenants and the local community. Identifying partners that
could be brought in to assist in such a redevelopment was not an anticipated role for
either the PAEs or OMHAR. While this is not a legitimate role for the PAEs within
the current program structure, this type of role might be considered for future M2M-
type programs.

e The M2M process is ill-suited to address cases in which key community stakeholders,
including elected officials, oppose the preservation of an affordable multifamily
property. At one property observed during the study, some local stakeholders
vigorously opposed the preservation of a large multifamily property. In this case there

XVii



Evaluation of Mark-to-Market Program |

were possibilities for a compromise solution, but it was not clear what entity should
conduct such negotiations. Although OMHAR and PAE staff have regularly notified
local officials about restructuring efforts and the times scheduled for public meetings,
OMHAR’s existing mandate appears to be too narrow for it to assume responsibility
for resolving conflicts on a regular basis.

Where a significant amount of non-housing services are provided at a property, there
needs to be greater involvement of the non-housing service providers. One property
in this study provides a 24-hour secure housing environment for a developmentally
disabled population. The facility receives major funding from social service agencies.
Consideration of non-housing services is outside normal FHA processing procedures.
However, in any future M2M-type program, consideration should be given to a
mechanism for including these partners in negotiations.

In assessing the justification for preservation, particularly in the cases of exception
rents or a substantive net loss to the government, the process could include a more
expansive analysis of housing alternatives. Many of the properties observed in this
study were in small rural communities or small cities. Analysis of rental markets in
such cases is normally restricted to the “built-up” areas in the vicinity. However, for a
high proportion of the tenant population in such areas, the main alternatives to
assisted housing are isolated rural properties, such as trailers. HUD should explore if
there is a means of obtaining data on what are considered realistic housing
alternatives for tenants at a specific property.

In any future MAHRA-type legislation there needs to be consideration of more
effective mechanisms for establishing the suitability of restructuring seriously
deteriorated properties. Some properties observed during the study showed
indications of sub-standard maintenance. Once the M2M application had been made,
the PAE had the responsibility of determining if a viable restructuring package could
be developed. The incentive in such cases, at the PAE level, is to see if there is any
way a restructuring plan can be made to work. In a future program, it might be
preferable to ask the PAE to demonstrate, with a heavy preponderance of evidence,
the need to move ahead on a restructuring.

In any future M2M-type program, consideration should be given to increasing the
level of tenant input on security issues. This issue is often of paramount importance to
tenants. In addition, lack of security can have a direct impact on financial
performance, as it often drives up vacancy rates. As noted above, tenant input into the
restructuring process has often been limited, despite OMHAR’s best efforts. One
possibility would be an attempt to obtain tenant input on security issues in a survey
conducted separately from the mandated tenant meetings.
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1. Introduction

Background

This report presents the findings from an evaluation of the Mark-to-Market (M2M) program,
which Congress established to address the problem of rapidly increasing costs for the FHA-
insured component of the subsidized Section 8 Project-Based Rental Assistance Program.
The M2M program was authorized by the Multifamily Assisted Housing Reform and
Affordability Act (MAHRA), enacted on October 27, 1997.

In September 2002, HUD’s Office of Policy Development and Research (PD&R) issued a
contract to Econometrica, Inc., and its subcontractor Abt Associates, Inc., to assess the
progress of the M2M initiative. This report presents the findings of the Econometrica
research team, derived from a variety of data collection and analysis activities undertaken
from November 2002 through November 2003.

The Programmatic Background to M2M

Between the mid-1960s and mid-1980s, the Federal Government committed substantial
resources for project-based rental assistance in new or substantially rehabilitated multifamily
(5 units or more) properties for low- or moderate-income families. These properties were
subsidized through a variety of different programs, but they were all provided with long-term
subsidies for specific rental units owned by private landlords.

During a 10-year period, beginning in the mid-1960s, nearly 700,000 units were built,
principally under the Section 221(d)(3) Below Market Interest Rate (BMIR) and Section 236
programs. Properties built under these programs are often referred to as “older assisted”
HUD-insured multifamily properties.

In 1974, Congress enacted Section 8 “Lower Income Rental Assistance” under the United
States Housing Act, a program that could be either project-based or tenant-based. Rather than
providing a fixed subsidy, tenants would generally pay 25 percent of their income (later
increased to 30 percent) towards their rent and the government would pay the difference.
Project-based Section 8 became the new vehicle for the production of multifamily rental
housing for lower income families. Between the mid-1970s and mid-1980s, HUD committed
to long-term (generally 20-30 year) project-based contracts for about 650,000 units under the
Section 8 New Construction/Substantial Rehabilitation (NC/SR) program.

The Section 8 NC/SR program is often referred to as “newer assisted” HUD multifamily
housing. About half of the units were built in conjunction with FHA-insured multifamily
mortgages. The other half was built largely with financing provided by local or State housing
finance agencies (HFAS) or in rural areas provided through the Rural Housing Section 515
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loan program. Section 8 NC/SR funds were also used in conjunction with the HUD Section
202 loan program to produce housing for elderly and disabled tenants.

Except for Section 202, new commitments for Section 8 NC/SR were no longer made after
1983, as the Federal housing policy shifted to reliance on the existing stock and tenant-based
assistance. Since 1987, the major Federal program for the production of affordable rental
housing has been the Low Income Housing Tax Credit.

At the same time as implementation of Section 8 NC/SR, a second form of project-based
Section 8 assistance was implemented. This was the Section 8 Loan Management Set-Aside
(LMSA) program. This program assisted tenants and stabilized projects that HUD had earlier
assisted with interest rate subsidies (“older assisted” properties). Section 8 LMSA contracts
were initially funded for 15-year periods. As energy prices and other operating expenses
dramatically rose in the late 1970s and tenant incomes lagged, deeper project-based rental
subsidies began to be provided to assist tenants and help properties remain financially
solvent.

Policy Concerns

Beginning in the 1980s there was a concern that a significant number of assisted properties
would be taken out of the subsidized housing market. The initial concern was with “older
assisted” properties. Many owners of older assisted properties were eligible to prepay their
assisted mortgages after 20 years. These properties often had below market rents, and HUD
was concerned that owners would prepay their mortgages and leave the assisted stock in
order to charge significantly higher market rents to unassisted tenants. To address this
concern, between 1990 and 1995, HUD implemented a Preservation Incentives program and
almost 100,000 units were preserved. In exchange for not prepaying their mortgages, owners
were provided with financial incentives, generally in the form of higher rents and more
Section 8 assistance.

In addition to maintaining the stock of affordable housing, HUD has also been concerned
about the quality of that stock. Most of the HUD-assisted stock was built 20 to 30 years ago.
A 1995 study documented increased capital needs of the assisted portion of this stock since
1989, which often was coupled with insufficient financial resources to address the needs.

Overview of Mark-to-Market (M2M) Program Administration

The M2M program was authorized by the Multifamily Assisted Housing Reform and
Affordability Act (MAHRA), enacted on October 27, 1997. A key provision of MAHRA
required an independent office, created within HUD, to manage the M2M program. This was
the Office of Multifamily Housing Assistance Restructuring (OMHAR). It was expected that

! Status of HUD-Insured (or Held) Multifamily Rental Housing in 1995. Abt Associates Inc. Final Report
prepared for the U.S. Department of Housing and Urban Development (May 1999).
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projects would enter the program when their original Section 8 contracts expired in the late
1990s and early 2000s. The legislation, as amended, stipulated that OMHAR would sunset on
September 30, 2004. HUD’s authority to enter into M2M agreements continues through
September 30, 2006, to allow for completion of processing on the last projects.

OMHAR was set up as a semi-independent entity within HUD and the M2M program
became fully operational in 1999. However, day-to-day responsibility for arranging
restructuring agreements with individual owners was not the responsibility of OMHAR staff,
but rather of a network of Participating Administrative Entities (PAEs). The PAEs could be
public or private sector organizations with experience in working with residents of low-
income housing projects as well as expertise in underwriting and mortgage finance.

The M2M program itself has the following two specific goals:

o First, the M2M program is designed to reduce Section 8 subsidies in projects with
FHA insured mortgages that have project-based Section 8 rents greater than market
rents. The program authorizes HUD to reduce Section 8 rents to market rent levels in
these projects.

In some cases, the project will remain viable with the reduced rents, without further
action by OMHAR. These are called “Lite” transactions. The processing by the PAE
is limited and no long-term use agreement is obtained.

In many cases, however, a simple rent reduction would result in a default because a
project would no longer be able to pay its expenses and debt with the reduced income.
M2M therefore authorizes partial or full payments of claim from the Insurance Fund
to reduce the size of the first mortgage debt. By reducing the monthly mortgage
payment to the point where market rents can adequately cover it (and appropriate
project expenses), the Section 8 subsidy is reduced and the project remains viable.
These types of transactions are called “Fulls.” The processing by the PAE is quite
substantial and a 30-year Use Agreement, requiring that the property continue to
provide affordable housing, is obtained from the owner.

As a practical matter, in a Full transaction, the existing FHA-insured first mortgage is
paid off in its entirety and a new, generally much smaller mortgage, is put in its place.
In most, but not all, cases, the new mortgage is also FHA-insured. In standard cases,
the amount of the claim payment is not forgiven; rather, the project carries this
amount as additional debt in second and/or third mortgages which are payable only to
the extent funds are available over time or at the time the project is sold or refinanced.

e The second goal of the M2M program is the preservation of affordable rental housing
where it is needed. To this end, three particular features should be noted in reading
this report:

. M2M provides for current project repairs where needed, through a
rehabilitation escrow, which provides that those repairs be completed after
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closing. These repairs may include items necessary to bring the property up to
a reasonable non-luxury standard, such as by the installation of air
conditioning in areas where all the comparable properties are air-conditioned.

« M2M also provides for ongoing deposits to the reserves for replacement that
are designed to assure that the property remains sound during the entire term
of the new mortgage. These are nearly always much greater than were
required under the existing HUD mortgage.

« Where a property is needed in the jurisdiction in order to satisfy affordable
housing needs, and, even after a full payment of claim, the property cannot be
made viable with market rents, M2M is also able to provide above-market
rents sufficient to pay for projected operating costs and any new debt service
needed on the property. These are called “exception rents.” By statute, no
more than 5 percent of the properties in the program may have exception rents
that exceed 120 percent of the applicable Fair Market Rents (FMR).

Study Objectives

The goal of this study is to evaluate the implementation of the M2M program in terms of cost
effectiveness and participant satisfaction. This includes an assessment of the financial costs
and benefits of the program. Claims on the FHA fund and program administration are the
main financial costs, Section 8 reductions are the main financial benefits, and preservation of
assisted housing is the main non-financial benefit. An important aspect of the cost estimate is
determining what the costs would have been without the program. In other words, what is the
baseline against which the costs and savings are measured? What would happen without the
M2M program? Would Section 8 continue at current levels? Would all Section 8 project-
based assistance end and would tenants instead receive vouchers? Would properties default?

Along with the measurable financial outcomes of the program are a number of less
quantifiable benefits, including participant satisfaction (PAEs, property owners, lenders and
residents), as well as long-term preservation of affordable rental housing.

One focus of the evaluation is to provide information on how the program has performed to
date so that lessons can be applied to the remaining term of the program. However, OMHAR
is set to cease operations in 2004, with the entire Mark-to-Market Program set to sunset in
2006. Thus, an equally important focus of the evaluation is to inform future policy decisions
relating to affordable housing and housing subsidies. These lessons can be applied to future
HUD programs that address policy issues such as dealing with troubled or defaulted
properties and maintaining the financial and physical viability of stock that is not currently
troubled.

Nine specific research topics were addressed through three primary analysis activities. The
research topics are:
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Comparisons of rent restructurings with full restructurings in terms of costs, viability
and processing time, including impacts of changes in HUD procedures throughout the
life of OMHAR.

Types of projects (size, unit type, population, location, owner types) that are likely to
opt for and be accepted for rent restructuring versus full restructuring.

Types of projects (size, unit type, population, location, owner type) that are likely to
close. Other factors considered included the need for rehabilitation, type of PAE, and
mortgage characteristics (HUD held, bond financed).

Does the process assure that the properties remain financially and physically viable as
affordable rental properties?

What types of properties (size, unit type, population, owners, location) choose not to
participate or are rejected by the program, and what happens to these properties?

How have the tenants been affected by the restructuring, if at all? Does restructuring
cause tenants to move? Are they being fully informed of the consequences of the
program on their residency?

Have changes in HUD’s procedures from the beginning of FY 2001 to the end of FY
2002 led to quicker restructurings, more savings, or more full restructurings? Are
there any new trends based on new legislative requirements? What has been the effect
of policy changes (such as the owner incentive package) on the restructuring process?
What are the reasons that some owners do not cooperate with the M2M process or
refuse to close deals?

Based on financial analysis, how does the effectiveness of public versus private PAES
compare?

Based on preservation goals, how do public PAEs compare to private PAES?

Methodology and Data Overview

The research design answered the research questions through three distinct types of data
collection and analysis:

A process analysis (the Process Study) of the administrative mechanisms put in
place to implement the M2M program. The goal of the process study was to obtain
stakeholder input regarding the OMHAR process. The primary data collection
methodology was interviews with a wide range of participants in the restructuring
process including current and past OMHAR staff, PAE staff, and HUD Office of
Housing staff. The interviews were supplemented by a review of a range of OMHAR
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documents. This portion of the study addresses the research questions on participant
satisfaction, tenant impacts, effects of changes in process over time, and PAE issues.

o A retrospective statistical analysis (the Retrospective Study) to measure trends in
participation levels (e.g., number of eligible properties entering the program and their
outcomes), estimate savings to the government resulting from the program, evaluate
the efficiency of program operations, and provide preliminary indications of program
outcomes. This part of the evaluation used a wide range of OMHAR and FHA data on
properties to provide quantitative assessments of each of the study’s research
questions.

e A prospective analysis (the Prospective Study) to examine “typical” OMHAR-
administered restructurings. This component of the evaluation employed a case-study
approach that documented the restructuring process for 15 properties undergoing
restructurings in 2003. It was the primary source of information on tenants and the
interplay of interests and incentives that shape the outcomes of the restructuring
process.

Organization of the Report

The report is presented in two sections. The remainder of the first section is organized as
follows:

o Chapter Two presents the results of the process analysis, documenting the evolution
of the administrative process and procedures established by OMHAR.

o Chapter Three presents the findings of the retrospective statistical analysis of
participation in the M2M process.

o Chapter Four presents the analysis of estimates of projected savings to HUD derived
from the M2M restructurings completed to date.

o Chapter Five presents the analysis of the efficiency of the program operations.

o Chapter Six examines the program outcome regarding the goal of preserving
affordable housing stock.

o Chapter Seven presents a cross-site summary analysis of the data obtained through
study of 15 multifamily properties undergoing restructurings in 2003.

The second section contains the 15 detailed case studies for the properties included in the
Prospective Study component.
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2. Process Analysis of the Mark-to-Market Program

Introduction

This Chapter presents results of the Process Study component of the Mark-to-Market (M2M)
assessment. The objectives established for this component are as follows:

« ldentify the non-financial costs and benefits associated to date with the M2M process.

« ldentify problems or issues that have significantly reduced the efficiency of the M2M
process.

o Develop recommendations for enhancements to any future M2M-like Federal
program.

Data obtained through the Process Study also inform the Retrospective Study (Chapters 3
through 6). Data for the Process Study were obtained through the following steps:

o Avreview of the program documentation developed by OMHAR, including its
Operating Procedures Guide, policy directives, and training materials.

o Areview of assessments of the M2M process conducted by the General Accounting
Office (GAO) and HUD’s Inspector General’s Office.

o Key informant interviews with current and past senior OMHAR staff, including both
headquarters and regional staff.

« Key informant interviews with senior staff at eight of the Participating Administrative
Entities (PAESs) that serve as OMHAR’s underwriting mechanism.

o Key informant interviews with senior staff of the financial advisor that has supported
OMHAR throughout the evolution of the M2M initiative.

o Key informant interviews with senior staff at HUD’s Office of Housing who have
been involved in the initiative.

o Key informant interviews with a number of owners of Section 8 multifamily
properties that have had extensive experience both with the Section 8 program and
with the M2M restructuring process.

Our discussion begins with a summary of the development of the M2M program and the
“problem” that the M2M legislation was intended to address. We then discuss the evolution
of the policies and procedures OMHAR has employed to implement the M2M legislation,
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followed by general conclusions about the implementation of M2M drawn from our analysis
of OMHAR’s procedures and our key informant interviews.

Background

Project-based Section 8 assistance was initiated in the 1970s to promote private-sector
investment in affordable housing. If private-sector owners agreed to construct or rehabilitate
multifamily units to HUD specifications, the owners could enter into 20-year use agreements
with HUD. These agreements provided assurance of rent subsidies paid by HUD (with an
included annual adjustment factor that was set to be no less than zero each year.) In many
cases the rents specified in the 20-year use agreements were above market in a given
community. This rent differential was justified as an incentive to promote the construction
not only of additional affordable housing, but affordable housing that was qualitatively
superior to housing constructed by Public Housing Agencies (PHAS) in the 1950s and 1960s.
The annual adjustment factor tended, in many cases, to further increase the disparity between
the subsidized rents and market rents in a given locality.

By the late 1980s, more than 800,000 units in approximately 8,500 multifamily projects had
been financed with mortgages insured by the FHA and supported by project-based Section 8
housing assistance payments contracts. A typical property development arrangement was to
establish a General Partnership for construction of one or more properties in a given locality.
In many cases there was an identity of interest (i.e., some overlap in ownership) between the
ownership group and the entity that provided on-site property management services. The
“peaking” of Section 8 construction in the late 1970s and early 1980s resulted in the creation
of a national cohort of owners with long histories of program participation. A high proportion
of these owners still had control of properties when the M2M program was implemented.

By the late 1980s it was known that the Department would be facing a major policy dilemma
in the late 1990s when many FHA-insured Section 8 properties would be coming to the end
of their 20-year contract terms. The HUD analyses projected that if the contracts were
renewed with the existing rental adjustment factor, the increase in rental subsidy costs would
rapidly become unsupportable within HUD’s budget limitations. However, simply freezing
the level of rent subsidies or reducing the subsidies to market levels could have serious
programmatic consequences. A reduction in subsidies could cause some owners to leave the
program or put some properties at financial risk, including those with federally insured
mortgages. In either case, the stock of affordable housing could be reduced, placing low-
income households at risk of homelessness or massive rent increases, as well as potentially
representing a large Federal cost in the form of defaulted FHA-insured mortgages. The
creation of the M2M program was an attempt to find a solution to this policy dilemma.



| Evaluation of Mark-to-Market Program

Demonstration Program

Recognizing the potentially dire consequences of reducing subsidy costs, both to tenants and
to the FHA fund, without additional relief, Congress enacted a mortgage restructuring
demonstration program for Fiscal Year 1996. A modified version of the program was
authorized for Fiscal Years 1997 and 1998. The objective of this initiative was to obtain the
voluntary agreement of Section 8 owners to enter into a new use agreement that would
reduce above-market rents while providing financial incentives for owners to keep their
properties in the Section 8 portfolio. The owners’ two primary incentives were restructured
FHA-insured mortgages that reduced expenses and grants to make substantial physical
improvements to the properties. More than 100 properties underwent restructurings in this
demonstration program.

The Multifamily Assisted Housing Reform and Affordability Act
(MAHRA)

Beginning in 1996, concern was expressed in Congress that results from the demonstration
program would not be available soon enough to address the “peaking” of 20-year Section 8
contract expirations.

This Congressional concern resulted in passage of the Multifamily Assisted Housing Reform
and Affordability Act (MAHRA), enacted on October 27, 1997. MAHRA established the
institutional and policy framework for M2M. The main components of that framework are
presented below.

While focusing on the same procedural steps as the demonstration program, subsidized rent
reduction and financial restructuring, the MAHRA legislation introduced some key new
elements into the strategy for solving the problem of above-market Section 8 rent subsidies.
These included:

e Rent reductions and associated financial restructurings were to be managed by an
independent office created within HUD. This was the Office of Multifamily Housing
Assistance Restructuring (OMHAR). In the original MAHRA legislation it was
stipulated that the Director of OMHAR should report directly to the Secretary of
HUD. (In the 2001 reauthorization this stipulation was changed, and OMHAR’s
Director subsequently reported to the Assistant Secretary for Housing.) OMHAR’s
sole function was the negotiation of restructured financial agreements with Section 8
property owners to continue project-based subsidized housing.

e Owners needed to enter the program if the owner wished to remain in the Section 8
program. Any Section 8 property with above-market subsidized rents would, at the
expiration of a Section 8 contract, have to enter into a restructuring agreement that
reduced the subsidized rents to market or near-market levels.
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e While the reduction of rental subsidies was the primary goal of the initiative, it was
not the sole aim. The preservation of affordable housing was another major legislative
goal. There were two mechanisms for this. The first was to underwrite properties at
market rents while assuming that current and future repairs to the property would be
made. The second was a provision for exception rents, which could be set at up to 120
percent of the given Fair Market Rent in a given locality. Exception rents would be
granted where there was a clear demonstrated need for the subsidized housing
property and above-market rents were necessary to maintain the financial viability of
the property.

o Lead responsibility for negotiations with individual owners was not given to
OMHAR staff, but rather to a network of Participating Administrative Entities
(PAEs). The PAEs needed to demonstrate experience working with residents of low-
income housing projects as well expertise in multifamily restructuring and
multifamily financing. The legislative history of this provision gave a clear preference
to State and local housing agencies to be the primary organizations to perform the
development and negotiation of the restructuring plans.

o Tenants were to be involved in the restructuring process. The legislation included
provisions for required tenant input once a restructuring negotiation began. In
addition, the legislation provided for funding of up to $10 million for tenant advocacy
and local community groups that would provide information to tenants at a property
involved in restructuring negotiations.

e When a PAE and OMHAR determined that an existing owner was not qualified to
continue operating a property, preference was to be given to tenant or community-
based nonprofit organizations as alternative owners.

o Properties that had originally been financed by bonds issued by State or local housing
finance agencies were exempt from the program. Such properties would be able to
retain the rents at the higher level stipulated by the pre-MAHRA formula. These
properties represented approximately 7 percent of the existing Section 8 portfolio.

The key provisions of MAHRA clearly indicated a legislative intent to reduce the role of a
“traditional player” in the M2M restructurings. This traditional player was HUD’s Office of
Housing, responsible for managing the contracts of Section 8 properties. At the same time,
the preference for State and local housing agencies as PAEs was clearly an attempt to retain a
public sector perspective in the program. In addition, the legislation intended to promote
greater participation of nonprofit entities in the ownership and management of Section 8
properties.

Interviews with State and local housing agency staff indicated that they put a heavy emphasis
on the structural rehabilitation facet of the program. In their view, the reduction in rental
subsidies provided an opportunity to devote a high proportion of the rental savings to needed
physical improvements.
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Although the legislation indicated that the newly created OMHAR would have sole
responsibility for restructuring, it did not specify how OMHAR was to coordinate its
activities with the Office of Housing. The Office of Housing retained responsibility for
managing Section 8 properties until contract expirations. The Office of Housing would retain
some level of oversight while a property was negotiating a restructuring agreement and then
would resume management responsibility once a restructuring agreement was concluded.
Deciding how these parallel responsibilities were to be coordinated was one of the initial
issues to be addressed as OMHAR began operations and established procedures.

Initial Organizing of OMHAR, 1998

The MAHRA legislation explicitly stated that OMHAR was to function as an independent
entity, originally reporting directly to the HUD Secretary. The Demonstration Program
continued to operate as a separate initiative in the Office of Housing. Once authorized,
OMHAR had to develop a completely new organizational structure and begin restructuring
contracts that were to expire on or after October of 1998. It took virtually the entire year of
1998 to make OMHAR a functioning organization.

The key steps in the process were:
e Recruiting a Director and professional staff.

« Establishing contracts with public and private sector entities that would serve as
PAEs.

o Establishing rules and procedures that would provide guidance to the PAES in their
negotiations with owners.

e Specifying procedures for referral of properties from the Office of Housing to
OMHAR.

Recruitment of Staff

Even before the OMHAR organization was in place, senior HUD officials made a key
decision to operate the M2M program entirely separately from the ongoing demonstration
program. Until the close of the demonstration program in 2000, there was no coordination of
activities between the two staffs. The two restructuring efforts ran on separate, but parallel
tracks.

Ira Peppercorn, OMHAR’s first Director, was confirmed in the fall of 1998. HUD already
had begun setting up operations and recruiting professional staff. As a recruitment incentive,
OMHAR staff was to be paid according to the “Treasury Schedule”; that is, 120 percent of
the standard pay scale for a given Federal position. The use of this schedule was stipulated in
MAHRA. In addition, OMHAR received budget resources to set up offices outside the HUD
headquarters building in Washington, DC.

11
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Professional staff was recruited from Federal and State agencies as well as private-sector
organizations. Within the public sector, staff was recruited from agencies that had experience
in dealings with troubled properties, mortgage finance, and underwriting. These included
HUD’s Office of Housing, Fannie Mae, and the Department of the Treasury. A number of the
professional staff that came to OMHAR had formerly worked for the Resolution Trust
Corporation (RTC).

OMHAR was also provided a budget to obtain ongoing contractual support for financial
advisory services, including financial modeling and information technology resources. A
heavy level of contractor support has continued throughout OMHAR’s history.

Thus, at the onset of the M2M program, OMHAR was provided the regulatory authority and
necessary funding to operate largely independently of existing HUD program offices and
data centers. Many informants felt that the level of financial commitment and flexibility was
a major reason for OMHAR’s ability to establish operations within a short timeframe.

Participating Administrative Entities (PAE)

In 1998 OMHAR also began negotiating with organizations that could serve as PAEs.
Following the intent of the MAHRA legislation, a great deal of this effort was focused on
State and local housing agencies. This proved to be a long process, with the last agreement
with a public PAE not signed until 2000. (OMHAR negotiated agreements with 42 public
entities, but this number was significantly reduced in later years.)

In these negotiations, it became clear that there were differences between OMHAR and State
agency staff on the program’s main objectives. OMHAR perceived its mission as reducing
future pressures on Section 8 discretionary funds and ensuring the financial stability of
properties that remained in the Section 8 program. Many State and local agencies saw the
restructurings as an opportunity to significantly rehabilitate Section 8 properties and also
move a portion of the Section 8 portfolio from private to nonprofit or tenant ownership.

Procedures Guide

In addition to staff recruitment during 1998, OMHAR also spent that year developing a
detailed Procedures Guide. This document was intended to set the underwriting standards for
negotiations with individual property owners by the PAEs. A key feature of this document
was OMHAR’s determination that it had legislative authority to negotiate two types of
restructuring agreements: Fulls, and L.ites.

Full mortgage restructurings involve resetting rents to market levels and reducing mortgage
debt to permit a positive cash flow. For this type of restructuring the PAESs are required to
develop plans that reduce the property’s FHA-insured mortgage as well as the rents. Under
such an agreement the owner receives a renewal of the Section 8 contract at a reduced
subsidy level and is required to maintain the property as affordable housing for 30 years. The
owner also enters into a 20-year Section 8 use agreement.

12
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OMHAR also maintained that it had the authority to negotiate another type of restructuring
agreement, the Lite. In this type of agreement, there is no restructuring of the property’s
financing. The rents are reduced to market levels, and the owner agrees to a five-year
renewal of the Section 8 contract. In such cases, it is the PAEs responsibility to ensure that
the rent reduction does not impair the owner’s ability to operate the property on a sound
financial footing. Owners opting for a Lite retained a greater amount of flexibility for the
future use of their property. When agreeing to a Lite restructuring, an owner was required to
accept Section 8 for only 5 years (as opposed to 20 for Fulls). After 5 years as a Lite the
owner could explore the possibility of moving the property to the unassisted sector, if,
perhaps, there had been an improvement in the rental market.

Procedures for the Office of Housing

In its first year of operation, OMHAR also finalized procedures for referring properties from
the Office of Housing to the M2M program. These procedures stipulate that four months
prior to a Section 8 expiration date, an owner wishing to remain in the program must submit
a request for a contract renewal and a rent comparability study. Based on the analysis of the
rent comparability data, local HUD offices had the option of renewing a Section 8 contract if
rents were at or below market. If rents were determined to be above market levels (or the
owner took the option of electing to go to OMHAR without a comparability study), the HUD
local office was authorized to renew the contract for one year (at above-market rents) and
then forward the request to OMHAR to negotiate a restructuring agreement. OMHAR would
then assign the property to a PAE to negotiate the agreement. These procedures have
remained essentially constant throughout the operation of the M2M program, although most
owners have chosen to rely on HUD analyses rather than conduct their own rent
comparability studies.

The M2M Process

Although the underwriting guidelines for M2M restructurings have evolved over time, the
core administrative steps have remained essentially the same. For a Full restructuring the key
steps in the restructuring process are:

« OMHAR receives a referral from the Office of Housing for a property that meets the
criteria for participation in M2M.

e« OMHAR assigns the property to a Participating Administrative Entity (PAE) that will
have lead responsibility for developing the restructuring agreement.

o PAE obtains all requisite due diligence materials from owner of the property.
e PAE schedules and facilitates an initial tenant meeting that informs tenants of the

purposes of the restructuring and requests their input regarding needed physical
enhancements and/or on-site management improvements.
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o PAE coordinates third-party rent comparability study, to establish current market rent
levels for a given locality (owners may submit their own rent comparability studies).

e PAE coordinates third-party Physical Condition Assessment (PCA) of the property.
This study documents if there are any health or environmental hazards at the property.
The study also documents both the short-term and long-term physical needs of the

property.

e Working with data provided by the owner as well as data from the rent comparability
study and PCA, the PAE develops a M2M Financial Plan for the property. The Plan is
based on software developed by OMHAR. This software model forecasts the cash
flow requirements of the property for 20 years based on the rent subsidy level deemed
appropriate by the PAE. The model also takes into account the predicted operating
expenses of the property as well as its capital needs.

e PAE schedules and facilitates a second tenant meeting. This meeting focuses on the
critical capital repairs or enhancements that have been included in the Plan.

o After review(s) by OMHAR, the PAE submits to the owner a formal Restructuring
Plan. This Plan specifies the HUD-subsidized rent levels for each category of unit,
critical rehabilitation items that must be completed in the first 12 months of the Plan,
plus the amount that must be maintained in the property’s Reserve for Replacement.
The Plan also presents the financial restructuring proposed by OMHAR that normally
includes a major pay down of an existing First mortgage, plus issuance of FHA-
insured Second and Third Mortgages.

e Assuming agreement by the owner, the restructuring agreement moves to closing.
Once an agreement is closed, oversight of the property once again becomes the
responsibility of HUD’s Office of Housing.

The First Phase of OMHAR Restructuring, 1999-2001

OMHAR was not able to engage in restructuring negotiations as quickly as originally
anticipated. Significant numbers of properties were not referred to PAEs until mid-1999. The
first completed restructuring agreement, a Lite, was completed in December 1999. The first
Full restructuring was completed in June 2000.

Overall, OMHAR’s production in the first two full years of operation did not meet the
expectations of Congress. A GAO report issued in August 2001 noted that OMHAR had
completed restructurings for only 41 percent of the 1,558 properties that had been referred to
it through June 15, 2001. Only 21 percent of these restructurings were Fulls. Processing time
for completed Fulls was close to 500 days.
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A number of factors contributed to the slow rate of completions, particularly for Fulls. These
include:

A steep learning curve for how to evaluate a proposal for a Full restructuring. The
original version of the M2M Procedures Guide had necessarily been constructed prior
to restructuring activities. It took some time to obtain an information base of
operational data needed to provide guidance for underwriting. The lack of precedents
meant that OMHAR asked for many revisions after submission of an agreement by a
PAE. PAEs could not anticipate the types of underwriting issues that OMHAR staff
would identify as they reviewed initial draft agreements.

A lack of outreach, particularly to the owner community. There was a natural
reluctance (especially given earlier legislation imposing a moratorium on
prepayments) for owners to voluntarily enter into long-term use agreements that
could significantly reduce the amount of their rental subsidies. There were indications
that some owners were attempting to draw out negotiations in the hope that some of
the legislation’s provisions would be rescinded or that a “better deal” could be
negotiated. It required some time for OMHAR to solicit direct input from the owner
community.

A poor level of coordination and communication with the Office of Housing. The
number of referrals was dependent on the actions of Housing staff in HUD field
Offices, and in some regions the number of referrals was significantly below what
had been anticipated. There was no regular sharing of information between OMHAR
and HUD staff regarding specific properties or owners. Many informants indicated
that there was some resentment on the part of some Office of Housing staff, attributed
to the OMHAR staff’s relative unfamiliarity with the Section 8 Program and the
premium salaries paid to OMHAR staff. In addition, Office of Housing staff had
concerns about restructuring agreements, especially with owners considered “problem
owners,” negotiated independently. Such owners had been cited in the past by
Housing staff for failing to maintain the level of quality of services stipulated in their
use agreements. These properties would eventually be the Office of Housing’s
responsibility to administer. For its part, in its first years of operation, OMHAR
appeared to see little need to draw on the expertise of Office of Housing staff, either
in the development of procedures or in the details of specific negotiations.

A wide variation in the capabilities and efficiencies of the PAEs. In particular,
OMHAR had concerns about the performance of a significant number of the public
PAEs. In part, this may have been due to the differing programmatic objectives of the
public PAEs and OMHAR. However, the most common factor mentioned by
informants was the inability of Public PAEs to develop internal staff units totally
devoted to the M2M process. Many of the Public PAEs, because of their size, were
assigned only a few properties, and PAE staff was only intermittently involved with
M2M procedures and ongoing OMHAR guidance. This increased the time necessary
for completing each restructuring.
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By the early part of 2000, OMHAR management realized that the organization was not
meeting expected production goals. There was some concern on the part of OMHAR that its
operating authority might not be extended beyond September 30, 2001. To address these
concerns, OMHAR held a series of meetings in the spring and summer of 2000 with major
stakeholders in the program. These included representatives from owner organizations, State
and local housing agencies, and nonprofit groups with a longstanding interest in subsidized
rental housing.

The outcome of these meetings was the first major revision to the original program design,
the Owner Incentive Package (OIP). The major element in this package was a provision that
owners could receive monthly capital recovery payments to provide a recovery of capital and
a return on the owner’s required payments for property rehabilitation and restructuring
transaction costs. The owner’s contribution to the closing and rehabilitation costs is repaid
with interest over 7-10 years. In addition, owners would be able to receive an Incentive
Performance Fee (IPF), which could be equal to 3 percent of the effective gross income of a
property. This fee was to be the first priority drawn annually while any subordinate debt was
outstanding. In addition, the owner was entitled to receive up to 25 percent of any surplus
cash.

There was general agreement among all categories of informants that development of the
OIP was a major step towards increasing the rate and number of Full completions. Under this
formula, an owner could expect a reasonable return on any major rehabilitation investments
made at the time of the closing of a Full restructuring. Prior to the development of the OIP,
there was general agreement that owners saw little opportunity for recovering capital
investments. Owner reluctance to enter into Full agreements prior to the OIP is indicated by
the small number of completed Fulls prior to 2001 and their lengthy processing time (over
500 days). All categories of respondents agreed that without the OIP, OMHAR would never
have been able to reach the production level of completed Fulls it achieved in 2002 and 2003.

After the implementation of the OIP, the pace of Full restructures picked up dramatically.
The view of all OMHAR informants was that without those incentives, M2M would probably
not have realized any significant volume.

Congressional concern about the relatively slow pace of restructures led to a request for a
GADO report on the progress OMHAR had made to date, including a recommendation
regarding extending OMHAR’s authority to operate past September 30, 2001. The GAO
report recommended that OMHAR’s authority be extended. The primary reasons for this
recommendation were:

e Moving M2M personnel out of OMHAR would seriously reduce the efficiencies
OMHAR was beginning to obtain after two years of operational experience.

o Given the specialized expertise required to conduct the property underwriting, it
appeared most effective to continue an office solely devoted to this function and with
the needed dedicated resources (such as the financial advisor contractor staff) to
oversee restructuring transactions.
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However, in order to facilitate coordination with the Office of Housing, the GAO
recommended that OMHAR subsequently be required to report to the Assistant Secretary for
Housing. Under this arrangement, OMHAR would still be able to act largely independently
in setting out procedures and OMHAR staff would retain their premium salaries.

To increase owner cooperation, GAO recommended that OMHAR be given authority to
make rehabilitation grants to ensure that properties with major rehabilitation needs could be
made financially viable under an OMHAR-negotiated restructuring. Under these grants the
owner was required to provide only 20 percent of the funds. In many cases this offered the
owners an opportunity to leverage Federal funds to make major improvements to their
properties.

These recommendations were largely incorporated in a Mark-to-Market Extension Act of
2001. The Act extended OMHAR’s operational authority through September 30, 2004, and
gave HUD the authority to continue restructuring activities through September 30, 2006.

The Second Phase of OMHAR Restructuring, 2001-2003

Following passage of the Extension Act, OMHAR’s operations passed into a phase in which
many of the operational problems appeared to have been overcome. Improved performance
indicators included:

e Increased productivity in completing restructurings. By late 2002 and throughout
2003, OMHAR was completing on average 30 restructurings each month. The
majority of these were now the more complex Full restructurings.

o Decreased processing time for restructurings. In 2002-2003, Full restructurings were
taking an average of 11 months. Lite restructurings now averaged 5 months. This was
close to a 50-percent reduction in processing time, compared to the first 2 years of
operations.

e Increased volume of referrals for Full restructuring from the HUD field offices. The
number of Lite restructurings dropped dramatically. By 2003, they represented only
about 10 percent of OMHAR’s active portfolio. Thus, the restructurings completed in
2002 and 2003 represent properties with long-term contracts with the Section 8
program.

Interviews with both owners and underwriters indicated greater confidence in the long-term
financial viability of restructurings completed in 2002-2003, compared with those completed
earlier in the program.

OMHAR has operated under three different Directors. The first Director was able to craft and
implement the OPG, which was needed to make the program truly operational. Interim
leadership after his departure maintained strong focus on operations while continuing to
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clarify and refine policy. In May 2002, Charles (Hank) Williams became Director and has
expanded the outreach-to-owners effort, fully supported the emphasis on both production and
transaction quality, and improved communications and support between OMHAR and
Housing.

Williams made a major effort to develop linkages with the Office of Housing. This included
regular meetings between Housing and OMHAR staff at the headquarters level, as well as
greater participation of Housing Office field staff in some restructuring negotiations. There is
general agreement that by 2003 the level of cooperation and coordination between the Office
of Housing and OMHAR had improved markedly.

These outreach efforts appeared to improve OMHAR’s operational effectiveness by
increasing the number and speed of property referrals and improving the ability of OMHAR
and the PAEs to find solutions to site-specific problems with help from Office of Housing
staff.

During the period 2001-2003, OMHAR staff was also able to improve the effectiveness of
several of its major operational resources. These improvements included:

o Continuous improvement in the Excel-based “underwriting model” that is a decision
support tool used by PAEs and OMHAR staff to organize and present key data on
each property, to judge how best to restructure each property, and to record comments
about how these decisions were made. Although not a “model” in the technical sense,
because all decisions are made by the user, this decision support tool is credited with
playing a key role in supporting OMHAR’s quality assurance efforts.

o Improved quality assurance through a variety of training and technical assistance
efforts. Conversely, some early Fulls—completed when PAEs and other program
participants were less experienced—may have difficulty meeting their as-
underwritten objectives.

« Enhancement, during 2003, to the methodology for calculating financial savings. The
methodology adopted at that time is based on a variant of the “underwriting model”
and allows a more accurate, property-specific estimate of future 2nd and 3rd
mortgage payments than the savings methodology used previously.

o A greater reliance on private-sector PAEs. Even with the legislatively mandated
preference for public PAEs, private PAEs have always played a major role in
OMHAR’s restructuring efforts. In the first years of the program they handled
approximately 65 percent of all properties. By 2003 approximately 90 percent of all
properties were being handled by private PAEs. Although designated “private,” these
organizations have had considerable histories of involvement with the public sector.
More than half of the private PAEs had worked with the Resolution Trust
Corporation (RTC) on the handling of “distressed properties.” Other PAEs have had
considerable experience in the use of housing bond financing.
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The private PAEs have provided several operational advantages: they had
professional staff with a good understanding of the underwriting issues surrounding
the refinancing of multifamily properties; they are large enough to devote staff full-
time to the M2M effort; and the private PAEs have been willing to accept fees
considerably lower than those requested by public PAEs. The expertise developed by
these PAEs by 2003 was so considerable that over 90 percent of the public PAEs
remaining in the program had a private PAE as a partner organization.

e Continuing refinement and clarification of the underwriting standards employed by
OMHAR. There are two unique features in the M2M process: first, the operating
income of a property must be set as the rents to be derived from a market rent level,
whatever the expenses or rehabilitation requirements of a property; and secondly, the
underwriting principles employed in a restructuring must lend some confidence that a
property can operate on a sound footing over the course of a 20-year use agreement.
In addition, the underwriting standards as of 2003 had taken into account a number of
major “spikes” in operating costs, such as the rise in insurance rates after 9/11.

M2M now addresses the issue of reduced operating income through the partial or full
payment of a claim that will be executed on an existing first mortgage. This payment “pays
down” most or all of the existing balance on the first mortgage. The obligations in the
restructured financial package reduce the long-term obligations of the owner compared to the
pre-existing debt structure. In recent years, OMHAR has decided to employ conservative
expense estimates to determine a Net Operating Income. For example, OMHAR now
employs higher estimates of likely vacancy rates and bad debts than would be used for
standard FHA loans. These conservative estimates can be combined with a lengthy historical
record of actual expenses to determine if a given rent level will be able to support operating
expenses.

All Full packages now include a Reserve for Replacement (RfR) account. This is an escrow
account from which funds are to be drawn to address capital replacement and maintenance
needs. In determining the RfR estimates, OMHAR has also evolved to a more conservative
underwriting standard. These estimates are now based on a 20-year cycle of capital
replacement requirements, rather than the 12-year estimates for standard FHA loans or the 7-
to 15-year estimates provided for conventional loans.

The amount of the projected partial claim payment is also affected by the size of the
immediate (12-month) rehabilitation requirements, identified mainly through Physical
Condition Assessments conducted for each Full. These are deemed to be the rehabilitation
requirements necessary to bring the property to a standard appropriate for its original use in
the rental market. As of 2003, the amounts required for these critical requirements varied
widely, from $200 per unit to nearly $10,000 per unit.

OMHAR’s underwriters believe that the refined underwriting standards have enabled the
program to make progress toward two core objectives of the MAHRA. First, the
underwriting standards lend confidence that owners will be able to operate Section 8
properties through the 20-year use agreement, even with significantly reduced rental
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subsidies. Secondly, the inclusion of the RfR estimates for 20 years ensures properties will be
reasonably maintained over the same period.

In 2003, OMHAR instituted another underwriting procedure that provided yet another
cushion in Full restructurings. This was the inclusion of “payables” as a standard expense
item in a closing. Payables are non-standard expense items included on an owner’s balance
sheet at the time of a restructuring, such as remaining balances on installed rehabilitation
items, special tax levies, and other extraordinary expenses. Deleting such items from a
balance sheet at the time of closing increased the predictive value of the financial model
developed for the property. Underwriter comments indicated that the inclusion of payables
significantly enhanced the level of owner cooperation in the restructuring negotiations.

OMHAR in 2003-2004

At the time of the project’s data collection period (March-November 2003), the M2M
initiative was operating as a “mature” program. All of the key players in the process
(including OMHAR staff, PAE underwriters, and the owner community) had a clear
understanding as to how the process worked. For the most part, negotiations between owners
and the PAE were not contentious, but focused on issues at the margin, such as the specific
items to be included in the 12-month rehabilitation package. Thus, the M2M program
appeared to be meeting key objectives of the MAHRA legislation: reducing the level of
future Section 8 expenditures, while placing a significant number of Section 8 properties on a
sound financial footing.

The operation of the M2M program did show one major divergence from the programmatic
“vision” posited in MAHRA. The level of public sector and nonprofit involvement in the
restructuring effort remained low. As mentioned above, in 2003 public sector PAEs were
involved in less than 10 percent of active restructurings. In addition, the anticipated
involvement of tenant organizations and nonprofits as owner/managers had not materialized.
A major barrier to the involvement of nonprofits was the relatively large “upfront” costs
associated with the restructurings, particularly for the initial rehabilitation requirements and
other transaction costs. Unless there was a major change in the types of owners or entities
requesting restructurings, the ownership cadre of Section 8 multifamily properties looked to
remain much the same as when restructuring began in earnest in 1998.

However, even though M2M was a mature process in 2003, there remains a significant
challenge for the program. The operating authority for OMHAR ends on September 30,
2004. HUD’s authority to complete restructurings continues through September 30, 2006. In
September 2004, there will still be a considerable number of Section 8 properties requiring
restructurings. OMHAR estimates the number to be between 2000 and 3000. In 2003,
OMHAR staff began to develop a Strategic Plan—a road map for moving the restructuring
function back to the Office of Housing. At the time of this report, however, there was no
detailed blueprint for this difficult transition.
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The uncertainties associated with this situation had already begun to affect OMHAR’s
performance. OMHAR lost its ability to hire permanent staff in September 2003. This
promises to become a severe limitation over the next year, as senior staff leaves the program.
Anticipating OMHAR’s dissolution in September 2004, in the summer of 2003 several key
staff members who had been instrumental in the development of OMHAR already had left
the agency for the private sector. This trend will likely continue and accelerate through
September 2004.

It is unlikely that HUD will be able to retain the services of senior staff whose previous
careers were in the private sector. In an era of staff limitations for HUD generally, the Office
of Housing will have difficulty in placing such individuals in “slots” with acceptable levels
of compensation. HUD has already issued a policy directive stipulating that these individuals
cannot automatically bring their OMHAR grade and compensation levels to another HUD
office.

The likelihood that much of the “historical memory” of OMHAR will be lost in a transition
could have a significant negative impact on the restructuring effort from 2004 through 2006.
There will be two sources of historical memory that can be transferred to a unit within the
Office of Housing. One is the staff of the contractor organizations that have supported
OMHAR, almost from its beginning. The other would be the senior managers and
underwriters at those PAES that have negotiated significant numbers of restructurings,
particularly since 2001.

General Conclusions

As a result of the Process Study, the project team reached some general conclusions
regarding operations of the M2M process and OMHAR. These conclusions are as follows:

e The M2M process has been effective in preserving affordable housing. Particularly as
the program has operated in 2002 and 2003, it is possible to state that this is one of
the program’s primary goals. The PAE underwriters normally try to make a case for a
restructuring even when the need for a property could appear to be marginal (see the
discussion in Chapter 7). There are few instances where the entrance of a property
into M2M results in that property leaving the Section 8 program.

e Asa “mature” program in 2002 and 2003, the M2M process is putting in place
financial arrangements that appear to be financially sound. Concern was expressed by
both owners and PAE staff regarding some of the restructurings completed in the first
operational years of OMHAR. These properties may require some type of regular
monitoring of financial performance over the next several years.

e The programmatic enhancements introduced by OMHAR in 2000 and 2001
(particularly the Owner Incentive Package) were remarkably effective in enabling the
program to reach its objectives. Prior to that time there was a considerable amount of
reluctance on the part of owners to enter into negotiations for Fulls. By 2002-2003,
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this resistance had largely dissipated. In fact, by 2003 some owners who had
completed Lites were considering the option of coming back into the program to
negotiate a Full. These owners noted that the Full restructurings as completed in 2003
appeared to ensure the ongoing financial viability of the Section 8 properties.

The private PAEs have proved more effective than public PAEs, largely because
private PAEs have been able to develop staff units devoted solely to M2M. Their
effectiveness has been demonstrated by the comparative efficiency of their processing
time, and the volume of cases they can handle at a given point in time. It should be
noted that a number of public PAEs have become effective in negotiating M2M
agreements, usually by employing experienced underwriters on a fee basis. This cadre
of private and successful public PAEs has developed a detailed understanding of the
M2M process. This level of staff expertise will need to be drawn on once OMHAR
ceases to operate as of September 2004. Without this “historic memory” it is difficult
to see how the M2M process could be operated effectively by the Office of Housing
beginning in October 2004.

Exception rents appear to be a necessary tool to complete a significant number of
restructurings (see a discussion of several cases in Chapter 7). The most recent data
show that over 25 percent of properties receive exception rents. In the cases we have
studied, the use of exception rents appears, in most cases, to be warranted by local
conditions. It would be beneficial if Rental Assistance Assessment Plans (RAAPS)
could be conducted early in the restructuring process. The RAAPSs are justification for
exception rents. In some cases, considerable time and expense are devoted to a
restructuring before this justification analysis is performed. If the RAAP data were
obtained earlier in the process, PAEs might be able to identify marginal cases where a
property may not be needed in a given locality.

The M2M process appears to provide substantial benefits to the tenant population.
Section 8 tenants receive the benefit of retaining their existing residence, and the 12-
month rehabilitation packages included in Fulls often provide considerable immediate
physical enhancements. Overall, the current Section 8 tenants appear well-served by
the program.

The level of direct tenant involvement in the process has been minimal. In particular,
tenant organizations have been only sporadically involved in restructuring
negotiations. The “public-sector” orientation of the MAHRA legislation has not
become a reality. This is true both of the level of tenant involvement and the
participation of public-sector organizations in the ownership and management of
Section 8 properties.

It would be beneficial for the M2M program to have the capability to incorporate a
wider context than a single property. On the whole, the PAE underwriters are
extremely competent, although their expertise is focused on financial issues. In a
significant number of cases, it would be useful for M2M participants to consider a
broader community context. This could include such items as the plans of local

22



Evaluation of Mark-to-Market Program

housing authorities or the city’s redevelopment plans. This would enhance the
opportunity to attract additional community or economic development funds to a

property.
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3. Participation in the Mark-to-Market Program

Introduction

The objective of this Chapter is to identify characteristics of the FHA-insured Section 8
properties that have entered the Mark-to-Market (M2M) program. Our analysis sought to
determine if those properties had any set of characteristics that differentiated them from
FHA-insured Section 8 properties that did not enter the program. The chapter also compares
the characteristics of properties based on their outcomes after they entered the M2M
program: properties that opted for Full compared with Lite restructuring, properties that
completed the process compared with those that did not, and Fulls that closed at market rents
compared with Fulls that closed with exception rents.

Our analysis applied to all properties that had entered the M2M program through July 31,
2003. This includes properties whose cases were closed and those that were still in the
pipeline at that time. The data for our analyses were drawn from administrative and tracking
databases maintained by OMHAR and HUD’s Office of Housing. For each assessment we
compared the characteristics of different sets of properties using cross tabulations.
Regression models were also applied in order to isolate the effects of specific characteristics
on the outcome (e.g., entering M2M) for a given set of properties. Results of the regression
analysis are presented in the appendix to this chapter.

The remaining sections of this chapter present the following comparative analyses:

e A comparison of the property, owner, and location characteristics of M2M properties
with other Section 8 properties and properties that left the program.

e A comparison of properties that opted for a Lite restructuring versus those that
completed a Full restructuring.

e A comparison of properties that successfully completed the M2M process versus
those properties that entered the program but did not complete a rent restructuring
(the Watch-List properties).

« A comparison of properties that received M2M exception rents versus those that
completed an M2M restructuring at market-level rents.

e A comparison of the demographic, financial, and physical condition of properties that
completed a Full restructuring versus other properties in the Section 8 portfolio.

We begin our presentation with a summary of the status of all FHA-insured properties as of
July 31, 2003.
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Status of Participating FHA-Insured Properties in the M2M Process

Figure 3.1 shows the distribution of all 9,070 FHA-insured assisted properties by status as of
the end of July 2003. As of that date, about one quarter of the stock (a total of 2,416
properties or 27 percent) had entered the M2M process. The remaining three quarters of the
stock had not entered the program as of July 31, 2003. This includes 1,096 properties (12
percent of the stock) that opted out of the assistance programs, and 537 properties (6 percent
of the stock) that were “marked up to market” (in other words they had their rents raised to
market levels with the goal of preserving them as assisted properties).

It is not clear what portion of the remaining 5,021 properties (55 percent of the stock) will
ultimately enter the M2M process. A rough estimate is that approximately somewhere
between 1,000 and 2,000 additional properties (20 to 40 percent of the stock that has not
entered yet, and 10 to 20 percent of the total stock) will still enter the M2M process. An
earlier study by Abt Associates estimated that approximately half of the assisted stock, or
about 4,500 properties had rents above local market levels.?> We know that approximately
2,400 properties have already entered the process, so we can assume that some number under
2,000 additional properties with above market rents will enter the M2M process as their
contracts expire. It is likely that the number of properties with above market rents that will
enter the process will be smaller than 2,000 as some will opt out or not enter the restructuring
process for other reasons. The remaining properties would not be eligible due to below
market rents.

As shown in Figure 3.2, through the end of July 2003, 2,416 properties entered the M2M
program. Of those 2,416 properties, 1,187 (49 percent) have closed, including 391 as Lite
restructurings (33 percent of all closed properties) and 796 as Full restructurings (67 percent
of closed properties). Another 608 properties (25 percent of all properties that entered the
program) were still in the pipeline on July 31, 2003. Nearly all active pipeline properties (96
percent) were Fulls. A total of 621 had “Actions Other Than Closing” (AOTC). This includes
297 properties that were placed on the Watch List and 324 that had discontinued the
restructuring process without being placed on the Watch List because they were found to be
ineligible (192) or for other reasons (132). Like Lites, Watch List properties have their rents
reduced to market levels, but do not have their mortgages re-written. However, in contrast to
Lites, the PAE believes that